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Dear Colleagues/Friends, 


As we roll out the new edition of Fundamental Accounting Principles, we thank each 

of you who provided suggestions to improve our textbook. As teachers, we know 
how important it is to select the right book for our course. This new edition reflects 
the advice and wisdom of many dedicated reviewers, symposium and workshop 
participants, students, and instructors. Our book consistently rates number one 

in customer loyalty because of you. Together, we have created the most readable, 


concise, current, accurate, and innovative accounting book available today. 


Throughout the writing process, we steered this book in the manner you directed. 
Reviewers, instructors, and students say this book’s enhanced presentation, graphics, 
and technology cater to different learning styles and helps students better understand 
accounting. Connect Accounting Plus offers new features to improve student learning and 
to assist instructor teaching and grading. Our iPod content lets students study on the 
go, while our Algorithmic Test Bank provides an infinite variety of exam problems. You 


and your students will find all these tools easy to apply. 


We owe the success of this book to our colleagues who graciously took time to help 
us focus on the changing needs of today’s instructors and students. We feel fortunate 
to have witnessed our profession’s extraordinary devotion to teaching. Your feed- 

back and suggestions are reflected in everything we write. Please accept our heartfelt 
thanks for your dedication in helping today’s students learn, understand, and appreciate 


accounting. 


With kindest regards, 


doln d. Wild Kin W. Shaw Barbara Clinppetta 





About the Authors 





JOHN J: WILD is a distinguished professor 


of accounting at the University of Wisconsin 
at Madison. He previously held appointments 
at Michigan State University and the University 
of Manchester in England. He received his 
BBA, MS, and PhD from the University of 
Wisconsin. 

Professor Wild teaches accounting cours- 
es at both the undergraduate and graduate 
levels. He has received numerous teaching honors, including the 
Mabel W. Chipman Excellence-in-Teaching Award, the departmental 
Excellence-in-Teaching Award, and the Teaching Excellence Award 
from the 2003 and 2005 business graduates at the University 
of Wisconsin. He also received the Beta Alpha Psi and Roland 
F. Salmonson Excellence-in-Teaching Award from Michigan State 
University. Professor Wild has received several research honors and 
is a past KPMG Peat Marwick National Fellow and is a recipient of 





KEN W SHAW is an associate professor 


of accounting and the Deloitte Professor at 
the University of Missouri. He previously was 
on the faculty at the University of Maryland 
at College Park. He received an accounting 
degree from Bradley University and an MBA 
and PhD from the University of Wisconsin. 
He is a Certified Public Accountant with work 
experience in public accounting. 

Professor Shaw teaches financial accounting at the undergradu- 
ate and graduate levels. He received the Williams-Keepers LLC 
Teaching Excellence award in 2007, was voted the “Most Influential 
Professor” by the 2005, 2006, and 2010 School of Accountancy grad- 
uating classes, and is a two-time recipient of the O'Brien Excellence 
in Teaching Award. He is the advisor to his School's chapter of the 
Association of Certified Fraud Examiners. 








BARBARA CHIAPPETTA received her 


BBA in Accountancy and MS in Education 
from Hofstra University and is a tenured full 
professor at Nassau Community College. For 
the past two decades, she has been an active 
executive board member of the Teachers of 
Accounting at Two-Year Colleges (TACTYC), 
serving 10 years as vice president and as 
president from 1993 through 1999. As an 
active member of the American Accounting 
Association, she has served on the Northeast Regional Steering 
Committee, chaired the Curriculum Revision Committee of the 
Two-Year Section, and participated in numerous national commit- 
tees. Professor Chiappetta has been inducted into the American 








fellowships from the American Accounting Association and the Ernst 
and Young Foundation. 

Professor Wild is an active member of the American Accounting 
Association and its sections. He has served on several committees of 
these organizations, including the Outstanding Accounting Educator 
Award, Wildman Award, National Program Advisory, Publications, 
and Research Committees. Professor Wild is author of Financial 
Accounting, Managerial Accounting, and College Accounting, each 
published by McGraw-Hill/Irwin. His research articles on accounting 
and analysis appear in The Accounting Review, Journal of Accounting 
Research, Journal of Accounting and Economics, Contemporary 
Accounting Research, Journal of Accounting, Auditing and Finance, 
Journal of Accounting and Public Policy, and other journals. He is 
past associate editor of Contemporary Accounting Research and has 
served on several editorial boards including The Accounting Review. 

In his leisure time, Professor Wild enjoys hiking, sports, travel, 
people, and spending time with family and friends. 


Professor Shaw is an active member of the American Accounting 
Association and its sections. He has served on many committees of 
these organizations and presented his research papers at national 
and regional meetings. Professor Shaw's research appears in The 
Accounting Review; Journal of Accounting Research; Contemporary 
Accounting Research; Journal of Financial and Quantitative Analysis; 
Journal of the American Taxation Association; Journal of Accounting, 
Auditing, and Finance; Journal of Financial Research; Research in 
Accounting Regulation; and other journals. He has served on the edito- 
rial boards of Issues in Accounting Education, the Journal of Business 
Research, and Research in Accounting Regulation. Professor Shaw 
is co-author of Financial and Managerial Accounting and College 
Accounting, both published by McGraw-Hill. 

In his leisure time, Professor Shaw enjoys tennis, cycling, music, 
and coaching his children’s sports teams. 


Accounting Association Hall of Fame for the Northeast Region. 
She had also received the Nassau Community College dean of 
instruction’s Faculty Distinguished Achievement Award. Professor 
Chiappetta was honored with the State University of New York 
Chancellor's Award for Teaching Excellence in 1997. As a confirmed 
believer in the benefits of the active learning pedagogy, Professor 
Chiappetta has authored Student Learning Tools, an active learning 
workbook for a first-year accounting course, published by McGraw- 
Hill/Irwin. 

In her leisure time, Professor Chiappetta enjoys tennis and 
participates on a U.S.T.A. team. She also enjoys the challenge of 
bridge. Her husband, Robert, is an entrepreneur in the leisure sport 
industry. She has two sons—Michael, a lawyer, specializing in intel- 
lectual property law in New York, and David, a composer, pursuing 
a career in music for film in Los Angeles. 


Helping Students Achieve Peak Performance 


Fundamental Accounting Principles 20e 





Great performances result from pushing the limits through quality practices and reinforcing 
feedback to strengthen abilities and motivation. Assist your students in achieving their peak 
performance by giving them what they need to succeed in today's accounting principles course. 


Whether the goal is to become an accountant or a businessperson, or simply to be an informed 
consumer of accounting information, Fundamental Accounting Principles (FAP) has helped 
generations of students succeed by giving them support in the form of leading-edge accounting 
content that engages students, paired with state-of-the-art technology that elevates their 
understanding of key accounting principles. 
























With FAP on your side, you'll be provided with engaging content in a motivating style 
to help students see the relevance of accounting. Students are motivated when 
reading materials that are clear and pertinent. FAP excels at engaging students. 
Its chapter-opening vignettes showcase dynamic, successful entrepreneurial 
individuals and companies guaranteed to interest and excite students. This 
edition’s featured companies— (maker of BlackBerry), ; 
, and —captivate students with their products and annual reports, which 
are a pathway for learning financial statements. Further, this book’s coverage of the 
accounting cycle fundamentals is widely praised for its clarity and effectiveness. 


FAP also delivers innovative technology to help student performance. Connect 
Accounting provides students with instant grading and feedback for assignments 
that are completed online. Connect Accounting Plus integrates an online version 
of the textbook with Connect Accounting. Our algorithmic test bank offers 
infinite variations of numerical test bank questions. The Self-Quiz and Study, 
Interactive Presentations, and LearnSmart all provide additional support to 
help reinforce concepts and keep students motivated. 


We're confident you'll agree that FAP will help your students achieve 
peak performance. 
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McGraw-Hill Connect Accounting is an online assignment and assessment solution that connects your 
students with the tools and resources needed to achieve success through faster learning, more efficient 


studying, and higher retention of knowledge. 


Online Assignments: Connect Accounting 
helps students learn more efficiently by providing 
feedback and practice material when they need 
it, where they need it. Connect grades homework | 
automatically and gives immediate feedback on L4 Revenues 


any questions students may have missed. 
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Interactive Presentations: The interactive presen- 
tations provide engaging narratives of all chapter learning 
objectives in an interactive online format. The presentations 
are tied specifically to Fundamental Accounting Principles, 
20e. They follow the structure of the text and are organized 
to match the learning objectives within each chapter. While 
the interactive presentations are not meant to replace the 
textbook in this course, they provide additional explanation 
and enhancement of material from the text chapter, allow- 
ing students to learn, study, and practice with instant feed- 
back at their own pace. 


Student Resource Library: The Connect 
Accounting Student Study Center gives access to 
additional resources such as recorded lectures, 
online practice materials, an eBook, and more. 
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Essential resources for practice and study. 
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Guided Examples: The Guided Examples 
in Connect Accounting provide a narrated, ani- 
mated, step-by-step walk-through of select 
exercises similar to those assigned. These short 
presentations provide reinforcement when stu- 
dents need it most. 


LearnSmart: LearnSmart adaptive self-study 
technology within Connect Accounting helps 
students make the best use of their study time. 
LearnSmart provides a seamless combination of 
practice, assessment, and remediation for every 
concept in the textbook. LearnSmart’s intelligent 
software adapts to students by supplying ques- 
tions on a new concept when they are ready to 
learn it. With LearnSmart, students will spend 
less time on topics they understand and practice 
more on those they have yet to master. 
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Self-Quiz and Study: The Self-Quiz and Study 
(SQS) connects students to the learning resources 
students need to succeed in the course. For each 
chapter, students can take a practice quiz and imme- 
diately see how well they performed. A study plan 
then recommends specific readings from the text, 
supplemental study material, and practice exercises 
that will improve students’ understanding and mas- 
tery of each learning objective. 
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Connect Accounting 
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Connect Accounting offers a number of powerful tools and features to make managing assignments easier, 
so faculty can spend more time teaching. With Connect Accounting, students can engage with their course- 
work anytime and anywhere, making the learning process more accessible and efficient. (Please see previ- 
ous page for a description of the student tools available within Connect Accounting.) 


Simple Assignment Management and Smart Grading 


With Connect Accounting, creating assignments is easier than ever, so you can spend more time teaching 
and less time managing. Connect Accounting enables you to: 


e Create and deliver assignments easily with select end-of-chapter questions and test bank items. 

e Go paperless with the eBook and online submission and grading of student assignments. 

e Have assignments scored automatically, giving students immediate feedback on their work and side- 
by-side comparisons with correct answers. 

e Reinforce classroom concepts with practice tests and instant quizzes. 


Student Reporting 


Connect Accounting keeps instructors informed about how each 
student, section, and class is performing, allowing for more pro- 
ductive use of lecture and office hours. The reporting function 
enables you to: 
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e View scored work immediately and track individual or group 
performance with assignment and grade reports. 

e Access an instant view of student or class performance 
relative to learning objectives. 

e Collect data and generate reports required by 
many accreditation organizations, such as 
AACSB and AICPA. 
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Instructor Library 


The Connect Accounting Instructor Library is your repository for additional resources to improve student 
engagement in and out of class. You can select and use any asset that enhances your lecture. The Connect 
Accounting Instructor Library includes: access to the eBook version of the text, PowerPoint files, Solutions 
Manual, Instructor Resource Manual, and Test Bank. 
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McGraw-Hill Connect Plus Accounting 


McGraw-Hill reinvents the textbook learning experience for the 
modern student with Connect Plus Accounting. A seamless 
integration of an eBook and Connect Accounting, Connect Plus 
Accounting provides all of the Connect Accounting features plus: 


e An integrated eBook, allowing for anytime, anywhere access 
to the textbook. 

e Dynamic links between the problems or questions you assign 
to your students and the location in the eBook where that 
problem or question is covered. 

e A powerful search function to pinpoint and connect key 
concepts in a snap. 





For more information about Connect, go to www.mcgrawhillconnect.com, or contact your local McGraw-Hill 
sales representative. 


Tegrity Campus is a service that makes class time available 

24/7 by automatically capturing every lecture. With a simple 
one-click start-and-stop process, you capture all computer screens and corresponding audio in a format that 
is easily searchable, frame by frame. Students can replay any part of any class with easy-to-use browser- 
based viewing on a PC or Mac, an iPod, or other mobile device. 


Nic a A , 
Graw Qegrity campus Tegrity Campus: Lectures 24/7 
i 


Educators know that the more students can see, hear, and experience class resources, the better they learn. 
In fact, studies prove it. Tegrity Campus’s unique search feature helps students efficiently find what they 
need, when they need it, across an entire semester of class recordings. Help turn your students’ study time 
into learning moments immediately supported by your lecture. With Tegrity Campus, you also increase 
intent listening and class participation by easing students’ concerns about note-taking. Lecture Capture will 
make it more likely you will see students’ faces, not the tops of their heads. 


To learn more about Tegrity watch a two-minute Flash demo at http://tegritycampus.mhhe.com. 


McGraw-Hill Customer Care Contact Information 


At McGraw-Hill, we understand that getting the most from new technology can be challenging. That’s why 
our services don’t stop after you purchase our products. You can e-mail our Product Specialists 24 hours a 
day to get product training online. Or you can search our knowledge bank of Frequently Asked Questions on 
our support Website. For Customer Support, call 800-331-5094 or visit www.mhhe.com/support. One of our 
Technical Support Analysts will be able to assist you in a timely fashion. 








How Can Text-Related Web Resources Enrich My Course? 


Online Learning Center (OLC) 
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We offer an Online Learning Center (OLC) that follows Fundamental Accounting Principles 
chapter by chapter. It doesn’t require any building or maintenance on your part. It’s ready to 
go the moment you and your students type in the URL: 
www.mhhe.com/wildFAP20e 

As students study and learn from Fundamental Accounting Principles, they can visit 
the Student Edition of the OLC Website to work with a multitude of helpful tools: 


e Generic Template Working e Narrated PowerPoint® 
Papers Presentations* 

e Chapter Learning Objectives e Video Library 

e Interactive Chapter Quizzes * Excel Template Assignments 

e PowerPoint® Presentations e iPod Content* 


* indicates Premium Content 


A secured Instructor Edition stores essential course materials to save you prep time 
before class. Everything you need to run a lively classroom and an efficient course is 
included. All resources available to students, plus ... 


¢ Instructor's Resource Manual 

e Solutions Manual 

* Solutions to Excel Template Assignments 

* Test Bank 

* Solutions to CYGL, Peachtree, and QuickBooks templates 


The OLC Website also serves as a doorway to other technology solutions, like course 
management systems. 


“There are numerous materials and resources available for the instructor. | love how everything is on one 


Website and there is no need for a CD or different supplements/materials that need to be carried around.” 


—Jeanine Metzler, Northampton Community College, on the OLC 








Blackboard 
www.blackboard.com 


eCollege 
WebCT 


Online Course Management 

No matter what online course management system you use (WebCT, BlackBoard, 
or eCollege), we have a course content ePack available for FAP 20e. Our new ePacks 
are specifically designed to make it easy for students to navigate and access content 
online. They are easier than ever to install on the latest version of the course man- 
agement system available today. 


Don't forget that you can count on the highest level of service from McGraw-Hill. 
Our online course management specialists are ready to assist you with your online 
course needs. They provide training and will answer any questions you have 
throughout the life of your adoption. So try our new ePack for FAP 20e and make 
online course content delivery easy and fun. 





CourseSmart CourseSmart 


CourseSmart is a new way to find and buy eTextbooks. CourseSmart has the largest selection 
of eTextbooks available anywhere, offering thousands of the most commonly adopted textbooks 
from a wide variety of higher education publishers. CourseSmart eTextbooks are available in one 
standard online reader with full text search, notes, and highlighting, and email tools for sharing 
between classmates. Visit www.CourseSmart.com for more information on ordering. 





How Students Can Study On the Go Using Their iPods 


iPod Content 

Harness the power of one of the most popular technology tools students use 
today—the Apple iPod. Our innovative approach allows students to down- 
load audio and video presentations right into their iPod and take learning 
materials with them wherever they go. Students just need to visit the Online 
Learning Center at www.mhhe.com/wildFAP20e to download our iPod con- 
tent. For each chapter of the book they will be able to download audio nar- 
rated lecture presentations for use on various versions of iPods. iPod Touch 
users can even access self-quizzes. 


It makes review and study time as easy as putting on headphones. 





How Can McGraw-Hill Help Teach My Course Online? 


Improve Student Learning Outcomes and A K S ® 
Save Instructor Time with ALEKS® L = 
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ALEKS is an assessment and learning program that provides indi- 
vidualized instruction in accounting. Available online in partnership Principles of Accounting (Sole Proprietorship) 

with McGraw-Hill/Irwin, ALEKS interacts with students much like a coon, 

skilled human tutor, with the ability to assess precisely a student's SSR 

knowledge and provide instruction on the exact topics the student is > ponas, investments, RES RES 

most ready to learn. By providing topics to meet individual students’ SN 

needs, allowing students to move between explanation and prac- 

tice, correcting and analyzing errors, and defining terms, ALEKS Geeta) abuse aa hear 

helps students to master course content quickly and easily. AE a E AEA | 
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ALEKS also includes an Instructor Module with powerful, assignment- 
driven features and extensive content flexibility. The compli- 
mentary Instructor Module provides a course calendar, a customi- 
zable gradebook with automatically graded homework, textbook 
integration, and dynamic reports to monitor student and class prog- 
ress. ALEKS simplifies course management and allows instructors 
to spend less time with administrative tasks and more time directing 
student learning. 


To learn more about ALEKS, visit www.aleks.com/highered/business. 


ALEKS is a registered trademark of ALEKS Corporation. 
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Innovative Textbook Features 





Using Accounting for Decisions 


Whether we prepare, analyze, or apply accounting information, 
one skill remains essential: decision-making. To help develop 
good decision-making habits and to illustrate the relevance of 
accounting, our book uses a unique pedagogical framework 
we call the Decision Center. This framework is comprised of 
a variety of approaches and subject areas, giving students 
insight into every aspect of business decision-making; see 
three examples to the right and one below. Answers to Decision 
Maker and Ethics boxes are at the end of each chapter. 





Inventory Turnover and Days’ Sales in Inventory @@O Decision Analysis 


Inventory Turnover 

Earlier chapters described two important ratios useful in evaluating a company's short-term liquidity: cur- 
rent ratio and acid-test ratio. A merchandiser's ability to pay its short-term obligations also depends on | 3 
how quickly it sells its merchandise inventory. Inventory turnover, also called merchandise inventory 
turnover, is one ratio used to assess this and is defined in Exhibit 6.13. 





‘Assess inventory 
management using both 
inventory tumover and 
days’ sales in inventory. 
EXHIBIT 6.13 


Inventory Turnover 











Cost of goods sold 


Inventory turnover = 
ventory turnover = 7 verage inventory 





Learning Objectives 


Cc Explain the importance of periodic A 
reporting and the time period 
assumption. (p. 94) 








CONCEPTUAL ANALYTICAL PROCEDURAL 


Prepare and explain adjusting 


Explain how accounting adjustments P 
entries. (p. 97) 


link to financial statements. (p. 105) 


Explain and prepare an adjusted trial 


A Compute profit margin and describe P 
balance. (p. 106) 


C Explain accrual accounting and how it its use in analyzing company 


improves financial statements. (p. 95) performance. (p. 109) 


P 3 Prepare financial statements from an 
c3 Identify the types of adjustments and adjusted trial balance. (p. 106) 


their purpose. (p. 96) Í p 


LP3 


Appendix 34—Explain the alternatives 
in accounting for prepaids. (p. 113) 








=) GLOBAL VIEW 


This section discusses differences between U.S. GAAP and IFRS in the items and costs making up merchan- 
dise inventory, in the methods to assign costs to inventory, and in the methods to estimate inventory values. 










Items and Costs Making Up Inventory Both U.S. GAAP and IFRS include broad and similar 
guidance for the items and costs making up merchandise inventory. Specifically, under both accounting 
systems, merchandise inventory includes all items that a company owns and holds for sale. Further, mer- 
chandise inventory includes costs of expenditures necessary, directly or indirectly, to bring those items to 
a salable condition and location. 


Assigning Costs to Inventory Both U.S. GAAP and IFRS allow companies to use specific identi- 
fication in assigning costs to inventory. Further, both systems allow companies to apply a cost flow assumption. 
The usual cost flow assumptions are: FIFO, Weighted Average, and LIFO. However, IFRS does not (cur 
rently) allow use of LIFO. As the convergence project progresses, this prohibition may or may not persist. 


Estimating Inventory Costs The value of inventory can change while it awaits sale to customers. 
That value can decrease or increase. 


Decreases in Inventory Value Both U.S. GAAP and IFRS require companies to write down (reduce the 
cost recorded for) inventory when its value falls below the cost recorded. This is referred to as the lower 
of cost or market method explained in this chapter. U.S. GAAP prohibits any later increase in the recorded 
value of that inventory even if that decline in value is reversed through value increases in later periods. 
However, IFRS allows reversals of those write downs up to the original acquisition cost. For example, if 
Research In Motion wrote down its 2010 inventory from $622 million to $600 million, it could not re- 
verse this in future periods even if its value increased to more than $622 million. However, if RIM applied 
IFRS, it could reverse that previous loss. (Another difference is that value refers to replacement cost under 


RIM 





"the chapter openers are absolutely excellent and include entrepreneurs that the students can easily relate to. This helps 












@ Decision 


Revenue Spread The New Orleans Saints have Unearned Revenues 
of about $60 million in advance ticket sales. When the team plays its home 
games, it settles this liability to its ticket holders and then transfers the 

amount earned to Ticket Revenues. W 





© Decision 


Answer — p. 





Credit Manager As a new credit manager, you are being trained by the outgoing manager. She explains 
that the system prepares checks for amounts net of favorable cash discounts, and the checks are dated the 
last day of the discount period. She also tells you that checks are not mailed until five days later, adding that 
“the company gets free use of cash for an extra five days, and our department looks better. When a supplier 
complains, we blame the computer system and the mailroom.” Do you continue this payment policy? W 


















© Decision Answer — p. 253 


Financial Planner One of your clients asks if the inventory account of a company using FIFO needs 
any “adjustments” for analysis purposes in light of recent inflation. What is your advice? Does your advice 
depend on changes in the costs of these inventories? W 





CAP Model 


The Conceptual/Analytical/Procedural (CAP) Model allows 
courses to be specially designed to meet your teaching needs 
or those of a diverse faculty. This model identifies learning 
objectives, textual materials, assignments, and test items by 
C, A, or P, allowing different instructors to teach from the 
same materials, yet easily customize their courses toward a 
conceptual, analytical, or procedural approach (or a combina- 
tion thereof) based on personal preferences. 


New Global View 


This section explains international accounting practices relating 
to the material covered in that chapter. This section is purpose- 
fully located at the end of each chapter so that each instructor can 
decide what emphasis, if at all, is to be assigned to it. The aim of 
this Global View section is to describe accounting practices and to 
identify the similarities and differences in international account- 
ing practices versus that in the U.S. As we move toward global 
convergence in accounting practices, and as we witness the likely 
conversion of U.S. GAAP to IFRS, the importance of student fa- 
miliarity with international accounting grows. This innovative 
section helps us begin down that path of learning and teaching 
global accounting practices. 


the students understand the need/importance of accounting in a small business.” 


—Michelle Grant, Bossier Parish Community College 








Bring Accounting Io Life 





Completing the Accounting Cycle 





| ] | | 
i ; Classified 
| Worksheet | Closing Process Accounting Cycle Balance Sheet 


e Benefits of a work * Temporary and * Definition of e Classification 


sheet permanent accounts 
e Use of a work sheet * Closing entries 


balance 


Quick Check 


accounting cycle structure 
e Review of accounting 
e Post-closing trial cycle 


e Classification 
categories 


Answers — p. 156 | vi 


7. Classify the following assets as (1) current assets, (2) plant assets, or (3) intangible assets: 
(a) land used in operations, (b) office supplies, (c) receivables from customers due in 10 months, 
(d) insurance protection for the next 9 months, (e) trucks used to provide services to customers, 


(f) trademarks. 


8. Cite at least two examples of assets classified as investments on the balance sheet. 


9. Explain the operating cycle for a service company. 





Chapter Preview 
With Flowchart 


This feature provides a handy textual/ 
visual guide at the start of every chapter. 
Students can now begin their reading 
with a clear understanding of what they 
will learn and when, allowing them to 
stay more focused and organized along 
the way. 


Quick Check 


These short question/answer features 
reinforce the material immediately 
preceding them. They allow the reader to 
pause and reflect on the topics described, 
then receive immediate feedback before 
going on to new topics. Answers are pro- 
vided at the end of each chapter. 


"The author(s) are doing an excellent job of using learning and study aids. The examples 
are real-world and easy to understand. | cannot think of anything else that | would add.” 


—Shirly Kleiner, Johnson County Community College 





ig transactions is to post journal entries to 
ledger is up-to-date, entries are posted as 


en time permits. All entries must be posted 
1 to ensure that account balances are up-to- 
bits in journal entries are transferred into 





Point: Computerized systems often 
provide a code beside a balance such 

as dr. or cr. to identify its balance. Posting is 
automatic and immediate with accounting 
software. 


Marginal Student 
Annotations 


These annotations provide students with 
additional hints, tips, and examples to 
help them more fully understand the con- 
cepts and retain what they have learned. 
The annotations also include notes on 
global implications of accounting and fur- 
ther examples. 
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Outstanding Assignment Material 





Once a student has finished reading the chapter, how well he 
or she retains the material can depend greatly on the questions, 

exercises, and problems that reinforce it. This book leads the Spica EE E anaes E E E E piensa E T 
way in comprehensive, accurate assignments. » rte Summary, to elose Income Summary tothe capil account and E eicae the withdrawals sou 


to the capital account. 


DEMONSTRATION PROBLEM } 


The partial work sheet of Midtown Repair Col py ANNING THE SOLUTION 


© Post the first and second closing entries to the Income Summary account. Examine the balance of 
income summary and verify that it agrees with the net income shown on the work sheet. 


Cash © Post the third and fourth closing entries to the capital account. 








Demonstration Problems present both a problem ee oo. E 
and a complete solution, allowing students to review the Eases SOLUTION TO DEMONSTRATION PROBLEM 


Equipment ~. 





==} 1. Completing the work sheet. 


entire problem-solving process and achieve success. 


Balance Sheet and 
Adjusted Trial Income Statement of 


Statement Owner's Equity 


Debit Credit Debit Credit Debit Credit 





95,600 95,600 


Chapter Summaries provide students with a review organized by learning 





50,000 50,000 

. . . oe 16,000 16,000 

objectives. Chapter Summaries are a component of the CAP model (see page xii), eo ie 
57,000 57,000 





which recaps each conceptual, analytical, and procedural objective. Aamiin 





a Key Terms are bolded in the text and repeated at the end of the 











E ECTE chapter with page numbers indicating their location. The book also 
| asec ann steel 238) Gres PEA i 222) includes a complete Glossary of Key Terms. 
Consignee (p. 228) Interim statements (p. 251) 
Consignor (p. 228) Inventory turnover (p. 241) 
| Consistency concept (p. 237) Last-in, first-out (LIFO) (p. 233) 
| Days’ atomi x Š Fe . . 
| Multiple Choice Quiz Questions quickly test chap- 
Additional Quiz Questions are available at the book's Website. ter knowledge before a student moves on to complete 
Use the following information from Marvel Company for the month 3. Assume that Mar: i H i 
SE Talg o aaret aeeai I oA, a ventory Sad Quick Studies, Exercises, and Problems. 
beginning invent) 
July 1 Beginning inventory . 75 units @ $25 each 45 units from the! 
Juy 3 Purchase . 348 units @ $27 each its ending inventd 
July 8 Sale 300 units a. $2,940 
M a = ————— ] “ 
sinning inventory and purchases for the month of January. On January QUICK STUDY Quick Study assignments are short 
What is the cost of the 155 units that remain in ending inventory at . f f | . 
kigned based on a perpetual inventory system and use of FIFO? (Round gg 6-1 exercises that often focus on one learning 
sien cise — objective. Most are included in Connect 
: 
Leer sara E E aa r Accounting. There are usually 8-10 Quick 
ieee amc Study assignments per chapter. 








Exercises are one of this book’s many strengths and a 
competitive advantage. There are about 10-15 per chapter —_ 00 ef goods to China Co., and China Co. has arranged to sell the goods EXERCISES 


g i M or and the consignee. Which company should include any unsold goods 
and most are included in Connect Accounting. Exercise 6-1 
ipped $850 of merchandise FOB destination to China Co. Which com- Inventory ownership C1 
of merchandise in transit as part of its year-end inventory? 








— , purchased the contents of an estate for $37,500. Terms of the purchase Exercise 6-2 
cost of transporting the goods to Duke Associates’ warehouse was $1,200. Inventory costs 
nce sheet ac- PROBLEM SETA | 
| information 
Problem 3-1A J m 
Dmpany pur- Preparing adjusting and . 
atory of sup- subsequent journal entries {nce sheet PROBLEM SET B 
Ci Al P1 formation 
PEO Problem Sets A & B are proven problems that can 
—_—_—_—_— oe Ere panna ee be assigned as homework or for in-class projects. All prob- 
subsequent journal entries 4 a 
cl Al PI lems are coded according to the CAP model (see page xii), 





and Set A is included in Connect Accounting. 


PUT AWAY YOUR RED PEN! 


We pride ourselves on the accuracy of this book’s assignment materials. Independent 
research reports that instructors and reviewers point to the accuracy of this book’s 
xiv assignment materials as one of its key competitive advantages. 


Helps Students Master 


Key Concepts 








Beyond the Numbers exercises ask students to use 
accounting figures and understand their meaning. Stu- 
dents also learn how accounting applies to a variety of 
business situations. These creative and fun exercises are 
all new or updated, and are divided into sections: 


e Reporting in Action e Taking It To The Net 

* Comparative Analysis * Teamwork in Action 

e Ethics Challenge e Hitting the Road 

* Communicating in « Entrepreneurial Decision 
Practice e Global Decision 


SERIAL PROBLEM 


Business Solutions 


PI P2 P3 


ge 


This serial problem began in Chapter 1 and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can still begin at this point. It is helpful, but not necessary, 
to use the Working Papers that accompany the book. 


SP 3 After the success of the company’s first two months, Santana Rey continues to operate Business 
Solutions. (Transactions for the first two months are described in the serial problem of Chapter 2.) The 
November 30, 2011, unadjusted trial balance of Business Solutions (reflecting its transactions for October 
and November of 2011) follows. 





Beyond the Numbers 


REPORTING IN BTN 5-1 Refer to Research In Motion’s financial statements in Appendix A ti 


ACTION 
A Required 

B 1. Assume that the amounts reported for inventories and cost of sales reflect i 
RIM ready for resale. Compute the net cost of goods purchased for the fiscal year 


2. Compute the current ratio and acid-test ratio as of February 27, 2010, and Fe! 
and comment on the ratio results. How does Research In Motion compare { 
2.4 for the current ratio and 1.5 for the acid-test ratio? 


Fast Forward 


3. Access Research In Motion’s financial statements (form 10-K) for fiscal years 
2010, from its Website (RIM.com) or the SEC’s EDGAR database (www. 
interpret the current ratio and acid-test ratio for these current fiscal years. 








Serial Problem uses a continuous running case study 
to illustrate chapter concepts in a familiar context. The Se- 
rial Problem can be followed continuously from the first 
chapter or picked up at any later point in the book; enough 
information is provided to ensure students can get right 
to work. 


“Well planned, and very organized. A very thorough coverage of all topics. Easy to read and comprehend.” 


— Linda Bolduc, Mount Wachusett Community College 





The End of the Chapter Is Only the Beginning Our valuable and proven assignments aren't just confined to 
the book. From problems that require technological solutions to materials found exclusively online, this book’s end-of-chapter 


material is fully integrated with its technology package. 


m connect e Quick Studies, Exercises, and Problems 


available in Connect are marked with 
an icon. 


[ACCOUNTING 


¢ Problems supported by the General 
Ledger Application Software, 
Peachtree, or Quickbooks are marked 
with an icon. 


Online Learning Center (OLC) includes 
Interactive Quizzes, Excel template 
assignments, and more. 


eX cel ¢ Problems supported with Microsoft 
Excel template assignments are 
marked with an icon. 


mhhe.com/wildFAP20e 


| 
@ 


Material that receives additional 
coverage (slide shows, videos, audio, 
etc.) available in iPod ready format 
are marked with an icon. 


e Assignments that focus on global 
accounting practices and companies 
are often identified with an icon. 


The authors extend a special thanks to accuracy checkers Barbara Schnathorst, The Write 
Solution, Inc.; Helen Roybark, Radford University; Beth Woods, CPA, Accuracy Counts; 
and David Krug, Johnson County Community College. 
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Enhancements in This Edition 





This edition’s revisions are driven by instructors and students. General revisions to the entire book follow (including 


chapter-by-chapter revisions): 


e Revised and updated assignments throughout ° 
e Updated ratio (tool) analyses for each chapter 


e New material on International Financial Reporting Standards 
(IFRS) in most chapters, including global examples 


e New and revised entrepreneurial examples and elements 
e Revised serial problem through nearly all chapters 
e New art program, visual info-graphics and text layout 


Chapter 1 


Facebook NEW opener with new 
entrepreneurial assignment 

Streamlined and consolidated 

learning objectives 

New section on International Standards 
and convergence 

Revised section on accounting principles, 
assumptions, and constraints 

New visual layouts for conceptual framework 
and the building blocks of GAAP 

New discussion of conceptual framework 
linked to IFRSs 

New graphic discussing fraud control 

in accounting 

Updated compensation data in exhibit 


Chapter 2 


CitySlips NEW opener with new 
entrepreneurial assignment 

Reorganized and streamlined 

learning objectives 

Revised introduction of 

double-entry accounting 

New 4-step process for analyzing, recording, 
and posting transactions 

Revised layout for transaction analysis 

New discussion on accounting quality 


Chapter 3 


Cheezburger Network NEW opener with new 
entrepreneurial assignment 

Updated 3-step process for adjusting accounts 
Enhanced and streamlined presentation of 
accounting adjustments 

Revised info-graphics for adjusting entries 
Enhanced exhibit on steps in preparing 
financial statements 

Expanded discussion of global accounting 


Chapter 4 


Gamer Grub NEW opener with new 
entrepreneurial assignment 
Slightly revised steps 1 and 2 of work sheet 


xvi 


assignments 


New Research In Motion (maker of BlackBerry) annual report 
with comparisons to Apple, Palm, and Nokia (IFRS) with new 


e Updated graphics added to each chapter’s analysis section 
e New technology content integrated and referenced in the book 


e New Global View section in each chapter referencing interna- 
tional accounting including examples using global companies 


e New assignments covering international accounting 


Enhanced graphics for closing process 
Enhanced details for general ledger 
after the closing process 

Updated color-coded work sheet 


Chapter 5 


Heritage Link Brands NEW opener with new 
entrepreneurial assignment 

Streamlined learning objectives 

New 2-step presentation for recording 
merchandise sales and its costs 

Revised presentation on purchase returns 
New discussion on fraud and invoices 
Revised discussion of gross margin 


Chapter 6 


Fitness Anywhere NEW opener with new 
entrepreneurial assignment 

Streamlined presentation for lower of cost or 
market (LCM) 

Color-coded graphic for introducing cost flow 
assumptions 

Enhanced graphics for learning 

inventory errors 

Expanded discussion on inventory controls 
Expanded explanation of inventory accounting 
under IFRS 


Chapter 7 


New Belgium Brewing Company NEW opener 
with new entrepreneurial assignment 
Streamlined learning objectives 

Enhanced graphics for special journals 
Detailed four benefits from subsidiary ledgers 
Updated ERP presentation 

Revised discussion of segment returns 


Chapter 8 


Dylan’s Candy Bar REVISED opener with 
new entrepreneurial assignment 

Enhanced SOX discussion of controls, 
including the role of COSO 

Streamlined learning objectives 

New material on drivers of human fraud 


New graphic introducing a bank reconciliation 
with links to bank and book balances 
Updated graphic on frequent cyber frauds 
New graphic on drivers of 

financial misconduct 


Chapter 9 


LaserMonks NEW opener with new 
entrepreneurial assignment 

Streamlined learning objectives 
Reorganized recording of credit sales 
Further clarification of interest formula 
Enhanced graphics for bad debts estimation 


Chapter 10 


Games2U NEW opener with new 
entrepreneurial assignment 

Reorganized learning objectives 

Added entry to record impairment 

Enhanced discussion of asset sales 

Expanded explanation of asset valuation 
under IFRS 

Updated all real world examples and graphics 


Chapter 11 


SnorgTees NEW opener with new 
entrepreneurial assignment 

Updated tax illustrations and assignments 
using most recent government rates 

New data on frauds involving 

employee payroll 

New entry to reclassify long- to short-term 
debt 

Updated all real world examples and graphics 


Chapter 12 


Kids Konserve NEW opener with new 
entrepreneurial assignment 

New 3-step process for partnership liquidation 
New statement of liquidation introduced 
Enhanced discussion of partnership 
liquidation 


or Better Learning 








Chapter 13 


Clean Air Lawn Care NEW opener with new 
entrepreneurial assignment 

Streamlined learning objectives 

Inserted numerous key margin computations 
for entries involving equity 

Updated statement of stockholders’ equity 
Updated all real world examples 

and graphics 

Explained accounting for equity under IFRS 


Chapter 14 


CakeLove NEW opener with new 
entrepreneurial assignment 

Enhanced graphics for bonds and notes 
Revised discussion of debt-to-equity 
Enhanced explanation of how U.S. GAAP and 
IFRS determine fair value 

New arrow lines linking effective interest 
amortization tables to journal entries 


Chapter 15 


Blackboard NEW opener with new 
entrepreneurial assignment 
Streamlined learning objectives 
Phrase “fair value” used in lieu of 
“market value” 

Enhanced exhibit summarizing accounting for 
securities 

Revised explanation of investments in 
securities with significant influence 
New, enhanced section on 
comprehensive income 


Chapter 16 


Animoto NEW opener with new 
entrepreneurial assignment 

Streamlined learning objectives 

Enhanced graphics on cash inflows and 
outflows involving operating, investing, 

and financing 

Highlighted 5-step process to prepare the 
statement of cash flows 

New discussion of different classifications for 
certain cash flows under IFRS 

Increased number and range of assignments 


Chapter 17 


Motley Fool REVISED opener with new 
entrepreneurial assignment 

Streamlined learning objectives 

New companies—Research In Motion, Apple, 
Palm and Nokia—data throughout the 
chapter, exhibits, and illustrations 


Enhanced horizontal and vertical analysis 
using new company and industry data 
Enhanced discussion of common-size graphics 
Enhanced ratio analysis using new company 
and industry data 


Chapter 18 


Hot Box Cookies NEW opener with new 
entrepreneurial assignment 

Revised learning objectives 

Enhanced discussion of trends in managerial 
accounting, including e-commerce and role of 
services 

New exhibit and discussion of the value chain 
Discussion of fraud and ethics in managerial 
accounting moved to earlier in chapter 

New discussion of global trends in 
managerial accounting 


Chapter 19 


Liberty Tax Service NEW opener with new 
entrepreneurial assignment 

Enhanced explanation of events in job order 
costing, including new 3-step process 
Added new arrow lines to exhibits as 
learning aids 

Enhanced discussion of adjusting factory 
overhead 

New factory overhead T-account exhibit 
New exhibit on entries to adjust factory 
overhead account 

Added several new assignments 


Chapter 20 


IdeaPaint NEW opener with new 
entrepreneurial assignment 

Streamlined learning objectives 

Updated list of companies applying 

process operations 

Enhanced several exhibits for better learning 
New section on trends in process operations, 
including discussion of just-in-time, 
automation, role of services, and 

customer focus 

Increased number and range of assignments 


Chapter 21 


Skullcandy NEW opener with new 
entrepreneurial assignment 

Streamlined learning objectives 

Enhanced activity-based costing exhibits 
Revised discussion and exhibits for 
comparisons between activity-based costing 
and two-stage cost allocation 

Added summary of cost allocation methods 
with exhibit 


Deleted section on departmental reporting 
and analysis 

Added Serial Problem to end of chapter 
assignments 


Chapter 22 


Johnny Cupcakes NEW opener with new 
entrepreneurial assignment 

Streamlined learning objectives 

Revised cost exhibits for added clarity and 
learning 

New discussion on global use of 
contribution margin 


Chapter 23 


Smathers and Branson NEW opener with 
new entrepreneurial assignment 
Reorganized learning objectives 

New discussion on potential outcomes of 
participatory budgeting 

Enhanced discussion and exhibits for 

cash budgets 

New exhibit on general formula for preparing 
the cash budget 

Added Decision Insight box on Apple’s 

cash cushion 

Enhanced discussion of computing cash 
disbursements for purchases, including 

new exhibit 

Increased number and range of assignments 


Chapter 24 


SewWhat? NEW opener with new 
entrepreneurial assignment 

Streamlined learning objectives 

Simplified presentation of overhead variances 
to focus on controllable and volume variances 
Moved detailed overhead variances and 
standard cost system journal entries to (new) 
Appendix 24A 

Increased number and range of assignments 


Chapter 25 


Dogswell NEW opener with new 
entrepreneurial assignment 

Streamlined learning objectives 

Updated graphic on industry cost of 

capital estimates 

Added section and assignments on decision to 
keep or replace equipment 

Increased number and range of assignments 
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Instructor Supplements 





Instructor's 
Resource CD-ROM 
Chapters 1-25 

ISBN13: 978007338107 
ISBN10: 0077338103 


This is your all-in-one resource. It allows 
you to create custom presentations from 
your own materials or from the follow- 
ing text-specific materials provided in 
the CD's asset library: 


¢ Instructor’s Resource Manual 
Written by Barbara Chiappetta, 
Nassau Community College, and 
Patricia Walczak, Lansing 
Community College. 


This manual contains (for each chap- 
ter) a Lecture Outline, a chart linking 
all assignment materials to Learning 
Objectives, a list of relevant active 


learning activities, and additional 
visuals with transparency masters. 


* Solutions Manual 

* Test Bank, Computerized 
Test Bank 

* PowerPoint® Presentations 
Prepared by Jon Booker, Charles 
Caldwell, Cindy Rooney, and Susan 
Galbreth. 


Presentations allow for revision of 
lecture slides, and includes a viewer, 
allowing screens to be shown with or 
without the software. 


°. Link to PageOut 


Test Bank 

Vol. 1, Chapters 1-12 
ISBN13: 9780077338183 
ISBN10: 0077338189 


tudent Supplements 


Vol. 2, Chapters 13-25 
ISBN13: 9780077338190 
ISBN10: 0077338197 


Revised by Barbara Gershowitz, 
Nashville State Technical Community 
College. 


Solutions Manual 
Vol. 1, Chapters 1-12 
ISBN13: 9780077338152 
ISBN 10: 0077338154 


Vol. 2, Chapters 13-25 


ISBN13: 9780077338145 
ISBN 10: 0077338146 


Written by John J. Wild, Ken W. 
Shaw, and Anita Kroll, University of 
Wisconsin—Madison. 





Excel Working Papers CD 
ISBN13: 9780077338084 
ISBN 10: 0077338081 


Written by John J. Wild. 


Working Papers (for Chapters 1-25) 
delivered in Excel spreadsheets. These 
Excel Working Papers are available on 
CD-ROM and can be bundled with the 
printed Working Papers; see your repre- 
sentative for information. 


Working Papers 
Vol. 1, Chapters 1-12 
ISBN13: 9780077338220 
ISBN10: 0077338227 


Vol. 2, Chapters 12-25 
ISBN13: 9780077338206 
ISBN10: 0077338200 


Principles of Financial Accounting 
Chapters 1-17 

ISBN13: 9780077338213 

ISBN10: 0077338219 


Written by John J. Wild. 
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Study Guide 

Vol. 1, Chapters 1-12 
ISBN13: 9780077338169 
ISBN10: 0077338162 


Vol. 2, Chapters 12-25 
ISBN13: 9780077338176 
ISBN10: 0077338170 


Written by Barbara Chiapetta, Nassau 
Community College, and Patricia 
Walczak, Lansing Community College. 


Covers each chapter and appendix 
with reviews of the learning objectives, 
outlines of the chapters, summaries of 
chapter materials, and additional prob- 
lems with solutions. 


Carol Yacht’s General 
Ledger CD-ROM 
ISBN13: 9780077338039 
ISBN10: 0077338030 


The CD-ROM includes fully functioning 
versions of McGraw-Hill's own General 
Ledger Application software. Problem 

templates prepared by Carol Yacht and 


student user guides are included that 
allow you to assign text problems for 
working in Yacht's General Ledger or 
Peachtree. 


QuickBooks Pro 2011 
Student Guide and 
Templates 

ISBN13: 9780077455309 

ISBN 10: 0077455304 


Prepared by Carol Yacht. 


To better prepare students for account- 
ing in the real world, select end-of- 
chapter material in the text is tied to 
QuickBooks software. The accompanying 
student guide provides a step-by-step 
walkthrough for students on how to 
complete the problem in the software. 





Assurance of Learning Ready 


| 

I F $ ] Many educational institutions today are focused on the notion of assur- 
ance of learning, an important element of some accreditation standards. 
Fundamental Accounting Principles is designed specifically to support your 
assurance of learning initiatives with a simple, yet powerful solution. Each test bank question for 
Fundamental Accounting Principles maps to a specific chapter learning objective listed in the text. 
You can use our test bank software, EZ Test and EZ Test Online, or Connect Accounting to easily 
query for learning objectives that directly relate to the learning objectives for your course. You can 
then use the reporting features of EZ Test to aggregate student results in similar fashion, making 

the collection and presentation of assurance of learning data simple and easy. 


“Best on the market! Great examples, complete coverage of principle's topics, and great 


resources!” 


— David Alldredge, Salt Lake Community College 





AACSB Statement 


[ Í [ A AC S [3 The McGraw-Hill Companies is a proud corporate member of 

TERNATIONAL AACSB International. Understanding the importance and value 

of AACSB accreditation, Fundamental Accounting Principles 

recognizes the curricula guidelines detailed in the AACSB stan- 

dards for business accreditation by connecting selected questions in the test bank to the six general 

knowledge and skill guidelines in the AACSB standards. The statements contained in Fundamental 

Accounting Principles are provided only as a guide for the users of this textbook. The AACSB leaves 

content coverage and assessment within the purview of individual schools, the mission of the 

school, and the faculty. While Fundamental Accounting Principles and the teaching package make 

no claim of any specific AACSB qualification or evaluation, we have within Fundamental Account- 
ing Principles labeled select questions according to the six general knowledge and skills areas. 





The authors extend a special thanks to our contributing and technology supplement authors: 
Contributing Author: Anita Kroll, University of Wisconsin—Madison 
LearnSmart Authors: Anna Boulware, St. Charles Community College; Brenda Mattison, Tri County Technical College; and Dominique Svarc, William Rainey Harper College 


Online Quizzes: Gina Jones, Aims County Community College 
Connect Self-Quiz and Study: Jeannine Metzler, Northampton Community College 
Interactive Presentations: Kathleen O'Donnell, Onongada Community College, and Jeannie Folk, College of DuPage 
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CONCEPTUAL 
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C5 


Accounting in Business 








Accounting is crucial in our information 
age. In this chapter, we discuss the 
importance of accounting to different types 
of organizations and describe its many 
users and uses. We explain that ethics 
are essential to accounting. We also explain 
business transactions and how they are 
reflected in financial statements. 


A Look at This Chapter 





A Look Ahead 


Chapter 2 describes and analyzes 
business transactions. We explain the 
analysis and recording of transactions, 
the ledger and trial balance, and the 
double-entry system. More generally, 
Chapters 2 through 4 show (via the 
accounting cycle) how financial statements 
reflect business activities. 


—_ Learning Objectives are classified as conceptual, analytical, or procedural. 


CAP 





ANALYTICAL 


Explain the purpose and importance of A 
accounting. (p. 4) 


(p. 14) 
Identify users and uses of, and 


opportunities in, accounting. (p. 5) A 


Explain why ethics are crucial to 
accounting. (p. 8) A 


Explain generally accepted accounting 
principles and define and apply several 
accounting principles. (p. 9) 


Appendix 1B—ldentify and describe 
the three major activities of 
organizations. (p. 26) 


Define and interpret the accounting 
equation and each of its components. 


Compute and interpret return on 
assets. (p. 22) 





PROCEDURAL 


P1 
P2 


Analyze business transactions using 
the accounting equation. (p. 15) 


Identify and prepare basic financial 
statements and explain how they 
interrelate. (p. 19) 


Appendix 1A—Explain the relation 
between return and risk. (p. 26) 


LPI 
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Decision Insight 


Accounting eon 


“We are focused on... helping people share information” 
—MARK ZUCKERBERG 





PALO ALTO, CA—"Open Society” conjures up philosophical 
thoughts and political ideologies. However, for Mark Zuckerberg, 
his vision of an open society “is to give people the power to 
share and make the world more open and connected.” That 
vision led Mark to create Facebook (Facebook.com) from his 
college dorm. Today, Facebook is the highest-profile social net- 
working site. Along the way, Mark had to learn accounting and 
he details of preparing and interpreting financial statements. 
“It's all been very interesting,” says Mark. Important ques- 
ions involving business formation, transaction analysis, and fi- 
nancial reporting arose. Mark answered them and in the process 
has set his company apart. “I’m here to build something for the 
ong term,” declares Mark. “Anything else is a distraction.” 
Information is the focus—both within Facebook and within 
its accounting records. Mark recalls that when he launched his 
business, there were “all these reasons why they could not 
aggregate this [personal] information.” He took a similar tactic 
in addressing accounting information. “There's an intense focus 
on... information, as both an ideal and a practical strategy to 
get things done,” insists Mark. This includes using accounting 
information to make key business decisions. 
While Facebook is the language of social networking, account- 
ing is the language of business networking. “As a company we are 








very focused on what we are building,” says Mark. “We are adding 
a certain amount of value to people's lives if we build a very good 
product.” That value is reflected in its financial statements, which 
are based on transaction analysis and accounting concepts. 
Facebook's success is reflected in its revenues, which continue 
to grow and exhibit what people call the monetizing of social net- 
working. “Social Ads are doing pretty well,’ asserts Mark. “We are 
happy with how we are doing in terms of numbers of advertisers 
and revenue.” Facebook also tracks its expenses and asset pur 


chases. “We expect to 
Mark. “It means we wi 
server purchases from 
as Facebook's operating 
photo uploads and 8 mil 
Mark emphasizes th 
Facebook to realize its 
sights. “We believe rea 
then the world will be a 


achieve . . . profitability next year,’ states 
be able to fund all of our operations and 
he cash we generate.” This is saying a lot 
expenditures must support nearly 1 billion 
ion video uploads per day. 

at his financial house must be in order for 
full potential—and that potential is in his 
y deeply that if people are sharing more, 
more open place where people can under 











stand what is going on with the people around them.” 


[Sources: Facebook Websi 


te, January 2011; CNN, October 2008; Mercury 


News, April 2009; VentureBeat, March 2008; FastCompany.com, May 2007; 


Wired, June 2009] 
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‘A Preview opens each chapter with a summary of topics covered. 


Today’s world is one of information—its preparation, commu- us make better decisions, including career choices. In this 
nication, analysis, and use. Accounting is at the core of this chapter we describe accounting, the users and uses of account- 
information age. Knowledge of accounting gives us career ing information, the forms and activities of organizations, and 
opportunities and the insight to take advantage of them. This several accounting principles. We also introduce transaction 
book introduces concepts, procedures, and analyses that help analysis and financial statements. 


Accounting in Business 


Importance of Fundamentals Transaction Analysis Financial 
Accounting of Accounting y Statements 










e Accounting e Ethics—key concept e Accounting equation e Income statement 
information users e Generally accepted e Transaction e Statement of 
e Opportunities in accounting principles analysis—illustrated owner's equity 


e Balance sheet 
¢ Statement of cash 
flows 


e International standards 


accounting 





IMPORTANCE OF ACCOUNTING 


Why is accounting so popular on campuses? Why are there so many accounting jobs for grad- 
uates? Why is accounting so important to companies? Why do politicians and business leaders 
focus on accounting regulations? The answer is that we live in an information age, where that 
information, and its reliability, impacts the financial well-being of us all. 

Accounting is an information and measurement system that identifies, records, and commu- 
nicates relevant, reliable, and comparable information about an organization’s business activi- 
ties. Identifying business activities requires selecting transactions and events relevant to an 
organization. Examples are the sale of iPhones by Apple and the receipt of ticket money by 
TicketMaster. Recording business activities requires keeping a chronological log of transac- 
tions and events measured in dollars and classified and summarized in a useful format. Com- 
municating business activities requires preparing accounting reports such as financial statements. 
It also requires analyzing and interpreting such reports. (The financial statements and notes of 

Research In Motion, the maker of BlackBerry, are shown in Appendix A near the end of this 
we book. This appendix also shows the financial statements of Apple, Palm, and Nokia.) Exhibit 1.1 
summarizes accounting activities. 

We must guard against a narrow view of accounting. Our most common contact with accounting 
is through credit approvals, checking accounts, tax forms, and payroll. These experiences are 
limited and tend to focus on the recordkeeping parts of accounting. Recordkeeping, or 
bookkeeping, is the recording of transactions and events, either manually or electronically. This is 
just one part of accounting. Accounting also identifies and communicates information on transac- 
tions and events, and it includes the crucial processes of analysis and interpretation. 





C Explain the purpose and 
importance of accounting. 











Real company names are 
printed in bold magenta. 


EXHIBIT 1.1 


Accounting Activities 





E Recording i Communicating 


Identifying 





Select transactions and events Input, measure, and classify Prepare, analyze, and interpret 
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Technology is a key part of modern business and plays a major role in accounting. Technology Point: Technology is only as useful 

reduces the time, effort, and cost of recordkeeping while improving clerical accuracy. Some — ** tPS accounting data available, and 
bs. oh ‘ i i users’ decisions are only as good as 
small organizations continue to perform various accounting tasks manually, but even they are their understanding of accounting. 
impacted by technology. As technology has changed the way we store, process, and summarize The best software and recordkeeping 
masses of data, accounting has been freed to expand. Consulting, planning, and other financial "0! make up for lack of 
E k 3 í j : accounting knowledge. 

services are now closely linked to accounting. These services require sorting through data, inter- 


reting their meaning, identifying key factors, and analyzing their implications. 
P 8 8 ying xey yzng P Margin notes further enhance 


the textual material. 
Users of Accounting Information 
Accounting is often called the language of business because all organizations set up an accounting 
information system to communicate data to help people make better decisions. Exhibit 1.2 shows 
that the accounting information system serves many kinds of users (this is a partial listing) who 
can be divided into two groups: external users and internal users. 


EXHIBIT 1.2 
External users rnal use: 
Users of Accounting Information 


Annual Report 





e Lenders * Consumer groups + Officers e Sales staff 
e Shareholders e External auditors e Managers e Budget officers Infographics reinforce key 
e Governments e Customers Internal auditors e Controllers concepts through visual learning. 





External Information Users External users of accounting information are not directly 

g $ $ Aa: A ` Identify users and uses 
involved in running the organization. They include shareholders (investors), lenders, directors, of, and opportunities in 
customers, suppliers, regulators, lawyers, brokers, and the press. External users have limited accounting. 











access to an organization’s information. Yet their business decisions depend on information that 
is reliable, relevant, and comparable. 

Financial accounting is the area of accounting aimed at serving external users by providing 
them with general-purpose financial statements. The term general-purpose refers to the broad 
range of purposes for which external users rely on these statements. 

Each external user has special information needs depending on the types of decisions to be 
made. Lenders (creditors) loan money or other resources to an organization. Banks, savings and 
loans, co-ops, and mortgage and finance companies are lenders. Lenders look for information to 
help them assess whether an organization is likely to repay its loans with interest. Shareholders 
(investors) are the owners of a corporation. They use accounting reports in deciding whether to 
buy, hold, or sell stock. Shareholders typically elect a board of directors to oversee their inter- 
ests in an organization. Since directors are responsible to shareholders, their information needs 
are similar. External (independent) auditors examine financial statements to verify that they are 
prepared according to generally accepted accounting principles. Nonexecutive employees and 
labor unions use financial statements to judge the fairness of wages, assess job prospects, and 
bargain for better wages. Regulators often have legal authority over certain activities of organi- 
zations. For example, the Internal Revenue Service (IRS) and other tax authorities require orga- 
nizations to file accounting reports in computing taxes. Other regulators include utility boards 
that use accounting information to set utility rates and securities regulators that require reports 
for companies that sell their stock to the public. 

Accounting serves the needs of many other external users. Voters, legislators, and govern- 
ment officials use accounting information to monitor and evaluate government receipts and 
expenses. Contributors to nonprofit organizations use accounting information to evaluate the 
use and impact of their donations. Suppliers use accounting information to judge the soundness 


Decision Insight boxes highlight -” Eo PAETI 


relevant items from practice. 


Graphical displays are often 


used to illustrate key points. 


EXHIBIT 1.3 


Accounting Opportunities 
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of a customer before making sales on credit, and customers use financial reports to assess the 
staying power of potential suppliers. 


Internal Information Users Internal users of accounting information are those directly 
involved in managing and operating an organization. They use the information to help improve the 
efficiency and effectiveness of an organization. Managerial accounting is the area of accounting 
that serves the decision-making needs of internal users. Internal reports are not subject to the same 
tules as external reports and instead are designed with the special needs of internal users in mind. 

There are several types of internal users, and many are managers of key operating activities. 
Research and development managers need information about projected costs and revenues of 
any proposed changes in products and services. Purchasing managers need to know what, when, 
and how much to purchase. Human resource managers need information about employees’ 
payroll, benefits, performance, and compensation. Production managers depend on information 
to monitor costs and ensure quality. Distribution managers need reports for timely, accurate, 
and efficient delivery of products and services. Marketing managers use reports about sales and 
costs to target consumers, set prices, and monitor consumer needs, tastes, and price concerns. 
Service managers require information on the costs and benefits of looking after products and 
services. Decisions of these and other internal users depend on accounting reports. 

Both internal and external users rely on internal controls to monitor and control company activi- 
ties. Internal controls are procedures set up to protect company property and equipment, ensure 
reliable accounting reports, promote efficiency, and encourage adherence to company policies. Ex- 
amples are good records, physical controls (locks, passwords, guards), and independent reviews. 





Virtuous Returns Virtue is not always its own 80 

reward. Compare the S&P 500 with the Domini zl- — DSI 

Social Index (DSI), which covers 400 companies that colt -S&P 500 
have especially good records of social responsibility. a 

We see that returns for companies with socially 
responsible behavior are at least as high as those of 
the S&P 500. E 


4.0 


3.0 


Value of $1 Invested 
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“Domini 400 Social Index” is a service mark of KLD 
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Opportunities in Accounting 


Accounting information affects many aspects of our lives. When we earn money, pay taxes, 
invest savings, budget earnings, and plan for the future, we are influenced by accounting. Ac- 
counting has four broad areas of opportunities: financial, managerial, taxation, and accounting- 
related. Exhibit 1.3 lists selected opportunities in each area. 


Opportunities in accounting — 






© Financial Managerial © Taxation — " Accounting-r ela 

e Preparation e General accounting _* Preparation e Lenders e FBI investigators 

e Analysis * Cost accounting e Planning e Consultants • Market researchers 
* Auditing * Budgeting e Regulatory e Analysts e Systems designers 

e Regulatory e Internal auditing + Investigations e Traders e Merger services 

e Consulting * Consulting * Consulting e Directors ¢ Business valuation 

e Planning e Controller e Enforcement e Underwriters • Forensic accounting 
e Criminal e Treasurer e Legal services e Planners e Litigation support 


investigation e Strategy e Estate plans e Appraisers e Entrepreneurs 
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The majority of accounting opportunities are in 
private accounting, which are employees working 
for businesses, as shown in Exhibit 1.4. Public ac- 
counting offers the next largest number of opportu- 
nities, which involve services such as auditing and 


Government, 
not-for-profit and 
education 16% 


tax advice to a vast range of businesses. Still other Public 
opportunities exist in government and not-for-profit accounting 
24% 


agencies, including business regulation and investi- 
gation of law violations. 

Accounting specialists are highly regarded. 
Their professional standing often is denoted by a certificate. Certified public accountants (CPAs) 
must meet education and experience requirements, pass an examination, and exhibit ethical 
character. Many accounting specialists hold certificates in addition to or instead of the CPA. 
Two of the most common are the certificate in management accounting (CMA) and the certified 
internal auditor (CIA). Employers also look for specialists with designations such as certified 
bookkeeper (CB), certified payroll professional (CPP), personal financial specialist (PFS), certi- 
fied fraud examiner (CFE), and certified forensic accountant (CrFA). 

Individuals with accounting knowledge are always in demand as they can help with financial 
analysis, strategic planning, e-commerce, product feasibility analysis, information technology, 
and financial management. Benefit packages can include flexible work schedules, telecommut- 
ing options, career path alternatives, casual work environments, extended vacation time, and 
child and elder care. 

Demand for accounting specialists is strong. Exhibit 1.5 reports average annual salaries for 
several accounting positions. Salary variation depends on location, company size, professional 
designation, experience, and other factors. For example, salaries for chief financial officers 
(CFO) range from under $75,000 to more than $1 million per year. Likewise, salaries for book- 
keepers range from under $30,000 to more than $80,000. 





Field Title (experience) 2009 Salary 2014 Estimate* 
Public Accounting Partnera ee e E es slates $191,000 $211,000 
Manager (6-8 years) ................ 94,500 104,000 
Senior (3-5 years)................6. 72,000 79,500 
Junior (0-2 years) ................0. 51,500 57,000 
Private Accounting CRO ere oe ee ee ae ee 232,000 256,000 
Controller/Treasurer .............45 147,500 163,000 
Manager (6-8 years) ................ 87,500 96,500 
Senior (3-5 years)...............005 72,500 80,000 
Junior (0-2 years) .................. 49,000 54,000 
Recordkeeping Full-charge bookkeeper ............. 57,500 63,500 
Accounts manager.................. 51,000 56,500 
Payroll manager .................... 54,500 60,000 
Accounting clerk (0—2 years) ......... 37,500 41,500 


* Estimates assume a 2% compounded annual increase over current levels (rounded to nearest $500). 






Quick Check Answers — p. 28 
. What is the purpose of accounting? 

. What is the relation between accounting and recordkeeping? 

. Identify some advantages of technology for accounting. 

. Who are the internal and external users of accounting information? 

. Identify at least five types of managers who are internal users of accounting information. 
. What are internal controls and why are they important? 


1 
2 
3 
4 
5 
6 





EXHIBIT 1.4 
Accounting Jobs by Area 


Point: The largest accounting firms are 
Deloitte, Ernst & Young, KPMG, and Price- 
waterhouseCoopers. 


Point: Census Bureau (2009) reports 
that for workers 18 and over, higher 
education yields higher average pay: 


Advanced degree.......... $80,977 
Bachelor's degree.......... 57,181 
High school degree ........ 31,286 
No high school degree. ..... 21,484 


EXHIBIT 1.5 


Accounting Salaries for 
Selected Fields 


Point: For updated salary information: 


Abbott-Langer.com 


www.AlICPA.org 
Kforce.com 


Quick Check is a chance to 
stop and reflect on key points. 
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FUNDAMENTALS OF ACCOUNTING 





C Explain why ethics are 
crucial to accounting. 











Point: Sarbanes-Oxley Act requires 
each issuer of securities to disclose 
whether it has adopted a code of ethics 
for its senior financial officers and the 
contents of that code. 


EXHIBIT 1.6 


Guidelines for Ethical 
Decision Making 


Point: The American Institute of 
Certified Public Accountants’ Code of 
Professional Conduct is available at 
www.AlICPA.org. 


Accounting is guided by principles, standards, concepts, and assumptions. This section de- 
scribes several of these key fundamentals of accounting. 


Ethics—A Key Concept 


The goal of accounting is to provide useful information for decisions. For information to be use- 
ful, it must be trusted. This demands ethics in accounting. Ethics are beliefs that distinguish 
right from wrong. They are accepted standards of good and bad behavior. 

Identifying the ethical path is sometimes difficult. The preferred path is a course of action 
that avoids casting doubt on one’s decisions. For example, accounting users are less likely to 
trust an auditor’s report if the auditor’s pay depends on the success of the client’s business. To 
avoid such concerns, ethics rules are often set. For example, auditors are banned from direct 
investment in their client and cannot accept pay that depends on figures in the client’s reports. 
Exhibit 1.6 gives guidelines for making ethical decisions. 


Identify ethical concerns Analyze options Make ethical decision 


9 





Use personal ethics to Consider all good and Choose best option after 
recognize an ethical concern. bad consequences. weighing all consequences. 


Providers of accounting information often face ethical choices as they prepare financial re- 
ports. These choices can affect the price a buyer pays and the wages paid to workers. They can 
even affect the success of products and services. Misleading information can lead to a wrongful 
closing of a division that harms workers, customers, and suppliers. There is an old saying: Good 
ethics are good business. 

Some people extend ethics to social responsibility, which refers to a concern for the impact 
of actions on society. An organization’s social responsibility can include donations to hospitals, 
colleges, community programs, and law enforcement. It also can include programs to reduce 
pollution, increase product safety, improve worker conditions, and support continuing education. 
These programs are not limited to large companies. For example, many small businesses offer 
discounts to students and senior citizens. Still others help sponsor events such as the Special 
Olympics and summer reading programs. 





@ Decision 


They Fought the Law Our economic and social welfare depends 

on reliable accounting. Some individuals forgot that and are now paying 
their dues. They include Bernard Madoff (in photo) of Madoff Investment 
Securities, convicted of falsifying securities records; Bernard Ebbers of 
WorldCom, convicted of an $11 billion accounting scandal; Andrew Fastow 
of Enron, guilty of hiding debt and inflating income; and Ramalinga Raju of 
Satyam Computers, accused of overstating assets by $1.5 billion. E 





Generally Accepted Accounting Principles 


Financial accounting practice is governed by concepts and rules known as generally accepted 
accounting principles (GAAP). To use and interpret financial statements effectively, we need 
to understand these principles, which can change over time in response to the demands of users. 
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GAAP aims to make information in financial statements relevant, reliable, and comparable. 
Relevant information affects the decisions of its users. Reliable information is trusted by users. 
Comparable information is helpful in contrasting organizations. 

In the United States, the Securities and Exchange Commission (SEC), a government 
agency, has the legal authority to set GAAP. The SEC also oversees proper use of GAAP by 
companies that raise money from the public through issuances of their stock and debt. Those 
companies that issue their stock on U.S. exchanges include both U.S. SEC registrants (compa- 
nies incorporated in the United States) and non-U.S. SEC registrants (companies incorporated 
under non-U.S. laws). The SEC has largely delegated the task of setting U.S. GAAP to the 
Financial Accounting Standards Board (FASB), which is a private-sector group that sets both 
broad and specific principles. 


International Standards 


In today’s global economy, there is increased demand by external users for comparability in ac- 
counting reports. This demand often arises when companies wish to raise money from lenders 
and investors in different countries. To that end, the International Accounting Standards Board 
(IASB), an independent group (consisting of individuals from many countries), issues Inter- 
national Financial Reporting Standards (IFRS) that identify preferred accounting practices. 

If standards are harmonized, one company can potentially use a single set of financial state- 
ments in all financial markets. Differences between U.S. GAAP and IFRS are slowly fading as 
the FASB and IASB pursue a convergence process aimed to achieve a single set of accounting 
standards for global use. More than 115 countries now require or permit companies to prepare 
financial reports following IFRS. Further, non-U.S. SEC registrants can use IFRS in financial 
reports filed with the SEC (with no reconciliation to U.S. GAAP). This means there are two sets 
of accepted accounting principles in the United States: (1) U.S. GAAP for U.S. SEC registrants 
and (2) either IFRS or U.S. GAAP for non-U.S. SEC registrants. 

The convergence process continues and, in late 2008, the SEC set a roadmap for use of IFRS by 
publicly traded U.S. companies. This roadmap proposes that large U.S. companies adopt IFRS by 
2014, with midsize and small companies following in 2015 and 2016, respectively. Early adoption 
is permitted for large multinationals that meet certain criteria. For updates on this roadmap, we can 
check with the AICPA (IFRS.com), FASB (FASB.org), and IASB (IASB.org.uk). 


@ IFRS 


Like the FASB, the IASB uses a conceptual framework to aid in revising or drafting new standards. However, 
unlike the FASB, the IASB's conceptual framework is used as a reference when specific guidance is lack- 
ing. The IASB also requires that transactions be accounted for according to their substance (not only their 
legal form), and that financial statements give a fair presentation, whereas the FASB narrows that scope 
to fair presentation in accordance with U.S. GAAP E 





Conceptual Framework and Convergence 


The FASB and IASB are attempting to converge and enhance the conceptual framework that 
guides standard setting. The framework consists broadly of the following: 


© Objectives—to provide information useful 
to investors, creditors, and others. 


e Qualitative Characteristics—to require 
information that is relevant, reliable, and 
comparable. 

e Elements—to define items that financial 
statements can contain. 

è Recognition and Measurement—to set 
criteria that an item must meet for it to be 
recognized as an element; and how to mea- 
sure that element. 





Objectives è 
of financial accounting 








Qualitative 


characteristics Elementė 












Recognition and measurement 








C4 Explain generally accepted 
accounting principles and 
define and apply several 
accounting principles. 











Points State ethics codes require 
CPAs who audit financial statements to 
disclose areas where those statements 
fail to comply with GAAP. If CPAs fail 
to report noncompliance, they can lose 
their licenses and be subject to criminal 
and civil actions and fines. 


EXHIBIT 1.7 
Building Blocks for GAAP 


Point: The cost principle is also called 


the historical cost principle. 
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For updates on this joint FASB and IASB conceptual framework convergence we can check 
with FASB.org or IASB.org.uk Websites. We must remember that U.S. GAAP and IFRS are 
two similar, but not identical, systems. However, their similarities greatly outweigh any differ- 
ences. The remainder of this section describes key principles and assumptions of accounting. 





@ Decision 





Principles and Scruples Auditors, directors, and lawyers are using 
principles to improve accounting reports. Examples include accounting 
restatements at Navistar, financial restatements at Nortel, accounting 
reviews at Echostar, and expense adjustments at Electronic Data Sys- 
tems. Principles-based accounting has led accounting firms to drop cli- 
ents deemed too risky. Examples include Grant Thornton's resignation 
as auditor of Fremont General due to alleged failures in providing infor 
mation when promised, and Ernst and Young's resignation as auditor of 
Catalina Marketing due to alleged accounting errors. W 





Principles and Assumptions of Accounting Accounting principles (and assump- 
tions) are of two types. General principles are the basic assumptions, concepts, and guidelines 
for preparing financial statements. Specific principles are detailed rules used in reporting busi- 
ness transactions and events. General principles stem from long-used accounting practices. Spe- 
cific principles arise 
more often from the 
rulings of authorita- 
tive groups. 

We need to under- 
stand both general 
and specific principles 
aratia ARa to effectively use ac- 

| gnition counting information. 
Several general prin- 
ciples are described in 
this section that are 
relied on in later chap- 
ters. General princi- 
ples (in purple font 
with white shading) 
and assumptions (in 
red font with yellow shading) are portrayed as building blocks of GAAP in Exhibit 1.7. The 
specific principles are described as we encounter them in the book. 


Principles 


Full Expense 
disclosure ecognition 


Assumptions 





Constraints 


Accounting Principles General principles consist of at least four basic principles, four assump- 
tions, and two constraints. 

The measurement principle, also called the cost principle, usually means that accounting 
information is based on actual cost (with a potential for subsequent adjustments to market). Cost is 
measured on a cash or equal-to-cash basis. This means if cash is given for a service, its cost is 
measured as the amount of cash paid. If something besides cash is exchanged (such as a car traded 
for a truck), cost is measured as the cash value of what is given up or received. The cost principle 
emphasizes reliability and verifiability, and information based on cost is considered objective. Ob- 
jectivity means that information is supported by independent, unbiased evidence; it demands more 
than a person’s opinion. To illustrate, suppose a company pays $5,000 for equipment. The cost 
principle requires that this purchase be recorded at a cost of $5,000. It makes no difference if the 
owner thinks this equipment is worth $7,000. Later in the book we introduce fair value measures. 

Revenue (sales) is the amount received from selling products and services. The revenue 
recognition principle provides guidance on when a company must recognize revenue. To 
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recognize means to record it. If revenue is recognized too early, a company would look more prof- 
itable than it is. If revenue is recognized too late, a company would look less profitable than it is. 

Three concepts are important to revenue recognition. (1) Revenue is recognized when earned. 
The earnings process is normally complete when services are performed or a seller transfers 
ownership of products to the buyer. (2) Proceeds from selling products and services need not be 
in cash. A common noncash proceed received by a seller is a customer’s promise to pay at a 
future date, called credit sales. (3) Revenue is measured by the cash received plus the cash value 
of any other items received. 

The expense recognition principle, also called the matching principle, prescribes that a 
company record the expenses it incurred to generate the revenue reported. The principles of 
matching and revenue recognition are key to modern accounting. 

The full disclosure principle prescribes that a company report the details behind financial 
statements that would impact users’ decisions. Those disclosures are often in footnotes to the 
statements. 


@ Decision Insight 





Revenues for the Green Bay Packers and Dallas Cowboys football teams 
include ticket sales, television and cable broadcasts, radio rights, conces- 
sions, and advertising. Revenues from ticket sales are earned when the 
NFL team plays each game. Advance ticket sales are not revenues; instead, 
they represent a liability until the NFL team plays the game for which 

the ticket was sold. At that point, the liability is removed and revenues are 
reported. E 





Accounting Assumptions There are four accounting assumptions: the going concern as- 
sumption, the monetary unit assumption, the time period assumption, and the business entity 
assumption. 

The going-concern assumption means that accounting information reflects a presumption 
that the business will continue operating instead of being closed or sold. This implies, for 
example, that property is reported at cost instead of, say, liquidation values that assume 
closure. 

The monetary unit assumption means that we can express transactions and events in mon- 
etary, or money, units. Money is the common denominator in business. Examples of monetary 
units are the dollar in the United States, Canada, Australia, and Singapore; and the peso in 
Mexico, the Philippines, and Chile. The monetary unit a company uses in its accounting reports 
usually depends on the country where it operates, but many companies today are expressing 
reports in more than one monetary unit. 

The time period assumption presumes that the life of a company can be divided into time 
periods, such as months and years, and that useful reports can be prepared for those periods. 

The business entity assumption means that a business is accounted for separately from 
other business entities, including its owner. The reason for this assumption is that separate infor- 
mation about each business is necessary for good decisions. A business entity can take one of 
three legal forms: proprietorship, partnership, or corporation. 


1. A sole proprietorship, or simply proprietorship, is a business owned by one person. No 
special legal requirements must be met to start a proprietorship. It is a separate entity for 
accounting purposes, but it is not a separate legal entity from its owner. This means, for 
example, that a court can order an owner to sell personal belongings to pay a proprietor- 
ship’s debt. This unlimited liability of a proprietorship is a disadvantage. However, an 
advantage is that a proprietorship’s income is not subject to a business income tax but is 
instead reported and taxed on the owner’s personal income tax return. Proprietorship at- 
tributes are summarized in Exhibit 1.8, including those for partnerships and corporations. 


2. A partnership is a business owned by two or more people, called partners. Like a propri- 
etorship, no special legal requirements must be met in starting a partnership. The only 


Example: When a bookstore sells a 
textbook on credit is its earnings process 
complete? Answer: A bookstore can 
record sales for these books minus an 
amount expected for returns. 


Point: For currency conversion: 
xe.com 


Point: Abuse of the entity assumption 
was a main culprit in Enron’s collapse. 
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EXHIBIT 1.8 


Attributes of Businesses 


Point: Proprietorships and partnerships 
are usually managed by their owners. In a 
corporation, the owners (shareholders) 
elect a board of directors who appoint 
managers to run the business. 


Decision Ethics boxes are role- 
playing exercises that stress ethics in 


accounting and business. i 


Point: An audit examines whether 
financial statements are prepared using 
GAAP It does not attest to absolute 
accuracy of the statements. 
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Attribute Present Proprietorship Partnership Corporation 
One owner allowed............ yes no yes 
Business taxed ................ no no yes 
Limited liability... ............. no* no* yes 
Business entity................ yes yes yes 
Eegalenti tya a e a ects no no yes 
Unlimited life ................. no no yes 


* Proprietorships and partnerships that are set up as LLCs provide limited liability. 


requirement is an agreement between partners to run a business together. The agreement 
can be either oral or written and usually indicates how income and losses are to be shared. 
A partnership, like a proprietorship, is not legally separate from its owners. This means that 
each partner’s share of profits is reported and taxed on that partner’s tax return. It also 
means unlimited liability for its partners. However, at least three types of partnerships limit 
liability. A limited partnership (LP) includes a general partner(s) with unlimited liability 
and a limited partner(s) with liability restricted to the amount invested. A limited liability 
partnership (LLP) restricts partners’ liabilities to their own acts and the acts of individuals 
under their control. This protects an innocent partner from the negligence of another part- 
ner, yet all partners remain responsible for partnership debts. A limited liability company 
(LLC) offers the limited liability of a corporation and the tax treatment of a partnership 
(and proprietorship). Most proprietorships and partnerships are now organized as LLCs. 


3. A corporation is a business legally separate from its owners, meaning it is responsible for 
its own acts and its own debts. Separate legal status means that a corporation can conduct 
business with the rights, duties, and responsibilities of a person. A corporation acts through 
its managers, who are its legal agents. Separate legal status also means that its owners, 
who are called shareholders (or stockholders), are not personally liable for corporate 
acts and debts. This limited liability is its main advantage. A main disadvantage is what’s 
called double taxation—meaning that (1) the corporation income is taxed and (2) any 
distribution of income to its owners through dividends is taxed as part of the owners’ per- 
sonal income, usually at the 15% rate. (For lower income taxpayers, the dividend tax is 
less than 15%, and in some cases zero.) An S corporation, a corporation with special at- 
tributes, does not owe corporate income tax. Owners of S corporations report their share 
of corporate income with their personal income. Ownership of all corporations is divided 
into units called shares or stock. When a corporation issues only one class of stock, we 
call it common stock (or capital stock). 





O Decision Answer — p. 27 


Entrepreneur You and a friend develop a new design for in-line skates that improves speed by 25% to 
30%. You plan to form a business to manufacture and market those skates. You and your friend want to 
minimize taxes, but your prime concern is potential lawsuits from individuals who might be injured on 
these skates. What form of organization do you set up? E 


Accounting Constraints There are two basic constraints on financial reporting. The materi- 
ality constraint prescribes that only information that would influence the decisions of a reason- 
able person need be disclosed. This constraint looks at both the importance and relative size of 
an amount. The cost-benefit constraint prescribes that only information with benefits of disclo- 
sure greater than the costs of providing it need be disclosed. 


Sarbanes-Oxley (SOX) 


Congress passed the Sarbanes-Oxley Act, also called SOX, to help curb financial abuses at 
companies that issue their stock to the public. SOX requires that these public companies apply 
both accounting oversight and stringent internal controls. The desired results include more 
transparency, accountability, and truthfulness in reporting transactions. 
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Compliance with SOX requires documentation and verification of internal controls and in- 
creased emphasis on internal control effectiveness. Failure to comply can yield financial penal- 
ties, stock market delisting, and criminal prosecution of executives. Management must issue a : 

p ‘ : . i Point: BusinessWeek reports that ex- 
report stating that internal controls are effective. CEOs and CFOs who knowingly sign off on ternal audit costs run about $35,000 for 
bogus accounting reports risk millions of dollars in fines and years in prison. Auditors also start-ups, up from $15,000 pre-SOX. 
must verify the effectiveness of internal controls. 

A listing of some of the more publicized accounting scandals in recent years follows. 


Company Alleged Accounting Abuses 


Enron e A AA Inflated income, hid debt, and bribed officials 
Worildeom aa ere nie Understated expenses to inflate income and hid debt 
Fannie Maen aoe e asi ste Inflated income 

Adelphia Communications ......... Understated expenses to inflate income and hid debt 
AOL Time Warner................ Inflated revenues and income 

IRELOX een rey ieee a tere ae Inflated income 

Bristol-Myers Squibb.............. Inflated revenues and income 

Nortel Networks ................ Understated expenses to inflate income 

Global Crossing.................. Inflated revenues and income 

INYO ee rae een ieter seeayanie Hid debt, and CEO evaded taxes 

Hallibunco na Inflated revenues and income 

Qwest Communications........... Inflated revenues and income 





To reduce the risk of accounting fraud, companies set up governance systems. A company’s 
governance system includes its owners, managers, employees, board of directors, and other 
important stakeholders, who work together to reduce the risk of accounting fraud and increase 
confidence in accounting reports. 

The impact of SOX regulations for accounting and business is discussed throughout this 
book. Ethics and investor confidence are key to company success. Lack of confidence in ac- 
counting numbers impacts company value as evidenced by huge stock price declines for Enron, 
WorldCom, Tyco, and ImClone after accounting misconduct was uncovered. 





@ Decision Iı 


Economic Downturn, Fraud Upturn? Executives 
polled show that 80% believe that the economic Increased fraud 38.7% 
. ee : awareness training 
downturn has or will have a significant impact on fraud 
control in their companies (Deloitte 2009). The top assessment 
three responses to the question “What activity would 
ar bee se Ha Expanded 
best counter this increased fraud risk?” are tallied in internal auditing 
the graphic to the right. E 


Greater fraud 





0% 10% 20% 30% 40% 









Quick Check 


Answers — p. 28 





. What three-step guidelines can help people make ethical decisions? 
. Why are ethics and social responsibility valuable to organizations? 


o N 


9. Why are ethics crucial in accounting? 
10. Who sets U.S. accounting rules? 
11. How are U.S. companies affected by international accounting standards? 
12. How are the objectivity concept and cost principle related? 
13. Why is the business entity assumption important? 
14. Why is the revenue recognition principle important? 
15. What are the three basic forms of business organization? 
16. Identify the owners of corporations and the terminology for ownership units. 
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TRANSACTION ANALYSIS AND THE ACCOUNTING EQUATION 





A Define and interpret the 
accounting equation and 
each of its components. 











Assets = 





Point: The phrases “on credit” and “on 
account” imply that cash payment will 
occur at a future date. 


Key terms are printed in bold and 
defined again in the end-of-book 
glossary. 


To understand accounting information, we need to know how an accounting system captures 
relevant data about transactions, and then classifies, records, and reports data. 


Accounting Equation 


The accounting system reflects two basic aspects of a company: what it owns and what it owes. As- 
sets are resources a company owns or controls. Examples are cash, supplies, equipment, and land, 
where each carries expected benefits. The claims on a company’s assets—what it owes—are sepa- 
rated into owner and nonowner claims. Liabilities are what a company owes its nonowners (credi- 
tors) in future payments, products, or services. Equity (also called owner’s equity or capital) refers 
to the claims of its owner(s). Together, liabilities and equity are the source of funds to acquire assets. 
The relation of assets, liabilities, and equity is reflected in the following accounting equation: 


Assets = Liabilities + Equity 


Liabilities are usually shown before equity in this equation because creditors’ claims must be 
paid before the claims of owners. (The terms in this equation can be rearranged; for example, 
Assets — Liabilities = Equity.) The accounting equation applies to all transactions and events, 
to all companies and forms of organization, and to all points in time. For example, Research In 
Motion’s assets equal $10,204,409, its liabilities equal $2,601,746, and its equity equals 
$7,602,663 ($ in thousands). Let’s now look at the accounting equation in more detail. 


Assets Assets are resources a company owns or controls. These resources are expected to 
yield future benefits. Examples are Web servers for an online services company, musical instru- 
ments for a rock band, and land for a vegetable grower. The term receivable is used to refer to 
an asset that promises a future inflow of resources. A company that provides a service or prod- 
uct on credit is said to have an account receivable from that customer. 


Liabilities Liabilities are creditors’ claims on assets. These claims reflect company obliga- 
tions to provide assets, products or services to others. The term payable refers to a liability that 
promises a future outflow of resources. Examples are wages payable to workers, accounts pay- 
able to suppliers, notes payable to banks, and taxes payable to the government. 


Equity Equity is the owner’s claim on assets. Equity is equal to assets minus liabilities. This 
is the reason equity is also called net assets or residual equity. 

Equity for a noncorporate entity—commonly called owner’s equity—increases and decreases as 
follows: owner investments and revenues increase equity, whereas owner withdrawals and expenses 
decrease equity. Owner investments are assets an owner puts into the company and are included 
under the generic account Owner, Capital. Revenues are sales of products or services to custom- 
ers. Revenues increase equity (via net income) and result from a company’s earnings activities. 
Examples are consulting services provided, sales of products, facilities rented to others, and com- 
missions from services. Owner withdrawals are assets an owner takes from the company for per- 
sonal use. Expenses are the costs necessary to earn revenues. Expenses decrease equity. Examples 
are costs of employee time, use of supplies, and advertising, utilities, and insurance services from 
others. In sum, equity is the accumulated revenues and owner investments less the accumulated 
expenses and withdrawals since the company began. This breakdown of equity yields the following 
expanded accounting equation. 


Equity 
| 


+ Revenues — Expenses 





Assets = Liabilities + Owner, _ 
Capital 


Owner, 
Withdrawals 


Net income occurs when revenues exceed expenses. Net income increases equity. A net loss 
occurs when expenses exceed revenues, which decreases equity. 
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@ Decision 





Web Info Most organizations maintain Websites that include accounting data— 

see Research in Motion (RIM.com) as an example. The SEC keeps an online database 
called EDGAR (www.sec.gov/edgar.shtml), which has accounting information for 
thousands of companies that issue stock to the public (EDGAR is being upgraded 

and renamed IDEA). Information services such as Finance.Google.com and Finance. 
Yahoo.com offer additional online data and analysis. E 











Transaction Analysis 


Business activities can be described in terms of transactions and events. External transactions 
are exchanges of value between two entities, which yield changes in the accounting equation. 
An example is the sale of ad space by Facebook. Internal transactions are exchanges within an 
entity, which may or may not affect the accounting equation. An example is Facebook’s use of 
its supplies, which are reported as expenses when used. Events refer to happenings that affect 
the accounting equation and are reliably measured. They include business events such as 
changes in the market value of certain assets and liabilities and natural events such as floods and 
fires that destroy assets and create losses. They do not include, for example, the signing of ser- 
vice or product contracts, which by themselves do not impact the accounting equation. 

This section uses the accounting equation to analyze 11 selected transactions and events of 
FastForward, a start-up consulting (service) business, in its first month of operations. Remem- 
ber that each transaction and event leaves the equation in balance and that assets always equal 
the sum of liabilities and equity. 


Transaction I: Investment by Owner On December 1, Chas Taylor forms a consult- 
ing business, named FastForward and set up as a proprietorship, that focuses on assessing the 
performance of footwear and accessories. Taylor owns and manages the business. The market- 
ing plan for the business is to focus primarily on publishing online reviews and consulting with 
clubs, athletes, and others who place orders for footwear and accessories with manufacturers. 
Taylor personally invests $30,000 cash in the new company and deposits the cash in a bank ac- 
count opened under the name of FastForward. After this transaction, the cash (an asset) and the 
owner’s equity each equal $30,000. The source of increase in equity is the owner’s investment, 
which is included in the column titled C. Taylor, Capital. (Owner investments are always in- 
cluded under the title ‘Owner name,’ Capital.) The effect of this transaction on FastForward is 
reflected in the accounting equation as follows: 





Transaction 2: Purchase Supplies for Cash  FastForward uses $2,500 of its cash to 
buy supplies of brand name footwear for performance testing over the next few months. This 
transaction is an exchange of cash, an asset, for another kind of asset, supplies. It merely changes 
the form of assets from cash to supplies. The decrease in cash is exactly equal to the increase in 
supplies. The supplies of footwear are assets because of the expected future benefits from the test 
results of their performance. This transaction is reflected in the accounting equation as follows: 
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P Analyze business 
transactions using the 
accounting equation. 











Point: There are 3 basic types of 
company operations: (1) Services— 
providing customer services for profit, 
(2) Merchandisers—buying products 
and re-selling them for profit, and 

(3) Manufacturers—creating products 
and selling them for profit. 


Example: If Fastforward pays $500 
cash in transaction 4, how does this 
partial payment affect the liability to 
CalTech? What would be FastForward’s 
cash balance? Answers: The liability to 
CalTech would be reduced to $6,600 
and the cash balance would be reduced 
to $1,000. 
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Transaction 3: Purchase Equipment for Cash FastForward spends $26,000 to ac- 
quire equipment for testing footwear. Like transaction 2, transaction 3 is an exchange of one 
asset, cash, for another asset, equipment. The equipment is an asset because of its expected fu- 
ture benefits from testing footwear. This purchase changes the makeup of assets but does not 
change the asset total. The accounting equation remains in balance. 











Assets = Liabilities + Equity 
Cash + Supplies + Equipment = C.Taylor, Capital 
Old Bal. $27,500 + $2,500 = $30,000 
(3) —26,000 + $26,000 
New Bal. $ 1,500 + $2,500 + $ 26,000 = $30,000 
sa au REEDEEEEEEE —__ a 
$30,000 $30,000 


Transaction 4: Purchase Supplies on Credit Taylor decides more supplies of foot- 
wear and accessories are needed. These additional supplies total $7,100, but as we see from the 
accounting equation in transaction 3, FastForward has only $1,500 in cash. Taylor arranges to 
purchase them on credit from CalTech Supply Company. Thus, FastForward acquires supplies 
in exchange for a promise to pay for them later. This purchase increases assets by $7,100 in sup- 
plies, and liabilities (called accounts payable to CalTech Supply) increase by the same amount. 
The effects of this purchase follow: 











Assets = Liabilities ap Equity 
Cash + Supplies + Equipment = Accounts + C. Taylor, Capital 
Payable 
Old Bal. $1,500 + $2,500 + $26,000 = $30,000 
(4) + 7,100 +$7,100 
New Bal. $1,500 + $9,600 + $26,000 = $ 7,100 ap $30,000 
To ad 
$37,100 $37,100 


Transaction 5: Provide Services for Cash FastForward earns revenues by selling 
online ad space to manufacturers and by consulting with clients about test results on footwear 
and accessories. It earns net income only if its revenues are greater than its expenses incurred 
in earning them. In one of its first jobs, FastForward provides consulting services to a power- 
walking club and immediately collects $4,200 cash. The accounting equation reflects this in- 
crease in cash of $4,200 and in equity of $4,200. This increase in equity is identified in the far 
right column under Revenues because the cash received is earned by providing consulting 
services. 




















Assets = Liabilities ap Equity 
Cash w Supplies + Equipment = Accounts + C. Taylor, + Revenues 
Payable Capital 
Old Bal. $1,500 ap $9,600 ap $26,000 = $7,100 aP $30,000 
(5) +4,200 oF $4,200 
New Bal. $5,700 ap $9,600 ar $26,000 = $7,100 ap $30,000 oF $ 4,200 
je CO. 
$41,300 $41,300 


Transactions 6 and 7: Payment of Expenses in Cash _ FastForward pays $1,000 
rent to the landlord of the building where its facilities are located. Paying this amount allows 
FastForward to occupy the space for the month of December. The rental payment is reflected in 
the following accounting equation as transaction 6. FastForward also pays the biweekly $700 
salary of the company’s only employee. This is reflected in the accounting equation as transac- 
tion 7. Both transactions 6 and 7 are December expenses for FastForward. The costs of both rent 
and salary are expenses, as opposed to assets, because their benefits are used in December (they 
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have no future benefits after December). These transactions also use up an asset (cash) in carry- 
ing out FastForward’s operations. The accounting equation shows that both transactions reduce 
cash and equity. The far right column identifies these decreases as Expenses. 


By definition, increases in 
expenses yield decreases in equity. 
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Assets = Liabilities ap Equity 
Cash F Supplies + Equipment = Accounts + C. Taylor, + Revenues = Expenses 
Payable Capital 
Old Bal. $5,700 ar $9,600 AP $26,000 = $7,100 oF $30,000 ap $4,200 
(6) —1,000 — $1,000 
Bal. 4,700 ar 9,600 An 26,000 = 7,100 oP 30,000 ar 4,200 = 1,000 
(7) — 700 = 700 
New Bal. $4,000 at $9,600 ar $26,000 = $7,100 ap $30,000 ap $4,200 = $ 1,700 
—. eq w_oqoqeme 
$39,600 $39,600 
Transaction 8: Provide Services and Facilities for Credit FastForward provides 
consulting services of $1,600 and rents its test facilities for $300 to a podiatric services center. The 
rental involves allowing members to try recommended footwear and accessories at FastForward’s 
testing area. The center is billed for the $1,900 total. This transaction results in a new asset, 
called accounts receivable, from this client. It also yields an increase in equity from the two 
revenue components reflected in the Revenues column of the accounting equation: 
Assets = Liabilities AP Equity 
Cash + Accounts + Supplies + Equipment = Accounts + C.Taylor, + Revenues — Expenses 
Receivable Payable Capital 
Old Bal. $4,000 + + $9,600 + $26,000 = $7,100 + $30,000 + $4,200 — $1,700 
(8) + $1,900 + 1,600 
ae 300 
New Bal. $4,000 + $1,900 + $9,600 + $26,000 = $7,100 + $30,000 + $6,100 — $1,700 
——__ —__ REE 
$41,500 $41,500 


Transaction 9: Receipt of Cash from Accounts Receivable The client in trans- 
action 8 (the podiatric center) pays $1,900 to FastForward 10 days after it is billed for consult- 
ing services. This transaction 9 does not change the total amount of assets and does not affect 
liabilities or equity. It converts the receivable (an asset) to cash (another asset). It does not create 
new revenue. Revenue was recognized when FastForward rendered the services in transaction 8, 
not when the cash is now collected. This emphasis on the earnings process instead of cash flows 
is a goal of the revenue recognition principle and yields useful information to users. The new 
balances follow: 


Assets = Liabilities F 


Cash + Accounts + Supplies + Equipment Accounts + C.Taylor, 




















Point: Receipt of cash is not always a 
revenue. 


Equity 


+ Revenues — 





Receivable Payable Capital 
Old Bal. $4,000 + $1,900 + $9,600 + $26,000 = $7,100 + $30,000 + $6,100 = 
(9) +1,900 — 1,900 
New Bal. $5,900 + $ 0 + $9,600 + $26,000 = $7,100 + $30,000 + $6,100 = 
—_ o 
$41,500 $41,500 


Transaction 10: Payment of Accounts Payable FastForward pays CalTech Sup- 
ply $900 cash as partial payment for its earlier $7,100 purchase of supplies (transaction 4), leav- 
ing $6,200 unpaid. The accounting equation shows that this transaction decreases FastForward’s 
cash by $900 and decreases its liability to CalTech Supply by $900. Equity does not change. 
This event does not create an expense even though cash flows out of FastForward (instead the 
expense is recorded when FastForward derives the benefits from these supplies). 


Expenses 


$1,700 


$1,700 
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Assets = Liabilities 35 Equity 
Cash + Accounts + Supplies + Equipment = Accounts + C.Taylor, + Revenues — Expenses 
Receivable Payable Capital 
Old Bal. $5,900 ap S 0 + $9,600 + $26,000 = $7,100 + $30,000 + $6,100 — $1,700 
(10) — 900 — 900 
New Bal. $5,000 ap S 0 + $9,600 + $26,000 = $6,200 + $30,000 + $6,100 — $1,700 
SO n o 
$40,600 $40,600 


Transaction Il: Withdrawal of Cash by Owner The owner of FastForward with- 
draws $200 cash for personal use. Withdrawals (decreases in equity) are not reported as ex- 


By definition, increases in penses because they are not part of the company’s earnings process. Since withdrawals are not 
withdrawals yield decreases company expenses, they are not used in computing net income. 
in equity. 




























Assets Liabilities Equity 
Cash + Accounts + Supplies + Equipment = Accounts + C.Taylor, — C.Taylor, + Revenues — Expenses 
Receivable Payable Capital Withdrawals 
Old Bal. $5,000 + $ 0 + $9,600 + $26,000 = $6,200 + $30,000 + $6,100 — $1,700 
(11) — 200 — $200 
New Bal. $4,800 + $ 0 + $9,600 + $26,000 = $6,200 + $30,000 — $200 + $6,100 — $1,700 
> ——— um ro we-ssqqoqwm 
$40,400 $40,400 


Summary of Transactions 


We summarize in Exhibit 1.9 the effects of these 11 transactions of FastForward using the 
accounting equation. First, we see that the accounting equation remains in balance after each 
EXHIBIT 1.9 transaction. Second, transactions can be analyzed by their effects on components of the 


Summary of Transactions Using the Accounting Equation 











































































































Assets Liabilities + 
Cash + Accounts + Supplies + Equipment = Accounts + C.Taylor, — C.Taylor, + Revenues — Expenses 
Receivable Payable Capital Withdrawals 
(1) $30,000 = $30,000 
(2) — 2,500 + $2,500 
Bal. 27,500 + 2500 = 30,000 
(3) —26,000 + $26,000 
Bal. 1,500 + 2,500 + 26,000 = 30,000 
(4) + 7,100 +$7,100 
Bal. 1,500 + 9,600 + 26,000 = 7,100 + 30,000 
(5) + 4,200 + $4,200 
Bal. 5,700 + 9,600 + 26,000 = 7,100 + 30,000 + 4,200 
(6) — 1,000 — $1,000 
Bal. 4,700 + 9,00 + 26,000 = 7,100 + 30,000 + 4,200 — 1,000 
(7) — 700 = 700 
Bal. 4,000 + 9,00 + 26,000 = 7,100 + 30,000 + 4,200 — 1,700 
(8) + $1,900 + 1,600 
ap 300 
Bal. 4,000 + 1,900 + 9,600 + 26,000 = 7,100 + 30,000 + 6,100 — 1,700 
(9) + 1,900 — 1,900 
Bal. 5,900 + 0 + 9,600 + 26,000 = 7,100 + 30,000 + 6,100 — 1,700 
(10) — 900 — 900 
Bal. 5,000 + 0 + 9,600 + 26,000 = 6,200 + 30,000 + 6,100 — 1,700 
(il) — 200 — $200 
Bal. $ 4,800 + $ 0 + $9,600 + $ 26,000 = $6,200 + $30,000 — $200 + $6,100 — $1,700 
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accounting equation. For example, in transactions 2, 3, and 9, one asset increased while an- 
other asset decreased by equal amounts. 









Quick Check 





Answers — p. 28 


17. When is the accounting equation in balance, and what does that mean? 
18. How can a transaction not affect any liability and equity accounts? 

19. Describe a transaction increasing equity and one decreasing it. 

20. Identify a transaction that decreases both assets and liabilities. 
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Point: Knowing how financial 
statements are prepared improves our 
analysis of them.We develop the skills 
for analysis of financial statements 
throughout the book. Chapter 17 
focuses on financial statement analysis. 


FINANCIAL STATEMENTS 


This section introduces us to how financial statements are prepared from the analysis of busi- 
ness transactions. The four financial statements and their purposes are: 


1. Income statement—describes a company’s revenues and expenses along with the result- 
ing net income or loss over a period of time due to earnings activities. 

2. Statement of owner’s equity—explains changes in equity from net income (or loss) and 
from any owner investments and withdrawals over a period of time. 


3. Balance sheet—describes a company’s financial position (types and amounts of assets, 
liabilities, and equity) at a point in time. 

4. Statement of cash flows—identifies cash inflows (receipts) and cash outflows (payments) 
over a period of time. 


We prepare these financial statements, in this order, using the 11 selected transactions of 
FastForward. (These statements are technically called unadjusted—we explain this in Chap- 
ters 2 and 3.) 


Income Statement 


FastForward’s income statement for December is shown at the top of Exhibit 1.10. Information 
about revenues and expenses is conveniently taken from the Equity columns of Exhibit 1.9. 
Revenues are reported first on the income statement. They include consulting revenues of $5,800 
from transactions 5 and 8 and rental revenue of $300 from transaction 8. Expenses are reported 
after revenues. (For convenience in this chapter, we list larger amounts first, but we can sort 
expenses in different ways.) Rent and salary expenses are from transactions 6 and 7. Expenses 
reflect the costs to generate the revenues reported. Net income (or loss) is reported at the bottom 
of the statement and is the amount earned in December. Owner’s investments and withdrawals 
are not part of income. 


Statement of Owner's Equity 


The statement of owner’s equity reports information about how equity changes over the report- 
ing period. This statement shows beginning capital, events that increase it (owner investments 
and net income), and events that decrease it (withdrawals and net loss). Ending capital is com- 
puted in this statement and is carried over and reported on the balance sheet. FastForward’s 
statement of owner’s equity is the second report in Exhibit 1.10. The beginning capital balance 
is measured as of the start of business on December 1. It is zero because FastForward did not 
exist before then. An existing business reports a beginning balance equal to that as of the end of 
the prior reporting period (such as from November 30). FastForward’s statement of owner’s 
equity shows that Taylor’s initial investment created $30,000 of equity. It also shows the $4,400 
of net income earned during the period. This links the income statement to the statement of 
owner’s equity (see line (D). The statement also reports Taylor’s $200 cash withdrawal and Fast- 
Forward’s end-of-period capital balance. 





P? Identify and prepare basic 
financial statements and 
explain how they interrelate. 











Point: Net income is sometimes called 
earnings or profit. 


Point: The statement of owner’s equity 
is also called the statement of changes in 
owner's equity. Note: Beg. Capital + Net 
Income — Withdrawals = Ending Capital 
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EXHIBIT 1.10 





FASTFORWARD 
Financial Statements and Income Statement 
Their Links For Month Ended December 31, 201 I 
Revenues 
Consulting revenue ($4,200 + $1,600)................. $ 5,800 
Rentaltrevenue enero aeaea a a E E AEE E aR 300 
Point: A statement’s heading identifies Total revenues- hcg es aes oN ee a ee ee $ 6,100 
the company, the statement title, and Expenses 
the date or time period. 
Rent expense vocogeevevacosnocegsevoveupevevaunen 1,000 
Salaniesiexpense ma T netic tint yatta 700 
lotaltexpensesiman an A E cavers arsaeraerenele ce 1,700 
Net INCOME! A eerneman wien a AE E eee mle ere ous $ 4,400 







Point: Arrow lines show how the 
statements are linked. 0) Net income 
is used to compute equity. 2) Owner 
capital is used to prepare the balance 
sheet. Q) Cash from the balance sheet 
is used to reconcile the statement of 






FASTFORWARD 
Statement of Owner’s Equity 
For Month Ended December 31, 2011 








C. Taylor, Capital, December |, 2011 .................... 


cash flows. Plus: Investments by owner ................000 000 00e $30,000 
Net incomes oa aeea ar senate r RELI a ate 4,400 34,400 
34,400 
Less: Withdrawals by owner ............-..-000 sees 200 
C. Taylor, Capital, December 31,2011 .................. $34,200 


Point: The income statement, the 
statement of owner’s equity, and the 
statement of cash flows are prepared 


FASTFORWARD 


Balance Sheet 


for a period of time. The balance sheet is December 31, 2011 











prepared as of a point in time. 
Assets Liabilities 
pe CASH ee i on SOG $ 4,800 Accounts payable............. $ 6,200 Q) 
Supplies ......... 9,600 Total liabilities: 4.644440 8 anes 6,200 
Equipment........ 26,000 
Equity 
C.Taylor, Capital.............. 34,200 <——__" 

Total assets ....... $40,400 Total liabilities and equity ...... $ 40,400 








FASTFORWARD 


Statement of Cash Flows 
For Month Ended December 31, 201 1 





Cash flows from operating activities 








Cash received from clients ($4,200 + $1,900).......... $ 6,100 
® Cash paid for supplies ($2,500 + $900)............... (3,400) 
Gashipaidifor rentes ese esere oneee e e ane (1,000) 
Gashipaiditovemployee re a isntlstelteieiternelsiereiseerte (700) 
Net cash provided by operating activities ............. $ 1,000 
Cash flows from investing activities 
Purchase of equipment -e e e e eee (26,000) 
Net cash used by investing activities ................. (26,000) 
Cash flows from financing activities 
Investments by owner ......... 0.0.0 cee ee ce eee eee 30,000 
Withdrawals by owner. ......... 000 eee cece eee eee eee (200) 
Net cash provided by financing activities .............. 29,800 
Points A single ruled line denotes an Netincreasein cash usc neren ace caus eee nae d oe eens toe $ 4,800 
addition or subtraction. Final totals are Cash balance, December I, 2011 ....................5. 0 
double underlined. Negative amounts are > Cash balance, December 31, 201] ..................05- $ 4,800 


often in parentheses. 
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Balance Sheet 


FastForward’s balance sheet is the third report in Exhibit 1.10. This statement refers to Fast- 
Forward’s financial condition at the close of business on December 31. The left side of the balance 
sheet lists FastForward’s assets: cash, supplies, and equipment. The upper right side of the balance 
sheet shows that FastForward owes $6,200 to creditors. Any other liabilities (such as a bank loan) 
would be listed here. The equity (capital) balance is $34,200. Line @ shows the link between the 
ending balance of the statement of owner’s equity and the equity balance on the balance sheet. 
(This presentation of the balance sheet is called the account form: assets on the left and liabilities 
and equity on the right. Another presentation is the report form: assets on top, followed by liabilities 
and then equity at the bottom. Either presentation is acceptable.) As always, we see the accounting 
equation applies: Assets of $40,400 = Liabilities of $6,200 + Equity of $34,200. 





@ Decision Answer — p. 28 


Retailer You open a wholesale business selling entertainment equipment to retail outlets. You find that 
most of your customers demand to buy on credit. How can you use the balance sheets of these customers 
to help you decide which ones to extend credit to? Ml 


Statement of Cash Flows 


FastForward’s statement of cash flows is the final report in Exhibit 1.10. The first section reports 
cash flows from operating activities. It shows the $6,100 cash received from clients and the $5,100 
cash paid for supplies, rent, and employee salaries. Outflows are in parentheses to denote subtrac- 
tion. Net cash provided by operating activities for December is $1,000. If cash paid exceeded the 
$5,100 cash received, we would call it “cash used by operating activities.” The second section re- 
ports investing activities, which involve buying and selling assets such as land and equipment that 
are held for long-term use (typically more than one year). The only investing activity is the $26,000 
purchase of equipment. The third section shows cash flows from financing activities, which include 
the long-term borrowing and repaying of cash from lenders and the cash investments from, and 
withdrawals by, the owner. FastForward reports $30,000 from the owner’s initial investment and the 
$200 cash withdrawal. The net cash effect of all financing transactions is a $29,800 cash inflow. The 
final part of the statement shows FastForward increased its cash balance by $4,800 in December. 
Since it started with no cash, the ending balance is also $4,800—see line @). We see that cash flow 
numbers are different from income statement (accrual) numbers, which is common. 


Quick Check Answers — p. 28 KA 





21. Explain the link between the income statement and the statement of owner's equity. 
22. Describe the link between the balance sheet and the statement of owner's equity. 
23. Discuss the three major sections of the statement of cash flows. 


GLOBAL VIEW 
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Decision Maker boxes are role- 
playing exercises that stress the 
relevance of accounting. 


Point: Statement of cash flows has 
three main sections: operating, investing, 
and financing. 


Point: Payment for supplies is an 
operating activity because supplies are 
expected to be used up in short-term 
operations (typically less than one year). 


Point: Investing activities refer to 
long-term asset investments by the 
company, not to owner investments. 





Accounting according to U.S. GAAP is similar, but not identical, to IFRS. Throughout the book we use 
this last section to identify major similarities and differences between IFRS and U.S. GAAP for the mate- 
rials in each chapter. 


Basic Principles Both U.S. GAAP and IFRS include broad and similar guidance for accounting. 
However, neither system specifies particular account names nor the detail required. (A typical chart of 
accounts is shown near the end of this book.) IFRS does require certain minimum line items be reported in 
the balance sheet along with other minimum disclosures that U.S. GAAP does not. On the other hand, U.S. 
GAAP requires disclosures for the current and prior two years for the income statement, statement of cash 
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flows, and statement of retained earnings (equity), while IFRS requires disclosures for the current and 
prior year. Still, the basic principles behind these two systems are similar. 


Transaction Analysis Both U.S. GAAP and IFRS apply transaction analysis identically as shown 
in this chapter. Although some variations exist in revenue and expense recognition and other principles, all 
of the transactions in this chapter are accounted for identically under these two systems. It is often said 
that U.S. GAAP is more rules-based whereas IFRS is more principles-based. The main difference on the 
rules versus principles focus is with the approach in deciding how to account for certain transactions. 
Under U.S. GAAP, the approach is more focused on strictly following the accounting rules; under IFRS, 
the approach is more focused on a review of the situation and how accounting can best reflect it. This dif- 
ference typically impacts advanced topics beyond the introductory course. 


Financial Statements Both U.S. GAAP and IFRS prepare the same four basic financial state- 

NOKIA ments. To illustrate, a condensed version of Nokia’s income statement follows (numbers are in Euros 
millions). Nokia is a leader in mobile technology, from smartphones to mobile computers. Similar con- 
densed versions can be prepared for the other three statements. 


NOKIA 


Income Statement (in € millions) 
For Year Ended December 31, 2009 





INetisalester-prsctiacrmet tee ria A NE re oe 40,984 
Gostiofisales! sya A E ee eS 27,720 
Research, selling, administrative, and other expenses ..... 12,302 
WAXES: r pices E E A E saan sheers womte ential truss _ 702 
Netincome (Profit) oses neriasi oas ie eranan E esis _ 260 


Decision Analysis (a section at the end of each chapter) introduces and explains ratios helpful in decision making 
a using real company data. Instructors can skip this section and cover all ratios in Chapter | 7. 


| I Decision Analysis OQO Return on Assets 








A Decision Analysis section at the end of each chapter is devoted to financial statement analysis. We orga- 
nize financial statement analysis into four areas: (1) liquidity and efficiency, (2) solvency, (3) profitability, 
and (4) market prospects—Chapter 17 has a ratio listing with definitions and groupings by area. When 
analyzing ratios, we need benchmarks to identify good, bad, or average levels. Common benchmarks in- 
clude the company’s prior levels and those of its competitors. 

This chapter presents a profitability measure: return on assets. Return on assets is useful in evaluating 
management, analyzing and forecasting profits, and planning activities. Dell has its marketing department 
compute return on assets for every order. Return on assets (ROA), also called return on investment 
(ROI), is defined in Exhibit 1.11. 


A Compute and interpret 
return on assets. 











EXHIBIT 1.11 


Net income 
Return on Assets Return on assets = 





Average total assets 


Net income is from the annual income statement, and average total assets is computed by adding the begin- 
ning and ending amounts for that same period and dividing by 2. To illustrate, Best Buy reports net income 
of $1,317 million for fiscal year 2010. At the beginning of fiscal 2010, its total assets are $15,826 million 
and at the end of fiscal 2010, they total $18,302 million. Best Buy’s return on assets for fiscal 2010 is: 


T i $1,317 million Ber 
m on = = he 
ote On assets ~ ($15,826 million + $18,302 million) /2 j 





Is a 7.7% return on assets good or bad for Best Buy? To help answer this question, we compare (benchmark) 
Best Buy’s return with its prior performance, the returns of competitors (such as RadioShack, Conn’s, and 
Rex Stores), and the returns from alternative investments. Best Buy’s return for each of the prior five years 
is in the second column of Exhibit 1.12, which ranges from 7.0% to 10.8%. 
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Return on Assets 





Fiscal Year Best Buy Industry 
PAU ies A capinese 7.7% 2.9% 
DOOD eer e ea 7.0 2.5 
2008 ea aa s 10.7 3.4 
200Z AE E 10.8 3.5 
2006r AEAEE 10.3 3.3 


Best Buy shows a fairly stable pattern of good returns that reflect its productive use of assets. 
There is a decline in its 2009 return reflecting the recessionary period. We compare Best Buy’s return 
to the normal return for similar merchandisers of electronic products (third column). Industry aver- 
ages are available from services such as Dun & Bradstreet’s Industry Norms and Key Ratios and 
The Risk Management Association’s Annual Statement Studies. When compared to the industry, 
Best Buy performs well. 


© Decision 


Answer — p. 28 





Business Owner You own a small winter ski resort that earns a 21% return on its assets. An 
opportunity to purchase a winter ski equipment manufacturer is offered to you. This manufacturer 
earns a 19% return on its assets. The industry return for this manufacturer is 14%. Do you purchase 
this manufacturer? E 
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EXHIBIT 1.12 
Best Buy and Industry Returns 


2010 2009 2008 2007 2006 


| Return on Assets: |_ Industry L Best aus 


Each Decision Analysis section 
ends with a role-playing scenario to 
show the usefulness of ratios. 


we The Demonstration Problem is a review of key chapter content. The Planning the Solution offers strategies in solving the problem. 


DEMONSTRATION PROBLEM 


After several months of planning, Jasmine Worthy started a haircutting business called Expressions. The 
following events occurred during its first month of business. 


a. On August 1, Worthy invested $3,000 cash and $15,000 of equipment in Expressions. 

. On August 2, Expressions paid $600 cash for furniture for the shop. 

. On August 3, Expressions paid $500 cash to rent space in a strip mall for August. 

. On August 4, it purchased $1,200 of equipment on credit for the shop (using a long-term note payable). 


oaos 


On August 5, Expressions opened for business. Cash received from haircutting services in the first 
week and a half of business (ended August 15) was $825. 


On August 15, it provided $100 of haircutting services on account. 
On August 17, it received a $100 check for services previously rendered on account. 
On August 17, it paid $125 cash to an assistant for hours worked during the grand opening. 


OE O aA 


i. Cash received from services provided during the second half of August was $930. 
j. On August 31, it paid a $400 installment toward principal on the note payable entered into on August 4. 
k. On August 31, Worthy made a $900 cash withdrawal from the company for personal use. 


1. Arrange the following asset, liability, and equity titles in a table similar to the one in Exhibit 1.9: Cash; 
Accounts Receivable; Furniture; Store Equipment; Note Payable; J. Worthy, Capital; J. Worthy, With- 
drawals; Revenues; and Expenses. Show the effects of each transaction using the accounting equation. 


Prepare an income statement for August. 

Prepare a statement of owner’s equity for August. 
Prepare a balance sheet as of August 31. 

Prepare a statement of cash flows for August. 


og PWN 


Determine the return on assets ratio for August. 
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PLANNING THE SOLUTION 


© Set up a table like Exhibit 1.9 with the appropriate columns for accounts. 


@ Analyze each transaction and show its effects as increases or decreases in the appropriate columns. Be 
sure the accounting equation remains in balance after each transaction. 


© Prepare the income statement, and identify revenues and expenses. List those items on the statement, 
compute the difference, and label the result as net income or net loss. 


© Use information in the Equity columns to prepare the statement of owner’s equity. 
© Use information in the last row of the transactions table to prepare the balance sheet. 


@ Prepare the statement of cash flows; include all events listed in the Cash column of the transactions 
table. Classify each cash flow as operating, investing, or financing. 


@ Calculate return on assets by dividing net income by average assets. 


SOLUTION TO DEMONSTRATION PROBLEM 


































































































1. 
Assets = Liabilities + Equity 
Cash + Accounts + Furni- + Store = Note + J.Worthy, — J.Worthy, + Revenues — Expenses 
Receiv- ture Equip- Payable Capital Withdrawals 
able ment 

a. $3,000 $15,000 $18,000 

b. = 600 + $600 

Bal. 2,400 + ap 600 + 15,000 = 18,000 

c = 500 a — $500 
Bal. 1900 + ar 600 + 15,000 = 18,000 — 500 
d. = + 1,200 +$1,200 a 
Bal. 1900 + aF 600 + 16,200 = 1,200 + 18,000 — 500 
e +825 mee, + $825 S 
Bal. 2725 els ap 600 + 16,200 = 1,200 + 18,000 ar 825 — 500 
f + $100 oes + _ 100 2. 
Bal. 2725 + 100 ap 600 + 16,200 = 1,200 + 18,000 aF 925 — 500 
g + 100 — 100 PES TESIA ENR 
Bal. 2,825 + 0 ar 600 + 16,200 = 1,200 + 18,000 aF 925 — 500 
h. — 125 oes. eres, ee = (25. 
Bal. 2,700 + 0 aF 600 + 16,200 = 1,200 + 18,000 ar 925 — 625 

i +930 ee De + 30 fous 
Bal. 3,630 + 0 ar 600 + 16,200 = 1,200 + 18,000 + 1,855 — 625 
i — 400 ad a — 400 et PEES 
Bal. 3,230 + 0 AP 600 + 16,200 = 800 + 18,000 + 1,855 = 625 
k = 90 aes - $900 POS 22 
Bal. $2,330 + _ 0 + $600 + $16,200 = $ 800 + $18,000 — $900 + $1,855 — $625 

2. 


EXPRESSIONS 


Income Statement 
For Month Ended August 31 





Revenues 
Haircutting services revenue ......... $1,855 
Expenses 
Rent expense n e oee ante $500 
VVagesiexpense PEE E 125 
Motalfexpenses arane eet nent en it 625 
Netilncome: oe csici ie sccmrensieesudare aime are $1,230 
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EXPRESSIONS 


Statement of Owner’s Equity 
For Month Ended August 31 








J. Worthy, Capital, August I*........... $ 0 
Plus: Investments by owner .......... $18,000 

Netincome Tere e T, 1,230 19,230 

19,230 

Less: Withdrawals by owner.......... 900 

J. Worthy, Capital, August 31........... $18,330 





* If Expressions had been an existing business from a prior period, the beginning capital balance would equal the Capital account balance 
from the end of the prior period. 





4. 
EXPRESSIONS 
Balance Sheet 
August 31 

Assets Liabilities 
Ca $ 2,330 Noteipayable ma a ncn int $ 800 
Furniture eea 600 Equity 
Store equipment ........ 16,200 J. Worthy, Capital ............... 18,330 
Motaliassets TE ites $19,130 Total liabilities and equity ......... $19,130 











EXPRESSIONS 


Statement of Cash Flows 
For Month Ended August 31 





Cash flows from operating activities 


Cash received from customers ............2.000 000s $1,855 
Gashipaidifor renti cir eecn re atrterteree (500) 
Gashipaidifor wages m pray T, _ (125) 
Net cash provided by operating activities ............ $1,230 


Cash flows from investing activities 
Gashipaidiforfunnitunenarerec re eter error er re (600) 


Cash flows from financing activities 





Cash investments by owner. .............0000000005 3,000 

Cash withdrawals by owner ................0000005 (900) 

Partial repayment of (long-term) note payable ........ __ (400) 

Net cash provided by financing activities ............. 1,700 
INetincreaselinicas he AE tritici trt ttn ier tn $2,330 
GashibalanceyAugustl le aa Enna trerier rent nr 90 
GashibalanceAupustisillcerrs e e se $2,330 

Net income $1,230 $1,230 





6. Return on assets = = 6.63% 








Average assets ~~ ($18,000* + $19,130)/2 $18,565 


* Uses the initial $18,000 investment as the beginning balance for the start-up period only. 
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APPENDIX 


Return and Risk Analysis 








A Explain the relation 
between return and risk. 











EXHIBIT 1A.1 


Average Returns for Bonds 
with Different Risks 


This appendix explains return and risk analysis and its role in business and accounting. 

Net income is often linked to return. Return on assets (ROA) is stated in ratio form as income divided 
by assets invested. For example, banks report return from a savings account in the form of an interest return 
such as 4%. If we invest in a savings account or in U.S. Treasury bills, we expect a return of around 2% to 
7%. We could also invest in a company’s stock, or even start our own business. How do we decide among 
these investment options? The answer depends on our trade-off between return and risk. 

Risk is the uncertainty about the return we will earn. All business investments involve risk, but some 
investments involve more risk than others. The lower the risk of an investment, the lower is our expected 
return. The reason that savings accounts pay such a low return is the low risk of not being repaid with in- 
terest (the government guarantees most savings accounts from default). If we buy a share of eBay or any 
other company, we might obtain a large return. However, we have no guarantee of any return; there is even 
the risk of loss. 

The bar graph in Exhibit 1A.1 shows recent re- 
turns for 10-year bonds with different risks. Bonds 
are written promises by organizations to repay 
amounts loaned with interest. U.S. Treasury bonds 
provide a low expected return, but they also offer 
low risk since they are backed by the U.S. govern- 
ment. High-risk corporate bonds offer a much 
larger potential return but with much higher risk. 

The trade-off between return and risk is a nor- 
mal part of business. Higher risk implies higher, 
but riskier, expected returns. To help us make better 
decisions, we use accounting information to assess 
both return and risk. 


U.S. Treasury 
Low-risk corporate 
Medium-risk corporate 


High-risk corporate 





0% 2% 4% 6% 8% 
Annual Return 


APPENDIX 


Business Activities and the Accounting Equation 





Ib 





C5 Identify and describe the 
three major activities of 
organizations. 











Point: Management must understand 
accounting data to set financial goals, 
make financing and investing decisions, 
and evaluate operating performance. 


Point: Investing (assets) and financing 
(liabilities plus equity) totals are always 
equal. 


This appendix explains how the accounting equation is derived from business activities. 

There are three major types of business activities: financing, investing, and operating. Each of these 
requires planning. Planning involves defining an organization’s ideas, goals, and actions. Most public 
corporations use the Management Discussion and Analysis section in their annual reports to communicate 
plans. However, planning is not cast in stone. This adds risk to both setting plans and analyzing them. 


Financing Financing activities provide the means organizations use to pay for resources such as land, 
buildings, and equipment to carry out plans. Organizations are careful in acquiring and managing financ- 
ing activities because they can determine success or failure. The two sources of financing are owner and 
nonowner. Owner financing refers to resources contributed by the owner along with any income the owner 
leaves in the organization. Nonowner (or creditor) financing refers to resources contributed by creditors 
(lenders). Financial management is the task of planning how to obtain these resources and to set the right 
mix between owner and creditor financing. 


Investing Investing activities are the acquiring and disposing of resources (assets) that an organization 
uses to acquire and sell its products or services. Assets are funded by an organization’s financing. Organiza- 
tions differ on the amount and makeup of assets. Some require land and factories to operate. Others need 
only an office. Determining the amount and type of assets for operations is called asset management. In- 
vested amounts are referred to as assets. Financing is made up of creditor and owner financing, which hold 
claims on assets. Creditors’ claims are called liabilities, and the owner’s claim is called equity. This basic 
equality is called the accounting equation and can be written as: Assets = Liabilities + Equity. 


Operating Operating activities involve using resources to 
research, develop, purchase, produce, distribute, and market 
products and services. Sales and revenues are the inflow of assets 
from selling products and services. Costs and expenses are the 
outflow of assets to support operating activities. Strategic man- 
agement is the process of determining the right mix of operating 
activities for the type of organization, its plans, and its market. 

Exhibit 1B.1 summarizes business activities. Planning is part 
of each activity and gives them meaning and focus. Investing 
(assets) and financing (liabilities and equity) are set opposite 
each other to stress their balance. Operating activities are below 
investing and financing activities to show that operating activi- 
ties are the result of investing and financing. 


Summary < 


C1 Explain the purpose and importance of accounting. Ac- 

counting is an information and measurement system that 
aims to identify, record, and communicate relevant, reliable, and 
comparable information about business activities. It helps assess 
opportunities, products, investments, and social and community 
responsibilities. 


C2 Identify users and uses of, and opportunities in, accounting. 
Users of accounting are both internal and external. Some users 
and uses of accounting include (a) managers in controlling, monitor- 
ing, and planning; (b) lenders for measuring the risk and return of 
loans; (c) shareholders for assessing the return and risk of stock; 
(d) directors for overseeing management; and (e) employees for 
judging employment opportunities. Opportunities in accounting 
include financial, managerial, and tax accounting. They also include 
accounting-related fields such as lending, consulting, managing, 
and planning. 


Explain why ethics are crucial to accounting. The goal of 

accounting is to provide useful information for decision mak- 
ing. For information to be useful, it must be trusted. This demands 
ethical behavior in accounting. 


C 4 Explain generally accepted accounting principles and de- 
fine and apply several accounting principles. Generally ac- 
cepted accounting principles are a common set of standards applied 
by accountants. Accounting principles aid in producing relevant, reli- 
able, and comparable information. Four principles underlying finan- 
cial statements were introduced: cost, revenue recognition, matching, 
and full disclosure. Financial statements also reflect four assump- 
tions: going-concern, monetary unit, time period, and business entity. 


CHE Identify and describe the three major activities of 
organizations. Organizations carry out three major activities: 
financing, investing, and operating. Financing is the means used to 


Guidance Answers to Decision Maker and Decision Ethics 


Entrepreneur (p. 12) You should probably form the business as a 
corporation if potential lawsuits are of prime concern. The corporate 
form of organization protects your personal property from lawsuits 
directed at the business and places only the corporation’s resources at 
risk. A downside of the corporate form is double taxation: The corpo- 
ration must pay taxes on its income, and you normally must pay taxes 
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EXHIBIT 1B.1 


Activities of Organizations 


h_a = 


ma M 
Investing Financing 


Planning 


A Summary organized by learning objectives concludes each chapter. 


pay for resources such as land, buildings, and machines. Investing 
refers to the buying and selling of resources used in acquiring and 
selling products and services. Operating activities are those neces- 
sary for carrying out the organization’s plans. 


M Define and interpret the accounting equation and each 

of its components. The accounting equation is: Assets = Lia- 
bilities + Equity. Assets are resources owned by a company. Liabili- 
ties are creditors’ claims on assets. Equity is the owner’s claim 
on assets (the residual). The expanded accounting equation is: 
Assets = Liabilities + [Owner Capital — Owner Withdrawals + 
Revenues — Expenses]. 


A2 Compute and interpret return on assets. Return on assets is 
computed as net income divided by average assets. For exam- 

ple, if we have an average balance of $100 in a savings account and it 

earns $5 interest for the year, the return on assets is $5/$100, or 5%. 


A3A Explain the relation between return and risk. Return refers 

to income, and risk is the uncertainty about the return we 
hope to make. All investments involve risk. The lower the risk of an 
investment, the lower is its expected return. Higher risk implies 
higher, but riskier, expected return. 


P1 Analyze business transactions using the accounting equa- 

tion. A transaction is an exchange of economic consideration 
between two parties. Examples include exchanges of products, ser- 
vices, money, and rights to collect money. Transactions always have 
at least two effects on one or more components of the accounting 
equation. This equation is always in balance. 


P2 Identify and prepare basic financial statements and explain 

how they interrelate. Four financial statements report on an 
organization’s activities: balance sheet, income statement, statement 
of owner’s equity, and statement of cash flows. 





on any money distributed to you from the business (even though the 
corporation already paid taxes on this money). You should also exam- 
ine the ethical and socially responsible aspects of starting a business 
in which you anticipate injuries to others. Formation as an LLC or 
S corp. should also be explored. 
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Retailer (p. 21) You can use the accounting equation (Assets = 
Liabilities + Equity) to help identify risky customers to whom you 
would likely not want to extend credit. A balance sheet provides 
amounts for each of these key components. The lower a customer’s 
equity is relative to liabilities, the less likely you would be to extend 
credit. A low equity means the business has little value that does not 
already have creditor claims to it. 


Business Owner (p. 23) The 19% return on assets for the manu- 
facturer exceeds the 14% industry return (and many others). This is a 


Guidance Answers to Quick Checks 


1. Accounting is an information and measurement system that 
identifies, records, and communicates relevant information to 
help people make better decisions. 


2. Recordkeeping, also called bookkeeping, is the recording of 
financial transactions and events, either manually or electron- 
ically. Recordkeeping is essential to data reliability; but 
accounting is this and much more. Accounting includes identi- 
fying, measuring, recording, reporting, and analyzing business 
events and transactions. 

3. Technology offers increased accuracy, speed, efficiency, and 
convenience in accounting. 


4. External users of accounting include lenders, shareholders, di- 
rectors, customers, suppliers, regulators, lawyers, brokers, and 
the press. Internal users of accounting include managers, offi- 
cers, and other internal decision makers involved with strategic 
and operating decisions. 


5. Internal users (managers) include those from research and de- 
velopment, purchasing, human resources, production, distribu- 
tion, marketing, and servicing. 

6. Internal controls are procedures set up to protect assets, ensure 
reliable accounting reports, promote efficiency, and encourage 
adherence to company policies. Internal controls are crucial for 
relevant and reliable information. 


7. Ethical guidelines are threefold: (1) identify ethical concerns 
using personal ethics, (2) analyze options considering all good 
and bad consequences, and (3) make ethical decisions after 
weighing all consequences. 


8. Ethics and social responsibility yield good behavior, and they 
often result in higher income and a better working environment. 


9. For accounting to provide useful information for decisions, it 
must be trusted. Trust requires ethics in accounting. 


10. Two major participants in setting rules include the SEC and the 
FASB. (Note: Accounting rules reflect society’s needs, not those 
of accountants or any other single constituency.) 


11. Most U.S. companies are not directly affected by international 
accounting standards. International standards are put forth as 
preferred accounting practices. However, stock exchanges and 
other parties are increasing the pressure to narrow differences in 
worldwide accounting practices. International accounting stan- 
dards are playing an important role in that process. 


12. The objectivity concept and cost principle are related in that 
most users consider information based on cost as objective. 
Information prepared using both is considered highly reliable 
and often relevant. 


Accounting in Business 


positive factor for a potential purchase. Also, the purchase of this 
manufacturer is an opportunity to spread your risk over two busi- 
nesses as opposed to one. Still, you should hesitate to purchase a 
business whose return of 19% is lower than your current resort’s 
return of 21%. You are probably better off directing efforts to in- 
crease investment in your resort, assuming you can continue to earn 
a 21% return. 


vi 


13. Users desire information about the performance of a specific 
entity. If information is mixed between two or more entities, its 
usefulness decreases. 


14. The revenue recognition principle gives preparers guidelines on 
when to recognize (record) revenue. This is important; for ex- 
ample, if revenue is recognized too early, the statements report 
revenue sooner than it should and the business looks more prof- 
itable than it is. The reverse is also true. 


15. The three basic forms of business organization are sole propri- 
etorships, partnerships, and corporations. 


16. Owners of corporations are called shareholders (or stockhold- 
ers). Corporate ownership is divided into units called shares (or 
stock). The most basic of corporate shares is common stock 
(or capital stock). 

17. The accounting equation is: Assets = Liabilities + Equity. 
This equation is always in balance, both before and after each 
transaction. 


18. A transaction that changes the makeup of assets would not affect 
liability and equity accounts. FastForward’s transactions 2 and 
3 are examples. Each exchanges one asset for another. 


19. Earning revenue by performing services, as in FastForward’s trans- 
action 5, increases equity (and assets). Incurring expenses while 
servicing clients, such as in transactions 6 and 7, decreases equity 
(and assets). Other examples include owner investments that in- 
crease equity and withdrawals that decrease equity. 


20. Paying a liability with an asset reduces both asset and liability 
totals. One example is FastForward’s transaction 10 that reduces 
a payable by paying cash. 

21. An income statement reports a company’s revenues and ex- 
penses along with the resulting net income or loss. A statement 
of owner’s equity shows changes in equity, including that from 
net income or loss. Both statements report transactions occur- 
ring over a period of time. 


22. The balance sheet describes a company’s financial position (as- 
sets, liabilities, and equity) at a point in time. The equity amount 
in the balance sheet is obtained from the statement of owner’s 
equity. 

23. Cash flows from operating activities report cash receipts and 
payments from the primary business the company engages in. 
Cash flows from investing activities involve cash transactions 
from buying and selling long-term assets. Cash flows from fi- 
nancing activities include long-term cash borrowings and re- 
payments to lenders and the cash investments from and 
withdrawals by the owner. 


A list of a with page references concludes each chapter (a complete glossary is at the end of the book and also on the book’s Website). 
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Additional Quiz Questions are available at the book’s Website. 


1. A building is offered for sale at $500,000 but is currently as- 


year, then the change in equity of the company during the year 


sessed at $400,000. The purchaser of the building believes the 
building is worth $475,000, but ultimately purchases the build- 
ing for $450,000. The purchaser records the building at: 
$50,000 

$400,000 

$450,000 

$475,000 

- $500,000 

. On December 30, 2010, KPMG signs a $150,000 contract to 
provide accounting services to one of its clients in 2011. KPMG 
has a December 31 year-end. Which accounting principle or 
assumption requires KPMG to record the accounting services 
revenue from this client in 2011 and not 2010? 

. Business entity assumption 

. Revenue recognition principle 

- Monetary unit assumption 

. Cost principle 

e. Going-concern assumption 


propp 


aoro 


. If the assets of a company increase by $100,000 during the 
year and its liabilities increase by $35,000 during the same 


must have been: 

a. An increase of $135,000. 
b. A decrease of $135,000. 
c. A decrease of $65,000. 
d. An increase of $65,000. 
e. An increase of $100,000. 


. Brunswick borrows $50,000 cash from Third National Bank. 


How does this transaction affect the accounting equation for 

Brunswick? 

a. Assets increase by $50,000; liabilities increase by $50,000; 
no effect on equity. 

b. Assets increase by $50,000; no effect on liabilities; equity 
increases by $50,000. 

c. Assets increase by $50,000; liabilities decrease by $50,000; 
no effect on equity. 

d. No effect on assets; liabilities increase by $50,000; equity 
increases by $50,000. 

e. No effect on assets; liabilities increase by $50,000; equity 
decreases by $50,000. 
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. Geek Squad performs services for a customer and bills the 
customer for $500. How would Geek Squad record this 
transaction? 

a. Accounts receivable increase by $500; revenues increase 
by $500. 
b. Cash increases by $500; revenues increase by $500. 


A(B) Superscript letter A (B) denotes assignments based on Appendix IA (1B). 


Icon denotes assignments that involve decision making. 


c. Accounts receivable increase by $500; revenues decrease 
by $500. 

d. Accounts receivable increase by $500; accounts payable 
increase by $500. 

e. Accounts payable increase by $500; revenues increase by 
$500. 


Discussion Questions 


© 


10. 
11. 
12. 
13. 


14. 


15. 


16. 


17. 


QUICK STUDY 


QS 1-1 
Identifying accounting terms C1 


. What is the purpose of accounting in society? 


. Technology is increasingly used to process accounting data. 
Why then must we study and understand accounting? 

: Identify four kinds of external users and describe how they 
use accounting information. 


. What are at least three questions business owners and 
managers might be able to answer by looking at accounting 
information? 


. Identify three actual businesses that offer services and three 
actual businesses that offer products. 
o 4 Describe the internal role of accounting for organizations. 


. Identify three types of services typically offered by accounting 
professionals. 


5 What type of accounting information might be useful to 
the marketing managers of a business? 


- Why is accounting described as a service activity? 

What are some accounting-related professions? 

How do ethics rules affect auditors’ choice of clients? 

What work do tax accounting professionals perform in addi- 
tion to preparing tax returns? 

What does the concept of objectivity imply for information 
reported in financial statements? Why? 

A business reports its own office stationery on the balance 
sheet at its $400 cost, although it cannot be sold for more than 
$10 as scrap paper. Which accounting principle and/or assump- 
tion justifies this treatment? 

Why is the revenue recognition principle needed? What does it 
demand? 

Describe the three basic forms of business organization and 
their key attributes. 


Define (a) assets, (b) liabilities, (c) equity, and (d) net assets. 


18. What events or transactions change equity? 

19. Identify the two main categories of accounting principles. 

20. What do accountants mean by the term revenue? 

21. Define net income and explain its computation. 

22. Identify the four basic financial statements of a business. 

23. What information is reported in an income statement? 

24. Give two examples of expenses a business might incur. 

25. What is the purpose of the statement of owner’s equity? 

26. t | What information is reported in a balance sheet? 

27. The statement of cash flows reports on what major activities? 

28. Define and explain return on assets. 

29-0 Define return and risk. Discuss the trade-off between 
them. 

30 Describe the three major business activities in organizations. 

31.2 Explain why investing (assets) and financing (liabilities and 
equity) totals are always equal. 

32. Refer to the financial statements of Research In RIM 
Motion in Appendix A near the end of the book. To 
what level of significance are dollar amounts rounded? What 
time period does its income statement cover? 

33. Identify the dollar amounts of Apple’s 2009 assets, 
liabilities, and equity as reported in its statements in 
Appendix A near the end of the book. 

34. Refer to Nokia’s balance sheet in Appendix A NOKIA 
near the end of the book. Confirm that its total 
assets equal its total liabilities plus total equity. 

35. Access the SEC EDGAR database (www.SEC. Palm 
gov) and retrieve Palm’s 2009 10-K (filed July 24, 

2009). Identify its auditor. What responsibility does its indepen- 
dent auditor claim regarding Palm’s financial statements? 


Apple 


Connect reproduces assignments online, in static or algorithmic mode, 


Quick Study exercises give readers a 
brief test of key elements. 


which allows instructors to monitor, promote, and assess student 
learning. It can be used for practice, homework, or exams. 


connect’ 


Reading and interpreting accounting reports requires some knowledge of accounting terminology. 


(a) Identify the meaning of these accounting-related acronyms: GAAP, SEC, FASB, IASB and IFRS. 


accounting-related acronyms. 


(b) Briefly explain the importance of the knowledge base or organization that is referred to for each of the 
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An important responsibility of many accounting professionals is to design and implement internal control 
procedures for organizations. Explain the purpose of internal control procedures. Provide two examples of 
internal controls applied by companies. 


Qs 1-2 


Explaining internal control 


C1 





Identify the following users as either external users (E) or internal users (1). 
a. Lenders d. Sales staff 

b. Controllers e. FBI and IRS 

c. Shareholders f. Consumer group 


g. Brokers j. Managers 


h. Suppliers k. Business press 


i. Customers I. District attorney 


Qs 1-3 


Identifying accounting users 


(2 





There are many job opportunities for those with accounting knowledge. Identify at least three main areas 
of opportunities for accounting professionals. For each area, identify at least three job possibilities linked 
to accounting. 


Qs 1-4 
Accounting opportunities (2 





Accounting professionals must sometimes choose between two or more acceptable methods of 
accounting for business transactions and events. Explain why these situations can involve difficult 
matters of ethical concern. 


QS 1-5 
Identifying ethical concerns C3 
This icon highlights 
I <—assignments that enhance 
i decision-making skills. 





Identify which accounting principle or assumption best describes each of the following practices: 

a. If $51,000 cash is paid to buy land, the land is reported on the buyer’s balance sheet at $51,000. 

b. Alissa Kees owns both Sailing Passions and Dockside Supplies. In preparing financial statements for 
Dockside Supplies, Kees makes sure that the expense transactions of Sailing Passions are kept sepa- 
rate from Dockside’s transactions and financial statements. 

c. In December 2010, Ace Landscaping received a customer’s order and cash prepayment to install sod 
at a new house that would not be ready for installation until March 2011. Ace should record the rev- 
enue from the customer order in March 2011, not in December 2010. 


Qs 1-6 
Identifying accounting 
principles 


A 





a. Total assets of Caldwell Company equal $40,000 and its equity is $10,000. What is the amount of its 
liabilities? 

b. Total assets of Waterworld equal $55,000 and its liabilities and equity amounts are equal to each other. 
What is the amount of its liabilities? What is the amount of its equity? 


QS 1-7 
Applying the accounting 
equation 


B 





Use the accounting equation to compute the missing financial statement amounts (a), (b), and (c). 


Microsolt Excel - Book! 
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QS 1-8 
Applying the accounting 
equation 





EECA ASE TT A M 
1 Company Liabilities + 
2 1 $ 30,000 $a) $ 20,000 
3 2 (b) 50,000 30,000 
re 3 90,000 10,000 (c) 
5 | 
FHN Sheet i A REA Shea 7 ld = 
Accounting provides information about an organization’s business transactions and events that both affect OS 1-9 


the accounting equation and can be reliably measured. Identify at least two examples of both (a) business 
transactions and (b) business events that meet these requirements. 


Identifying transactions 
and events P1 





Use Apple’s September 26, 2009, financial statements, in Appendix A near the end of the book, to answer 
the following: 


a. Identify the dollar amounts of Apple’s 2009 (1) assets, (2) liabilities, and (3) equity. 
b. Using Apple’s amounts from part a, verify that Assets = Liabilities + Equity. 


QS 1-10 
Identifying and computing 
assets, liabilities, and equity 


"A 
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QS 1-11 
Computing and interpreting 
return on assets 


A 


In a recent year’s financial statements, Home Depot reported the following results. Compute and interpret 
Home Depot’s return on assets (assume competitors average a 5% return on assets). 


Sales eee er arene $71,288 million 
Net income ..............5. 2,260 million 
Average total assets .......... 42,744 million 





QS 1-12 


Identifying items with financial 


Indicate in which financial statement each item would most likely appear: income statement (I), balance 
sheet (B), statement of owner’s equity (OE), or statement of cash flows (CF). 





statements a. Assets d. Equipment g. Total liabilities and equity 
P2 b. Revenues e. Withdrawals h. Cash from operating activities 
c. Liabilities f. Expenses i. Net decrease (or increase) in cash 
QS 1-13 Answer each of the following questions related to international accounting standards. 


International accounting 
standards C4 
This icon highlights 
B <—— assignments that 
focus on IFRS- 
related content. 


EXERCISES 


Exercise 1-1 
Classifying activities reflected in 
the accounting system 


C1 


a. The International Accounting Standards Board (IASB) issues preferred accounting practices that are 
referred to as what? 


b. The FASB and IASB are working on a convergence process for what purpose? 


c. The SEC has proposed a roadmap for use of IFRS by U.S. companies. What is the proposed adoption 
date for large U.S. companies to adopt IFRS? 


Accounting is an information and measurement system that identifies, records, and communicates relevant, 


reliable, and comparable information about an organization’s business activities. Classify the following 
activities as part of the identifying (1), recording (R), or communicating (C) aspects of accounting. 


1. Determining employee tasks behind 4. Measuring the costs of a product. 
a service. 5. Preparing financial statements. 

2. Establishing revenues generated from 6. Analyzing and interpreting reports. 
a product. 


ta . 7. Presenting financial information. 
3. Maintaining a log of service costs. 





Exercise 1-2 
Identifying accounting 
users and uses 


eA 


Part A. Identify the following users of accounting information as either an internal (I) or an exter- 
nal (E) user. 


1. Shareholders 
2. Creditors 
3. Nonexecutive employee 


Purchasing manager 
Human resources director 


So o 


Production supervisors 
4. Research and development director 8. Distribution managers 


Part B. Identify the following questions as most likely to be asked by an internal (I) or an external (E) user 
of accounting information. 


1. What are the costs of our service 5. What are reasonable payroll benefits 
to customers? and wages? 

2. Should we make a five-year loan 6. Which firm reports the highest sales 
to that business? and income? 

3. Should we spend further research on 7. What are the costs of our product’s 
our product? ingredients? 


4. Do income levels justify the current 
stock price? 





Exercise 1-3 
Describing accounting 
responsibilities 


(2 


Many accounting professionals work in one of the following three areas: 
A. Managerial accounting B. Financial accounting C. Tax accounting 
Identify the area of accounting that is most involved in each of the following responsibilities: 
1. Reviewing reports for SEC compliance. —— 5. Budgeting. 
. Planning transactions to minimize taxes. Cost accounting. 


External auditing. 


ONO 


2 
3. Investigating violations of tax laws. 
4 


. Preparing external financial statements. Internal auditing. 
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Assume the following role and describe a situation in which ethical considerations play an important part 
in guiding your decisions and actions: 


a. You are a student in an introductory accounting course. 

b. You are an accounting professional with audit clients that are competitors in business. 
c. You are an accounting professional preparing tax returns for clients. 

d. You are a manager with responsibility for several employees. 


Exercise 1-4 
Identifying ethical concerns 


3 





Match each of the numbered descriptions with the term or phrase it best reflects. Indicate your answer by 
writing the letter for the term or phrase in the blank provided. 


A. Audit C. Ethics E. SEC G. Net income 
B. GAAP D. Tax accounting F. Public accountants H. IASB 
1. Amount a business earns after paying all expenses and costs associated with its sales and 
revenues. 


2. An examination of an organization’s accounting system and records that adds credibility to 
financial statements. 


3. Principles that determine whether an action is right or wrong. 
4. Accounting professionals who provide services to many clients. 
5. An accounting area that includes planning future transactions to minimize taxes paid. 


Exercise 1-5 
Learning the language 
of business 


Ci-C3 





Match each of the numbered descriptions with the principle or assumption it best reflects. Enter the letter 


for the appropriate principle or assumption in the blank space next to each description. 
A. Cost principle E. General accounting principle 
B. Matching principle F. Business entity assumption 
C. Specific accounting principle G. Revenue recognition principle 
D. Full disclosure principle H. Going-concern assumption 

1. Revenue is recorded only when the earnings process is complete. 

- Information is based on actual costs incurred in transactions. 

. Usually created by a pronouncement from an authoritative body. 

. Financial statements reflect the assumption that the business continues operating. 

. Acompany reports details behind financial statements that would impact users’ decisions. 
. A company records the expenses incurred to generate the revenues reported. 


- Derived from long-used and generally accepted accounting practices. 


ONOoOah WN 


. Every business is accounted for separately from its owner or owners. 


Exercise 1-6 
Identifying accounting principles 
and assumptions 


(4 





The following describe several different business organizations. Determine whether the description refers 
to a sole proprietorship, partnership, or corporation. 


a. A-1 pays its own income taxes and has two owners. 

b. Ownership of Zeller Company is divided into 1,000 shares of stock. 

c. Waldron is owned by Mary Malone, who is personally liable for the company’s debts. 
d 


- Micah Douglas and Nathan Logan own Financial Services, a financial services provider. Neither 
Douglas nor Logan has personal responsibility for the debts of Financial Services. 


e. Bailey and Kay own Squeaky Clean, a cleaning service. Both are personally liable for the debts of the 
business. 


f. Plasto Products does not pay income taxes and has one owner. 
g. Ian LLC does not have separate legal existence apart from the one person who owns it. 


Exercise 1-7 
Distinguishing business 
organizations 


C4 





Answer the following questions. (Hint: Use the accounting equation.) 

a. Office Mart has assets equal to $123,000 and liabilities equal to $53,000 at year-end. What is the total 
equity for Office Mart at year-end? 

b. At the beginning of the year, Logan Company’s assets are $200,000 and its equity is $150,000. During the 
year, assets increase $70,000 and liabilities increase $30,000. What is the equity at the end of the year? 

c. At the beginning of the year, Keller Company’s liabilities equal $60,000. During the year, assets in- 
crease by $80,000, and at year-end assets equal $180,000. Liabilities decrease $10,000 during the 
year. What are the beginning and ending amounts of equity? 


Exercise 1-8 
Using the accounting 
equation 


Al "A 


Check (c) Beg. equity, $40,000 
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Exercise 1-9 
Using the accounting 
equation 


Al 


Determine the missing amount from each of the separate situations a, b, and c below. 








Microsoft Excel - Book! 
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Exercise 1-10 
Identifying effects of 
transactions on the 
accounting equation 


"A 


Provide an example of a transaction that creates the described effects for the separate cases a through g. 


a. Increases an asset and decreases an asset. e. Decreases an asset and decreases equity. 
b. Decreases an asset and decreases a liability. f. Increases a liability and decreases equity. 
c. Decreases a liability and increases a liability. g. Increases an asset and increases equity. 


d. Increases an asset and increases a liability. 





Exercise 1-11 
Identifying effects of transactions 
using the accounting equation 


"A 


Check Netincome, $5,000 


Lena Gold began a professional practice on June 1 and plans to prepare financial statements at the end of 
each month. During June, Gold (the owner) completed these transactions: 


Owner invested $50,000 cash in the company along with equipment that had a $10,000 market value. 
The company paid $1,600 cash for rent of office space for the month. 

The company purchased $12,000 of additional equipment on credit (payment due within 30 days). 
The company completed work for a client and immediately collected the $2,000 cash earned. 

The company completed work for a client and sent a bill for $7,000 to be received within 30 days. 
The company purchased additional equipment for $8,000 cash. 

The company paid an assistant $2,400 cash as wages for the month. 


The company collected $5,000 cash as a partial payment for the amount owed by the client in trans- 
action e. 


The company paid $12,000 cash to settle the liability created in transaction c. 
j- Owner withdrew $500 cash from the company for personal use. 


TO oko mo rp 


Required 


Create a table like the one in Exhibit 1.9, using the following headings for columns: Cash; Accounts Re- 
ceivable; Equipment; Accounts Payable; L. Gold, Capital; L. Gold, Withdrawals; Revenues; and Expenses. 
Then use additions and subtractions to show the effects of the transactions on individual items of the ac- 
counting equation. Show new balances after each transaction. 





Exercise 1-12 
Analysis using the 
accounting equation 


ae i 


Zelda began a new consulting firm on January 5. The accounting equation showed the following balances 
after each of the company’s first five transactions. Analyze the accounting equation for each transaction and 
describe each of the five transactions with their amounts. 





Assets Liabilities + 
Accounts Office Office 
Trans- Receiv- Sup- Furni- Accounts Zelda, 
action Cash + able + plies + ture = Payable + Capital + Revenues 
a. $20,000 + $ 0 r 8 Or & 9 = $ 0 + $20,000 + $ 0 
19,000 + 0 + 1,500 + Q = 500 + 20,000 + 0 


b 

c 11,000 + 0 1,500 + 8,000 = 500 + 20,000 + 0 
d. 11,000 + 3,000 ar 1500 + 8000 = 500 + 20,000 + 3,000 
e 11,500 1500 + 8000 = 500 + 20,000 3,500 
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The following table shows the effects of five transactions (a through e) on the assets, liabilities, and equity 
of Vera’s Boutique. Write short descriptions of the probable nature of each transaction. 

















Assets = Liabilities + Equity 
Cash + Accounts + Office + Land = Accounts + Vera, + Revenues 
Receivable Supplies Payable Capital 

$ 10500 + $ 0 + $1,500 + $9500 =$ 0 + $21,500 + $ 0 
a. — 2,000 + 2,000 
b. + 500 +500 
c. + 950 + 950 
d — 500 —500 
e E 950 — 9250 _—— 

$ 8950 + $ 0 + $2,000 + $11,500 = $ 0 + $21,500 + $950 











Exercise 1-13 
Identifying effects of 
transactions on accounting 
equation 


"A 





On October 1, Natalie King organized Real Solutions, a new consulting firm. On October 31, the com- 
pany’s records show the following items and amounts. Use this information to prepare an October income 
statement for the business. 


Casimir E E cae ees $ 2,000 Cash withdrawals by owner ......... $ 3,360 
Accounts receivable ........ 13,000 Consulting fees earned ............. 15,000 
Office supplies ............. 4,250 Rentexpensen n a reir arent 2,550 
Land cos eee oe eer a 36,000 Salaries expense ...............00. 6,000 
Office equipment .......... 28,000 Telephone expense ................ 660 
Accounts payable........... 7,500 Miscellaneous expenses ............ 680 
Owner investments......... 74,000 


Exercise 1-14 
Preparing an income statement 


P2 


Check Net income, $5,110 





Use the information in Exercise 1-14 to prepare an October statement of owner’s equity for Real Solutions. 


Exercise 1-15 
Preparing a statement of 
owner's equity P2 





Use the information in Exercise 1-14 (if completed, you can also use your solution to Exercise 1-15) to 
prepare an October 31 balance sheet for Real Solutions. 


Exercise 1-16 
Preparing a balance sheet P2 





Use the information in Exercise 1-14 to prepare an October 31 statement of cash flows for Real Solutions. 
Also assume the following: 


a. The owner’s initial investment consists of $38,000 cash and $36,000 in land. 
b. The company’s $28,000 equipment purchase is paid in cash. 


c. The accounts payable balance of $7,500 consists of the $4,250 office supplies purchase and $3,250 in 
employee salaries yet to be paid. 


d. The company’s rent, telephone, and miscellaneous expenses are paid in cash. 
e. $2,000 has been collected on the $15,000 consulting fees earned. 


Exercise 1-17 
Preparing a statement of 
cash flows 


LE 


Check Net increase in cash, $2,000 





Geneva Group reports net income of $20,000 for 2011. At the beginning of 2011, Geneva Group had 
$100,000 in assets. By the end of 2011, assets had grown to $150,000. What is Geneva Group’s 2011 
return on assets? How would you assess its performance if competitors average a 10% return on assets? 


Exercise 1-18 
Analysis of return on assets 


A 





Indicate the section where each of the following would appear on the statement of cash flows. 
A. Cash flows from operating activity 
B. Cash flows from investing activity 
C. Cash flows from financing activity 


—— ~ 1. Cash paid for wages 5. Cash paid on an account payable 
2. Cash withdrawal by owner 6. Cash investment by owner 
3. Cash purchase of equipment 7. Cash received from clients 
4. Cash paid for advertising 8. Cash paid for rent 


Exercise 1-19 
Identifying sections of the 
statement of cash flows 


P2 
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Exercise 1-205 Match each transaction or event to one of the following activities of an organization: financing activities 
Identifying business activities (F), investing activities (I), or operating activities (O). 
(5 1. ______ An owner contributes resources to the business. 

2. —______ An organization purchases equipment. 

3. ____ An organization advertises a new product. 

4. The organization borrows money from a bank. 

5. _______ An organization sells some of its land. 
Exercise 1-21 Nintendo Company reports the following income statement accounts for the year ended March 31, 2009. 
Preparing an income statement (Japanese yen in millions.) 


for a global company 


P2 Netsales oon aana a EAA ae eee N ¥1,838,622 


Cost ofsalesic oi oe a AERA mane sae 1,044,981 
Selling, general and administrative expenses ......... 238,378 
Othen‘expensesicrrere urban were E 276,174 


Use this information to prepare Nintendo’s income statement for the year ended March 31, 2009. 


Problem Set B located at the end of Problem Set A is provided for each problem to 
reinforce the learning process. 


la connect 
PROBLEM SETA Identify how each of the following separate transactions affects financial statements. For the balance 
sheet, identify how each transaction affects total assets, total liabilities, and total equity. For the income 
statement, identify how each transaction affects net income. For the statement of cash flows, identify how 
each transaction affects cash flows from operating activities, cash flows from financing activities, and 
cash flows from investing activities. For increases, place a “+” in the column or columns. For decreases, 
place a “—” in the column or columns. If both an increase and a decrease occur, place a “+/—” in the 
column or columns. The first transaction is completed as an example. 


Problem 1-1A 
Identifying effects of 
transactions on financial 
statements 


Al "' A 


Income 


Balance Sheet Statement Statement of Cash Flows 





Total Total Total Net Operating Financing Investing 
Transaction Assets Liab. Equity Income Activities Activities Activities 





l Owner invests cash in business + + i 





Incurs legal costs on credit 





Pays cash for employee wages 





AJW N 


Borrows cash by signing long-term 
note payable 





Receives cash for services provided 





Buys land by signing note payable 





Buys office equipment for cash 





Provides services on credit 





Collects cash on receivable from (8) 


























© oosa 


Owner withdraws cash 
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The following financial statement information is from five separate companies: 


Company Company Company Company Company 
A B c D E 

December 31, 2010 

ASSETS e ae cs ev EA RER $45,000 $35,000 $29,000 $80,000 $123,000 

liabilities E A E 23,500 22,500 14,000 38,000 ? 
December 31,2011 

ASSES A ee eer 48,000 41,000 ? 125,000 112,500 

Liabilities: 237 eee a a ERa ? 27,500 19,000 64,000 75,000 
During year 2011 

Owner investments.............. 5,000 1,500 7,750 ? 4,500 

Net income (loss) ............... 7,500 ? 9,000 12,000 18,000 

Owner cash withdrawals ......... 2,500 3,000 3,875 0 9,000 

Required 


1. Answer the following questions about Company A: 
a. What is the amount of equity on December 31, 2010? 
b. What is the amount of equity on December 31, 2011? 
c. What is the amount of liabilities on December 31, 2011? 
2. Answer the following questions about Company B: 
a. What is the amount of equity on December 31, 2010? 
b. What is the amount of equity on December 31, 2011? 
c. What is net income for year 2011? 
3. Calculate the amount of assets for Company C on December 31, 2011. 


A 


Calculate the amount of owner investments for Company D during year 2011. 
5. Calculate the amount of liabilities for Company E on December 31, 2010. 
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Problem 1-2A 
Computing missing information 
using accounting knowledge 


Al "A 


Check (1b) $31,500 


(2c) $2,500 
(3) $46,875 





The following is selected financial information for Affiliated Company as of December 31, 2011: liabili- 
ties, $34,000; equity, $56,000; assets, $90,000. 


Required 
Prepare the balance sheet for Affiliated Company as of December 31, 2011. 


Problem 1-3A 
Preparing a balance sheet 


P2 





The following is selected financial information for Sun Energy Company for the year ended December 31, 
2011: revenues, $65,000; expenses, $50,000; net income, $15,000. 


Required 


Prepare the 2011 calendar-year income statement for Sun Energy Company. 


Problem 1-4A 
Preparing an income 
statement 


P2 





Following is selected financial information for Boardwalk for the year ended December 31, 2011. 


B. Walk, Capital, Dec.31,2011.......... $15,000 B. Walk, Withdrawals .............005 $2,000 
Net COME. evi donee cee eeeeaen dae 9,000 B. Walk, Capital, Dec.31,2010.......... 8,000 
Required 


Prepare the 2011 statement of owner’s equity for Boardwalk. 


Problem 1-5A 
Preparing a statement of 
owner's equity 


P2 
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Problem 1-6A 
Preparing a statement of 
cash flows 


P2 


Check Cash balance, Dec. 31, 
2011, $3,500 


Following is selected financial information of Trimark for the year ended December 31, 2011. 


Cash used by investing activities ......... $(3,000) 
Net increase in cash .................. 200 
Cash used by financing activities ......... (3,800) 
Cash from operating activities .......... 7,000 
Cash, December 31,2010 .............. 3,300 


Required 


Prepare the 2011 statement of cash flows for Trimark Company. 





Problem 1-7A 
Analyzing effects of transactions 


(4 Pl P2 Al 


Check (2) Ending balances: Cash, 
$9,200; Expenses, $3,500; Notes 
Payable, $250,000 

(3) Net income, $8,500 


Miranda Right started Right Consulting, a new business, and completed the following transactions during 
its first year of operations. 
a. M. Right invests $60,000 cash and office equipment valued at $30,000 in the company. 


b. The company purchased a $300,000 building to use as an office. Right paid $50,000 in cash and signed 
a note payable promising to pay the $250,000 balance over the next ten years. 


The company purchased office equipment for $6,000 cash. 

The company purchased $4,000 of office supplies and $1,000 of office equipment on credit. 

The company paid a local newspaper $1,000 cash for printing an announcement of the office’s opening. 
The company completed a financial plan for a client and billed that client $4,000 for the service. 

The company designed a financial plan for another client and immediately collected an $8,000 cash fee. 
M. Right withdrew $1,800 cash from the company for personal use. 


xs FOanmno ad 


The company received $3,000 cash as partial payment from the client described in transaction f. 
The company made a partial payment of $500 cash on the equipment purchased in transaction d. 


A 


The company paid $2,500 cash for the office secretary’s wages for this period. 


Required 


1. Create a table like the one in Exhibit 1.9, using the following headings for the columns: Cash; Accounts 
Receivable; Office Supplies; Office Equipment; Building; Accounts Payable; Notes Payable; M. Right, 
Capital; M. Right, Withdrawals; Revenues; and Expenses. 

2. Use additions and subtractions within the table created in part 7 to show the dollar effects of each trans- 
action on individual items of the accounting equation. Show new balances after each transaction. 

3. Once you have completed the table, determine the company’s net income. 





Problem 1-8A 
Analyzing transactions and 
preparing financial statements 


C4 Pl P2 
eXcel 


mhhe.com/wildFAP20e 


J. D. Simpson started The Simpson Co., a new business that began operations on May 1. The Simpson Co. 
completed the following transactions during its first month of operations. 


May 1 J.D. Simpson invested $60,000 cash in the company. 
1 The company rented a furnished office and paid $3,200 cash for May’s rent. 
3 The company purchased $1,680 of office equipment on credit. 
5 The company paid $800 cash for this month’s cleaning services. 
8 The company provided consulting services for a client and immediately collected $4,600 cash. 
12 The company provided $3,000 of consulting services for a client on credit. 
15 The company paid $850 cash for an assistant’s salary for the first half of this month. 
20 The company received $3,000 cash payment for the services provided on May 12. 
22 The company provided $2,800 of consulting services on credit. 
25 The company received $2,800 cash payment for the services provided on May 22. 
26 The company paid $1,680 cash for the office equipment purchased on May 3. 
27 The company purchased $60 of advertising in this month’s (May) local paper on credit; cash 
payment is due June 1. 
28 The company paid $850 cash for an assistant’s salary for the second half of this month. 
30 The company paid $200 cash for this month’s telephone bill. 
30 The company paid $480 cash for this month’s utilities. 
31 J.D. Simpson withdrew $1,200 cash from the company for personal use. 


Required 


1. Arrange the following asset, liability, and equity titles in a table like Exhibit 1.9: Cash; Accounts 
Receivable; Office Equipment; Accounts Payable; J. D. Simpson, Capital; J. D. Simpson, Withdrawals; 
Revenues; and Expenses. 
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Show effects of the transactions on the accounts of the accounting equation by recording in- 
creases and decreases in the appropriate columns. Do not determine new account balances after 
each transaction. Determine the final total for each account and verify that the equation is in 
balance. 

Prepare an income statement for May, a statement of owner’s equity for May, a May 31 balance sheet, 
and a statement of cash flows for May. 


39 


Check (2) Ending balances: Cash, 
$61,140; Expenses, $6,440 


(3) Net income, $3,960; 
Total assets, $62,820 





Curtis Hamilton started a new business and completed these transactions during December. 


Dec. 1 


Curtis Hamilton transferred $56,000 cash from a personal savings account to a checking ac- 
count in the name of Hamilton Electric. 
2 The company rented office space and paid $800 cash for the December rent. 
3 The company purchased $14,000 of electrical equipment by paying $3,200 cash and agreeing to 
pay the $10,800 balance in 30 days. 
5 The company purchased office supplies by paying $900 cash. 
6 The company completed electrical work and immediately collected $1,000 cash for these services. 
8 The company purchased $3,800 of office equipment on credit. 
15 The company completed electrical work on credit in the amount of $4,000. 
18 The company purchased $500 of office supplies on credit. 
20 The company paid $3,800 cash for the office equipment purchased on December 8. 
24 The company billed a client $600 for electrical work completed; the balance is due in 30 days. 
28 The company received $4,000 cash for the work completed on December 15. 
29 The company paid the assistant’s salary of $1,200 cash for this month. 
30 The company paid $440 cash for this month’s utility bill. 
31 C. Hamilton withdrew $700 cash from the company for personal use. 


Required 


1. 


Arrange the following asset, liability, and equity titles in a table like Exhibit 1.9: Cash; Accounts Re- 
ceivable; Office Supplies; Office Equipment; Electrical Equipment; Accounts Payable; C. Hamilton, 
Capital; C. Hamilton, Withdrawals; Revenues; and Expenses. 


. Use additions and subtractions to show the effects of each transaction on the accounts in the account- 


ing equation. Show new balances after each transaction. 

Use the increases and decreases in the columns of the table from part 2 to prepare an income state- 
ment, a statement of owner’s equity, and a statement of cash flows—each of these for the current 
month. Also prepare a balance sheet as of the end of the month. 


Analysis Component 


4. 


Assume that the owner investment transaction on December 1 was $40,000 cash instead of $56,000 
and that Hamilton Electric obtained another $16,000 in cash by borrowing it from a bank. Explain the 
effect of this change on total assets, total liabilities, and total equity. 


Problem 1-9A 
Analyzing transactions and 
preparing financial statements 


C4 PI P2 
eXcel 


mhhe.com/wildFAP20e 


Check (2) Ending balances: Cash, 
$49,960, Accounts Payable, $11,300 


(3) Net income, $3,160; 
Total assets, $69,760 





Nolan manufactures, markets, and sells cellular telephones. The average total assets for Nolan is 
$250,000. In its most recent year, Nolan reported net income of $55,000 on revenues of $455,000. 


Required 


1. 
2. 


3. 
4. 


What is Nolan’s return on assets? 

Does return on assets seem satisfactory for Nolan given that its competitors average a 12% return on 
assets? 

What are total expenses for Nolan in its most recent year? 

What is the average total amount of liabilities plus equity for Nolan? 


Problem 1-10A 
Determining expenses, 
liabilities, equity, and return 
on assets 


Al A 


Check (3) $400,000 


(4) $250,000 





Coca-Cola and PepsiCo both produce and market beverages that are direct competitors. Key financial 
figures (in $ millions) for these businesses over the past year follow. 


Key Figures ($ millions) [OX of ot: 1 Oe) F WE =) 9-11 OL} 
Salesiiiceo.csc,c cur eree ee $30,990 $43,232 
Netincome ores ene ranei eean 6,906 5,979 
Average assets ..............005 44,595 37,921 


Problem 1-11A 
Computing and interpreting 
return on assets 


B 
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Check (1a) 15.5%; (1b) 15.8% 
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Required 


1. Compute return on assets for (a) Coca-Cola and (b) PepsiCo. 
2. Which company is more successful in its total amount of sales to consumers? 
3. Which company is more successful in returning net income from its assets invested? 


Analysis Component 


4. Write a one-paragraph memorandum explaining which company you would invest your money in and 
why. (Limit your explanation to the information provided.) 





Problem 1-12A4 
Identifying risk and return 


A 


All business decisions involve aspects of risk and return. 


Required 

Identify both the risk and the return in each of the following activities: 
1. Investing $1,000 in a 4% savings account. 

2. Placing a $1,000 bet on your favorite sports team. 

3. Investing $10,000 in Yahoo! stock. 

4. Taking out a $10,000 college loan to earn an accounting degree. 





Problem 1-13A® 
Describing organizational 
activities C5 


An organization undertakes various activities in pursuit of business success. Identify an organization’s 
three major business activities, and describe each activity. 





Problem 1-14A® 
Describing organizational 


A start-up company often engages in the following transactions in its first year of operations. Classify 
those transactions in one of the three major categories of an organization’s business activities. 


activities F. Financing I. Investing O. Operating 


C5 —— 1. Owner investing land in business. - Purchasing equipment. 
—— 2, Purchasing a building. . Selling and distributing products. 


3. Purchasing land. . Paying for advertising. 


ON oO oO 


4. Borrowing cash from a bank. . Paying employee wages. 


Identify how each of the following separate transactions affects financial statements. For the balance 
sheet, identify how each transaction affects total assets, total liabilities, and total equity. For the income 
statement, identify how each transaction affects net income. For the statement of cash flows, identify 
how each transaction affects cash flows from operating activities, cash flows from financing activities, 
and cash flows from investing activities. For increases, place a “+” in the column or columns. For de- 
creases, place a “—” in the column or columns. If both an increase and a decrease occur, place “+/—” 
in the column or columns. The first transaction is completed as an example. 


PROBLEM SET B 


Problem 1-1B 
Identifying effects of 
transactions on financial 


statements Al P1 










Income 
Statement 












Balance Sheet Statement of Cash Flows 





Operating 
Activities 


Financing 
Activities 


Investing 


Transaction Assets Liab. Equity Income Activities 





Owner invests cash in business + + ah 





Buys building by signing note payable 





Pays cash for salaries incurred 





Provides services for cash 





Pays cash for rent incurred 





Incurs utilities costs on credit 





Buys store equipment for cash 





Owner withdraws cash 





Provides services on credit 





O;/o;yamal ni ni uyR] wl] rn 























Collects cash on receivable from (9) 
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The following financial statement information is from five separate companies. 


Company Company Company Company Company 
v Ww XxX Y 74 

December 31,2010 

ASSEUS ee e e E EE $45,000 $70,000 $121,500 $82,500 $124,000 

Liabilities ay enee ao uan AN 30,000 50,000 58,500 61,500 ? 
December 31, 2011 

ASSETS E a DEE 49,000 90,000 136,500 7 160,000 

Liabilities mee eee cco ae E 26,000 ? 55,500 72,000 52,000 
During year 201 I 

Owner investments............. 6,000 10,000 ? 38,100 40,000 

Net income or (loss)............ ? 30,000 16,500 24,000 32,000 

Owner cash withdrawals......... 4,500 2,000 0 18,000 6,000 


Required 
1. Answer the following questions about Company V: 
a. What is the amount of equity on December 31, 2010? 
b. What is the amount of equity on December 31, 2011? 
c. What is the net income or loss for the year 2011? 
2. Answer the following questions about Company W: 
a. What is the amount of equity on December 31, 2010? 
b. What is the amount of equity on December 31, 2011? 
c. What is the amount of liabilities on December 31, 2011? 
3. Calculate the amount of owner investments for Company X during 2011. 


A 


Calculate the amount of assets for Company Y on December 31, 2011. 
5. Calculate the amount of liabilities for Company Z on December 31, 2010. 


Problem 1-2B 
Computing missing information 
using accounting knowledge 


Al "A 


Check (1b) $23,000 


(2c) $32,000 


(4) $137,100 





The following is selected financial information for RWB Company as of December 31, 2011. 


Liabilities ........ $74,000 $40,000 Assets ........ $114,000 


Equity PT, 


Required 
Prepare the balance sheet for RWB Company as of December 31, 2011. 


Problem 1-3B 
Preparing a balance sheet 


P2 





Selected financial information for Online Co. for the year ended December 31, 2011, follows. 


Problem 1-4B 
Preparing an income 





Revenues ....... $58,000 Expenses........ $30,000 Net income ....... $28,000 statement 
P2 
Required 
Prepare the 2011 income statement for Online Company. 
Following is selected financial information of ComEx for the year ended December 31, 2011. Problem 1-5B 
Preparing a statement of 
C. Tex, Capital, Dec. 31,2011 ........... $47,000 C, Tex Withdrawals eeose neac ae $ 8,000 owner's equity 
Net income neo i aeo E a 6,000 C. Tex, Capital, Dec. 31,2010 ........... 49,000 P2 
Required 


Prepare the 2011 statement of owner’s equity for ComEx. 
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Problem 1-6B 
Preparing a statement of 
cash flows 


P2 


Selected financial information of BuyRight Co. for the year ended December 31, 2011, follows. 


Cash from investing activities ........... $2,600 
Net increase in cash ..............0005 1,400 
Cash from financing activities ............ 2,800 
Cash used by operating activities ........ (4,000) 
Cash, December 31,2010 .............. 1,300 


Required 
Prepare the 2011 statement of cash flows for BuyRight Company. 





Problem 1-7B 
Analyzing effects of transactions 


C4 P1 P2 Al 


Check (2) Ending balances: Cash, 
$49,400; Expenses, $2,400; Notes 
Payable, $100,000 

(3) Net income, $1,400 


Tiana Moore started a new business, Tiana’s Solutions, and completed the following transactions during 
its first year of operations. 


a. T. Moore invests $95,000 cash and office equipment valued at $20,000 in the company. 


b. The company purchased a $120,000 building to use as an office. It paid $20,000 in cash and signed 
a note payable promising to pay the $100,000 balance over the next ten years. 


The company purchased office equipment for $20,000 cash. 

The company purchased $1,400 of office supplies and $3,000 of office equipment on credit. 

. The company paid a local newspaper $400 cash for printing an announcement of the office’s opening. 
. The company completed a financial plan for a client and billed that client $1,800 for the service. 
The company designed a financial plan for another client and immediately collected a $2,000 cash fee. 


sen oad 


. T. Moore withdrew $5,000 cash from the company for personal use. 
i. The company received $1,800 cash from the client described in transaction f. 
. The company made a payment of $2,000 cash on the equipment purchased in transaction d. 


k. The company paid $2,000 cash for the office secretary’s wages. 


Required 


1. Create a table like the one in Exhibit 1.9, using the following headings for the columns: Cash; Ac- 
counts Receivable; Office Supplies; Office Equipment; Building; Accounts Payable; Notes Payable; 
T. Moore, Capital; T. Moore, Withdrawals; Revenues; and Expenses. 

2. Use additions and subtractions within the table created in part J to show the dollar effects of each trans- 
action on individual items of the accounting equation. Show new balances after each transaction. 

3. Once you have completed the table, determine the company’s net income. 





Problem 1-8B 
Analyzing transactions and 
preparing financial statements 


C4 P1 P2 


Ken Stone launched a new business, Ken’s Maintenance Co., that began operations on June 1. The follow- 
ing transactions were completed by the company during that first month. 


June 1 K. Stone invested $120,000 cash in the company. 
2 The company rented a furnished office and paid $4,500 cash for June’s rent. 
4 The company purchased $2,400 of equipment on credit. 
6 The company paid $1,125 cash for this month’s advertising of the opening of the business. 
8 The company completed maintenance services for a customer and immediately collected $750 
cash. 
14 The company completed $6,300 of maintenance services for City Center on credit. 
16 The company paid $900 cash for an assistant’s salary for the first half of the month. 
20 The company received $6,300 cash payment for services completed for City Center on June 14. 
21 The company completed $3,500 of maintenance services for Skyway Co. on credit. 
24 The company completed $825 of maintenance services for Comfort Motel on credit. 
25 The company received $3,500 cash payment from Skyway Co. for the work completed on June 21. 
26 The company made payment of $2,400 cash for equipment purchased on June 4. 
28 The company paid $900 cash for an assistant’s salary for the second half of this month. 
29 K. Stone withdrew $2,000 cash from the company for personal use. 
30 The company paid $120 cash for this month’s telephone bill. 
30 The company paid $525 cash for this month’s utilities. 


Required 


1. Arrange the following asset, liability, and equity titles in a table like Exhibit 1.9: Cash; Accounts Receiv- 
able; Equipment; Accounts Payable; K. Stone, Capital; K. Stone, Withdrawals; Revenues; and Expenses. 
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2. Show the effects of the transactions on the accounts of the accounting equation by recording increases 
and decreases in the appropriate columns. Do not determine new account balances after each transaction. 
Determine the final total for each account and verify that the equation is in balance. 

3. Prepare a June income statement, a June statement of owner’s equity, a June 30 balance sheet, and a 
June statement of cash flows. 
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Check (2) Ending balances: Cash, 
$118,080; Expenses, $8,070 


(3) Net income, $3,305; 
Total assets, $121,305 





Swender Excavating Co., owned by Patrick Swender, began operations in July and completed these trans- 
actions during that first month of operations. 


July 1 P. Swender invested $60,000 cash in the company. 
2 The company rented office space and paid $500 cash for the July rent. 
3 The company purchased excavating equipment for $4,000 by paying $800 cash and agreeing to 
pay the $3,200 balance in 30 days. 
6 The company purchased office supplies for $500 cash. 
8 The company completed work for a customer and immediately collected $2,200 cash for the work. 
10 The company purchased $3,800 of office equipment on credit. 
15 The company completed work for a customer on credit in the amount of $2,400. 
17 The company purchased $1,920 of office supplies on credit. 
23 The company paid $3,800 cash for the office equipment purchased on July 10. 
25 The company billed a customer $5,000 for work completed; the balance is due in 30 days. 
28 The company received $2,400 cash for the work completed on July 15. 
30 The company paid an assistant’s salary of $1,260 cash for this month. 
31 The company paid $260 cash for this month’s utility bill. 
31 P. Swender withdrew $1,200 cash from the company for personal use. 


Required 


1. Arrange the following asset, liability, and equity titles in a table like Exhibit 1.9: Cash; Accounts Re- 
ceivable; Office Supplies; Office Equipment; Excavating Equipment; Accounts Payable; P. Swender, 
Capital; P. Swender, Withdrawals; Revenues; and Expenses. 

2. Use additions and subtractions to show the effects of each transaction on the accounts in the account- 
ing equation. Show new balances after each transaction. 

3. Use the increases and decreases in the columns of the table from part 2 to prepare an income state- 
ment, a statement of owner’s equity, and a statement of cash flows—each of these for the current 
month. Also prepare a balance sheet as of the end of the month. 


Analysis Component 


4. Assume that the $4,000 purchase of excavating equipment on July 3 was financed from an owner in- 
vestment of another $4,000 cash in the business (instead of the purchase conditions described in the 
transaction). Explain the effect of this change on total assets, total liabilities, and total equity. 


Problem 1-9B 
Analyzing transactions and 
preparing financial statements 


C4 P1 P2 


Check (2) Ending balances: Cash, 
$56,280; Accounts Payable, $5,120 


(3) Net income, $7580; 
Total assets, $71,500 





Aspen Company manufactures, markets, and sells ATV and snowmobile equipment and accessories. The 
average total assets for Aspen is $2,000,000. In its most recent year, Aspen reported net income of 
$100,000 on revenues of $1,200,000. 


Required 
1. What is Aspen Company’s return on assets? 


2. Does return on assets seem satisfactory for Aspen given that its competitors average a 9.5% return on 
assets? 


3. What are the total expenses for Aspen Company in its most recent year? 
4. What is the average total amount of liabilities plus equity for Aspen Company? 


Problem 1-10B 
Determining expenses, 
liabilities, equity, and return 
on assets 


Al wae i 


Check (3) $1,100,000 


(4) $2,000,000 





AT&T and Verizon produce and market telecommunications products and are competitors. Key financial 
figures (in $ millions) for these businesses over the past year follow. 
AT&T 


Key Figures ($ millions) Verizon 


SAES E E E EEE $123,018 $107,808 
Neétincome enre n ae re ciowa eas 12,535 10,358 
Average assets ................. 266,999 214,937 


Problem 1-11B 
Computing and interpreting 
return on assets 


A 
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Check (1a) 4.7%; (1b) 4.8% 
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Required 

1. Compute return on assets for (a) AT&T and (b) Verizon. 

2. Which company is more successful in the total amount of sales to consumers? 

3. Which company is more successful in returning net income from its assets invested? 
Analysis Component 


4. Write a one-paragraph memorandum explaining which company you would invest your money in and 
why. (Limit your explanation to the information provided.) 





Problem 1-12B4 
Identifying risk and return 


3@ 


All business decisions involve aspects of risk and return. 


Required 

Identify both the risk and the return in each of the following activities: 
1. Stashing $1,000 cash under your mattress. 

2. Placing a $500 bet on a horse running in the Kentucky Derby. 

3. Investing $10,000 in Nike stock. 

4. Investing $10,000 in U.S. Savings Bonds. 





Problem 1-13B® 
Describing organizational 
activities C5 


Identify in outline format the three major business activities of an organization. For each of these activi- 
ties, identify at least two specific transactions or events normally undertaken by the business’s owners or 
its managers. 





Problem 1-14B® 
Describing organizational 
activities 


C5 


SERIAL PROBLEM 


Business Solutions 


c4 Pi 


Check Ending balances: Cash, 


$42,772; Revenues, $11,408; 
Expenses, $3,408 


A start-up company often engages in the following activities during its first year of operations. Classify 
each of the following activities into one of the three major activities of an organization. 

A. Financing B. Investing C. Operating 
1. Providing client services. 
2. Obtaining a bank loan. 


3. Purchasing machinery. 


5. Supervising workers. 








6. Owner investing money in business. 








7. Renting office space. 














4. Research for its products. 8. Paying utilities expenses. 


This serial problem starts in this chapter and continues throughout most chapters of the book. It is most readily 


Pe ail solved if you use the Working Papers that accompany this book (but working papers are not required). 


SP 1 On October 1, 2011, Santana Rey launched a computer services company, Business Solutions, 
that is organized as a proprietorship and provides consulting services, computer system installations, and 
custom program development. Rey adopts the calendar year for reporting purposes and expects to prepare 
the company’s first set of financial statements on December 31, 2011. 


Required 


Create a table like the one in Exhibit 1.9 using the following headings for columns: Cash; Accounts 
Receivable; Computer Supplies; Computer System; Office Equipment; Accounts Payable; S. Rey, Capital; 
S. Rey, Withdrawals; Revenues; and Expenses. Then use additions and subtractions within the table cre- 
ated to show the dollar effects for each of the following October transactions for Business Solutions on the 
individual items of the accounting equation. Show new balances after each transaction. 


Oct. 1 S. Rey invested $45,000 cash, a $20,000 computer system, and $8,000 of office equipment in 
the company. 
3 The company purchased $1,420 of computer supplies on credit from Harris Office Products. 
6 The company billed Easy Leasing $4,800 for services performed in installing a new Web server. 
8 The company paid $1,420 cash for the computer supplies purchased from Harris Office Prod- 
ucts on October 3. 
10 The company hired Lyn Addie as a part-time assistant for $125 per day, as needed. 
12 The company billed Easy Leasing another $1,400 for services performed. 
15 The company received $4,800 cash from Easy Leasing as partial payment toward its account. 
17 The company paid $805 cash to repair computer equipment damaged when moving it. 
20 The company paid $1,728 cash for advertisements published in the local newspaper. 
22 The company received $1,400 cash from Easy Leasing toward its account. 
28 The company billed IFM Company $5,208 for services performed. 
31 The company paid $875 cash for Lyn Addie’s wages for seven days of work this month. 
31 S. Rey withdrew $3,600 cash from the company for personal use. 
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Beyond the Numbers (BTN) is a special problem section aimed to refine communication, conceptual, analysis, 
pie and research skills. It includes many activities helpful in developing an active learning environment. 


Beyond the Numbers 


BTN 1-1 Key financial figures for Research In Motion’s fiscal year ended February 27, 2010, follow. REPORTING IN 






ACTION 
Key Figure In Millions Al A2 A3 o 
Liabilities + Equity......... $10,204 bers 
Net income .............. 2,457 RIM 
Revenues ..............45 14,953 


Required 

1. What is the total amount of assets invested in Research In Motion? 

2. What is Research In Motion’s return on assets? Its assets at February 28, 2009, equal $8,101 Check (2) 26.8% 
(in millions). 

3. How much are total expenses for Research In Motion for the year ended February 27, 2010? 

4. Does Research In Motion’s return on assets seem satisfactory if competitors average an 18% return? 


Fast Forward 


5. Access Research In Motion’s financial statements (Form 10-K) for fiscal years ending after February 
27, 2010, from its Website (RIM.com) or from the SEC Website (www.SEC.gov) and compute its re- 
turn on assets for those fiscal years. Compare the February 27, 2010, fiscal year-end return on assets 
to any subsequent years’ returns you are able to compute, and interpret the results. 





BTN 1-2 Key comparative figures ($ millions) for both Research In Motion and Apple follow. COMPARATIVE 
ANALYSIS 
Key Figure Research In Motion Apple M A? A3 1 
Liabilities + Equity......... $10,204 $47,501 <5 
Net income .............. 2,457 8,235 RIM 
Revenues and sales ........ 14,953 42,905 
Apple 
Required 


1. What is the total amount of assets invested in (a) Research In Motion and (b) Apple? 

2. What is the return on assets for (a) Research In Motion and (b) Apple? Research In Motion’s Check (2b) 19.7% 
beginning-year assets equal $8,101 (in millions) and Apple’s beginning-year assets equal $36,171 
(in millions). 

3. How much are expenses for (a) Research In Motion and (b) Apple? 

4. Is return on assets satisfactory for (a) Research In Motion and (b) Apple? (Assume competitors aver- 
age an 18% return.) 

5. What can you conclude about Research In Motion and Apple from these computations? 





BTN 1-3 Madison Thorne works in a public accounting firm and hopes to eventually be a partner. The ETHICS CHALLENGE 
management of Allnet Company invites Thorne to prepare a bid to audit Allnet’s financial statements. In C3 C4 - 

discussing the audit fee, Allnet’s management suggests a fee range in which the amount depends on the o 

reported profit of Allnet. The higher its profit, the higher will be the audit fee paid to Thorne’s firm. 


Required 

1. Identify the parties potentially affected by this audit and the fee plan proposed. 

2. What are the ethical factors in this situation? Explain. 

3. Would you recommend that Thorne accept this audit fee arrangement? Why or why not? 
4. Describe some ethical considerations guiding your recommendation. 
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COMMUNICATING 
IN PRACTICE 


ne | 


BTN 1-4 Refer to this chapter’s opening feature about Facebook.® Assume that Mark Zuckerberg de- 
sires to expand his online services to meet people’s demands. He decides to meet with his banker to dis- 
cuss a loan to allow Facebook to expand. 


Required 
1. Prepare a half-page report outlining the information you would request from Mark Zuckerberg if you 
were the loan officer. 


2. Indicate whether the information you request and your loan decision are affected by the form of busi- 
ness organization for Facebook. 





TAKING ITTO 
THE NET 


O 


BTN 1-5 Visit the EDGAR database at (www.SEC.gov). Access the Form 10-K report of Rocky 
Mountain Chocolate Factory (ticker RMCF) filed on May 26, 2009, covering its 2009 fiscal year. 


Required 

1. Item 6 of the 10-K report provides comparative financial highlights of RMCF for the years 2005-2009. 
How would you describe the revenue trend for RMCF over this five-year period? 

2. Has RMCF been profitable (see net income) over this five-year period? Support your answer. 





TEAMWORK IN 
ACTION 


C1 


BTN 1-6 Teamwork is important in today’s business world. Successful teams schedule convenient 
meetings, maintain regular communications, and cooperate with and support their members. This as- 
signment aims to establish support/learning teams, initiate discussions, and set meeting times. 


Required 


1. Form teams and open a team discussion to determine a regular time and place for your team to meet 
between each scheduled class meeting. Notify your instructor via a memorandum or e-mail message 
as to when and where your team will hold regularly scheduled meetings. 


2. Develop a list of telephone numbers and/or e-mail addresses of your teammates. 





ENTREPRENEURIAL 
DECISION 


wae | i 


Check (2) 10.7% 


BTN 1-7 Refer to this chapter’s opening feature about Facebook. Assume that Mark Zuckerberg decides 
to open a new Website devoted to social networking for accountants and those studying accounting. This 
new company will be called AccountBook. 


Required 

1. AccountBook obtains a $500,000 loan and Mark Zuckerberg contributes $250,000 of his own assets in 
exchange for common stock in the new company. 
a. What is the new company’s total amount of liabilities plus equity? 
b. What is the new company’s total amount of assets? 


2. Ifthe new company earns $80,000 in net income in the first year of operation, compute its return on asset 
(assume average assets equal $750,000). Assess its performance if competitors average a 10% return. 





HITTING THE 
ROAD 


2G 


BTN 1-8 You are to interview a local business owner. (This can be a friend or relative.) Opening lines of 
communication with members of the business community can provide personal benefits of business net- 
working. If you do not know the owner, you should call ahead to introduce yourself and explain your posi- 
tion as a student and your assignment requirements. You should request a thirty minute appointment for a 
face-to-face or phone interview to discuss the form of organization and operations of the business. Be 
prepared to make a good impression. 


Required 
1. Identify and describe the main operating activities and the form of organization for this business. 
2. Determine and explain why the owner(s) chose this particular form of organization. 


3. Identify any special advantages and/or disadvantages the owner(s) experiences in operating with this 
form of business organization. 
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BTN 1-9 Nokia (www.Nokia.com) is a leading manufacturer of mobile devices and services, and it 
competes to some extent with both Research In Motion and Apple. Key financial figures for Nokia 


follow. 
Key Figure* Euro (EUR) in Millions 
Average assetS..............0005 37,660 
Net income................008. 260 
Revenue....... 0.0.0. eee ee eee 40,984 
Return on assets............0... 0.7% 
* Figures prepared in accordance with International Financial Reporting Standards. 
Required 


1. Identify any concerns you have in comparing Nokia’s income and revenue figures to those of Research 
In Motion and Apple (in BTN 1-2) for purposes of making business decisions. 

2. Identify any concerns you have in comparing Nokia’s return on assets ratio to those of Research In 
Motion and Apple (computed for BTN 1-2) for purposes of making business decisions. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. c; $450,000 is the actual cost incurred. 4. a 
2. b; revenue is recorded when earned. 5. a 
3. 


Assets Liabilities + Equity 





+$100,000 


+35,000 T ? 


Change in equity = $100,000 — $35,000 = $65,000 








GLOBAL 
DECISION 


Al "BO 


NOKIA 


RIM 
Apple 





Analyzing and Recording Iransactions 








A Look Back A Look at This Chapter A Look Ahead 


Chapter 1 defined accounting and This chapter focuses on the accounting Chapter 3 extends our focus on 
introduced financial statements. We process. We describe transactions and processing information. We explain the 
described forms of organizations and source documents, and we explain the importance of adjusting accounts and 
identified users and uses of accounting. analysis and recording of transactions. the procedures in preparing financial 
We defined the accounting equation The accounting equation, account, statements. 

and applied it to transaction analysis. general ledger, trial balance, and debits 


and credits are key tools in the 
accounting process. 


CAP 








CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Explain the steps in processing A Analyze the impact of transactions P1 Record transactions in a journal and 
transactions and the role of source on accounts and financial post entries to a ledger. (p. 56) 
documents. (p. 50 statements. (p. 59 
(pro) ee P? Prepare and explain the use of a trial 
C2 Describe an account and its use in A Compute the debt ratio and describe balance. (p. 65) 


recording transactions. (p. 51) its use in analyzing financial i ; 
H Prepare financial statements from 

; condition. (p. 69) ; . 

C3 Describe a ledger and a chart of business transactions. (p. 66) 


accounts. (p. 54) 


C4 Define debits and credits and explain 


double-entry accounting. (p. 55) 
LP2 





Migh heels getting you down? 


NEW YORK—"High heels were killing our feet, but we didn’t 
want to give them up because we aren't the tallest people out 
there,” insists Susie Levitt, who stands no taller than 5'2”. “So 
we came up with the idea of emergency footwear.” Susie, along 
with Katie Shea, designed a stylish, foldable slip-on ballet 
flat with a pouch that is readily tucked into a handbag and pulled 
out when their feet cry for mercy. The empty pouch then ex- 
pands into a tote bag to hold their “killer” heels for carrying 
home. Launched from their college apartment, Susie and Katie 
invested “less than $10,000” for the cost of their first order of 
1,000 pairs, including Website design, to launch 
(www.cityslips.com). 

To pursue their business ambitions, Susie and Katie took 
business courses, including accounting. They learned and 
applied recordkeeping processes, transaction analysis, inven- 
tory accounting, and financial statement reporting. We were 
careful to get a handle on our financial situation, says Katie. 
Today, the two are running a profitable business and have a 
reliable accounting system to help them make good business 
decisions. 


"Every way we can cut costs, we do!" 
— SUSIE LEVITT (on right) 


We had to account for product costs, design expenses, sup- 
plier payments, patent fees, and other expenses, says Susie. At 
the same time, the two have grown sales and expanded their 
product line. “It was all done online,” says Susie. “We became 
nocturnal!” 

The two insist that it is crucial to track and account for all rev- 
enues and expenses, and what is invested in the business. They 
maintain that success requires proper accounting for and analy- 
sis of the financial side. Susie also suggests that young entrepre- 
neurs “network with your professors and other staff members. 
They have years of experience and can often help you, or intro- 
duce you to people who can help you, with your business.” 

The bigger message of our company, says Susie, is promot- 
ing comfort and confidence for women. Adds Katie, “Regardless 
of what your business is, the story of starting while in college, 
differentiates you from the beginning!” 


[Sources: CitySlips Website, January 2011; Entrepreneur, December 2009; 
Examiner.com, December 2009; CNN.com, August 2009; Daily News, 
May 2009.] 
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Financial statements report on the financial performance and they are reflected in financial statements, and how they im- 
condition of an organization. Knowledge of their preparation, pact analysis of financial statements. Debits and credits are in- 
organization, and analysis is important. A main goal of this troduced and identified as a tool in helping analyze and process 
chapter is to illustrate how transactions are recorded, how transactions. 


Analyzing and Recording Transactions 


Analyzing and Analyzing and ! Trial Balance 
Recording Process Processing Transactions 


e Source documents e General ledger e Trial balance preparation 

e The account and its e Double-entry accounting e Search for and correction 
analysis e Journalizing and posting of errors 

e Types of accounts e An illustration e Trial balance use 





ANALYZING AND RECORDING PROCESS 


The accounting process identifies business transactions and events, analyzes and records their 

effects, and summarizes and presents information in reports and financial statements. These re- 

ports and statements are used for making investing, lending, and other business decisions. The 
EXHIBIT 2.1 steps in the accounting process that focus on analyzing and recording transactions and events 
are shown in Exhibit 2.1. 





The Analyzing and Recording 
Process 

































































Analyze each Record relevant Post journal Prepare and 

transaction transactions information analyze the 

and event from and events to ledger trial balance 
source documents in a journal accounts 





Explain thestepsin Business transactions and events are the starting points. Relying on source documents, the 
C1 processing transactions transactions and events are analyzed using the accounting equation to understand how they 
and the role of source affect company performance and financial position. These effects are recorded in accounting 
documents. records, informally referred to as the accounting books, or simply the books. Additional steps 
such as posting and then preparing a trial balance help summarize and classify the effects of 
transactions and events. Ultimately, the accounting process provides information in useful 

reports or financial statements to decision makers. 











Source Documents 


Source documents identify and describe transactions and events entering the accounting pro- 
cess. They are the sources of accounting information and can be in either hard copy or elec- 
tronic form. Examples are sales tickets, checks, purchase orders, bills from suppliers, employee 
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earnings records, and bank statements. To illustrate, when an item is purchased on credit, the 
seller usually prepares at least two copies of a sales invoice. One copy is given to the buyer. 
Another copy, often sent electronically, results in an entry in the seller’s information system to 
record the sale. Sellers use invoices for recording sales and for control; buyers use them for 
recording purchases and for monitoring purchasing activity. Many cash registers record infor- 
mation for each sale on a tape or electronic file locked inside the register. This record can be 
used as a source document for recording sales in the accounting records. Source documents, 
especially if obtained from outside the organization, provide objective and reliable evidence 
about transactions and events and their amounts. 





m) Decision Answer — p. 74 


Cashier Your manager requires that you, as cashier, immediately enter each sale. Recently, lunch hour 
traffic has increased and the assistant manager asks you to avoid delays by taking customers’ cash and 
making change without entering sales. The assistant manager says she will add up cash and enter sales 
after lunch. She says that, in this way, the register will always match the cash amount when the manager 
arrives at three o'clock. What do you do? W 


The Account and Its Analysis 


An account is a record of increases and decreases in a specific asset, liability, equity, revenue, 
or expense item. Information from an account is analyzed, summarized, and presented in reports 
and financial statements. The general ledger, or simply ledger, is a record containing all ac- 
counts used by a company. The ledger is often in electronic form. While most companies’ led- 
gers contain similar accounts, a company often uses one or more unique accounts because of its 
type of operations. As shown in Exhibit 2.2, accounts are classified into three general categories 
based on the accounting equation: asset, liability, or equity. 































































Asset Accounts 
= G 











Asset Accounts Assets are resources owned or controlled by a company and that have 
expected future benefits. Most accounting systems include (at a minimum) separate accounts 
for the assets described here. 

A Cash account reflects a company’s cash balance. All increases and decreases in cash are 
recorded in the Cash account. It includes money and any medium of exchange that a bank ac- 
cepts for deposit (coins, checks, money orders, and checking account balances). 

Accounts receivable are held by a seller and refer to promises of payment from customers to 
sellers. These transactions are often called credit sales or sales on account (or on credit). Accounts 
receivable are increased by credit sales and are decreased by customer payments. A company 
needs a separate record for each customer, but for now, we use the simpler practice of recording all 
increases and decreases in receivables in a single account called Accounts Receivable. 

A note receivable, or promissory note, is a written promise of another entity to pay a definite 
sum of money on a specified future date to the holder of the note. A company holding a promis- 
sory note signed by another entity has an asset that is recorded in a Note (or Notes) Receivable 
account. 

Prepaid accounts (also called prepaid expenses) are assets that represent prepayments of 
future expenses (not current expenses). When the expenses are later incurred, the amounts in 
prepaid accounts are transferred to expense accounts. Common examples of prepaid accounts 
include prepaid insurance, prepaid rent, and prepaid services (such as club memberships). 
Prepaid accounts expire with the passage of time (such as with rent) or through use (such as 
with prepaid meal tickets). When financial statements are prepared, prepaid accounts are 
adjusted so that (1) all expired and used prepaid accounts are recorded as regular expenses and 
(2) all unexpired and unused prepaid accounts are recorded as assets (reflecting future use in 
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Point: To ensure that all sales are rung 
up on the register, most sellers require 
customers to have their receipts to 
exchange or return purchased items. 





C Describe an account and 
its use in recording 
transactions. 











EXHIBIT 2.2 


Accounts Organized by the 
Accounting Equation 


Point: Customers and others who owe 
a company are called its debtors. 


Point: A college parking fee is a prepaid 
account from the student’s standpoint. At 
the beginning of the term, it represents 
an asset that entitles a student to park 
on or near campus. The benefits of 

the parking fee expire as the term 
progresses. At term-end, prepaid parking 
(asset) equals zero as it has been entirely 
recorded as parking expense. 
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Point: Prepaid accounts that apply to 
current and future periods are assets. 
These assets are adjusted at the end 
of each period to reflect only those 
amounts that have not yet expired, and 
to record as expenses those amounts 
that have expired. 


Point: Some assets are described as 
intangible because they do not have 
physical existence or their benefits are 
highly uncertain. A recent balance sheet 
for Coca-Cola Company shows 
nearly $1 billion in intangible assets. 


Point: Accounts payable are also called 
trade payables. 
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future periods). To illustrate, when an insurance fee, called a premium, is paid in advance, the 
cost is typically recorded in the asset account Prepaid Insurance. Over time, the expiring por- 
tion of the insurance cost is removed from this asset account and reported in expenses on the 
income statement. Any unexpired portion remains in Prepaid Insurance and is reported on the 
balance sheet as an asset. (An exception exists for prepaid accounts that will expire or be used 
before the end of the current accounting period when financial statements are prepared. In this 
case, the prepayments can be recorded immediately as expenses.) 

Supplies are assets until they are used. When they are used up, their costs are reported as 
expenses. The costs of unused supplies are recorded in a Supplies asset account. Supplies are 
often grouped by purpose—for example, office supplies and store supplies. Office supplies in- 
clude stationery, paper, toner, and pens. Store supplies include packaging materials, plastic and 
paper bags, gift boxes and cartons, and cleaning materials. The costs of these unused supplies 
can be recorded in an Office Supplies or a Store Supplies asset account. When supplies are used, 
their costs are transferred from the asset accounts to expense accounts. 

Equipment is an asset. When equipment is used and gets worn down, its cost is gradually 
reported as an expense (called depreciation). Equipment is often grouped by its purpose—for 
example, office equipment and store equipment. Office equipment includes computers, printers, 
desks, chairs, and shelves. Costs incurred for these items are recorded in an Office Equipment 
asset account. The Store Equipment account includes the costs of assets used in a store, such as 
counters, showcases, ladders, hoists, and cash registers. 

Buildings such as stores, offices, warehouses, and factories are assets because they provide ex- 
pected future benefits to those who control or own them. Their costs are recorded in a Buildings asset 
account. When several buildings are owned, separate accounts are sometimes kept for each of them. 

The cost of land owned by a business is recorded in a Land account. The cost of buildings 
located on the land is separately recorded in one or more building accounts. 





@ Decision 


Women Entrepreneurs The Center for Women’s Business Research reports 
that women-owned businesses, such as CitySlips, are growing and that they: 

e Total approximately 11 million and employ nearly 20 million workers. 

e Generate $2.5 trillion in annual sales and tend to embrace technology. 

e Are philanthropic—70% of owners volunteer at least once per month. 

e Are more likely funded by individual investors (73%) than venture firms (15%). E 





Liability Accounts Liabilities are claims (by creditors) against assets, which means they 
are obligations to transfer assets or provide products or services to others. Creditors are indi- 
viduals and organizations that have rights to receive payments from a company. If a company 
fails to pay its obligations, the law gives creditors a right to force the sale of that company’s as- 
sets to obtain the money to meet creditors’ claims. When assets are sold under these conditions, 
creditors are paid first, but only up to the amount of their claims. Any remaining money, the 
residual, goes to the owners of the company. Creditors often use a balance sheet to help decide 
whether to loan money to a company. A loan is less risky if the borrower’s liabilities are small 
in comparison to assets because this means there are more resources than claims on resources. 
Common liability accounts are described here. 

Accounts payable refer to oral or implied promises to pay later, which usually arise from 
purchases of merchandise. Payables can also arise from purchases of supplies, equipment, and 
services. Accounting systems keep separate records about each creditor. We describe these indi- 
vidual records in Chapter 5. 

A note payable refers to a formal promise, usually denoted by the signing of a promissory 
note, to pay a future amount. It is recorded in either a short-term Note Payable account or a 
long-term Note Payable account, depending on when it must be repaid. We explain details of 
short- and long-term classification in Chapter 3. 

Unearned revenue refers to a liability that is settled in the future when a company delivers 
its products or services. When customers pay in advance for products or services (before revenue 
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is earned), the revenue recognition principle requires that the seller consider this payment as 
unearned revenue. Examples of unearned revenue include magazine subscriptions collected in 
advance by a publisher, sales of gift certificates by stores, and season ticket sales by sports 
teams. The seller would record these in liability accounts such as Unearned Subscriptions, Un- 
earned Store Sales, and Unearned Ticket Revenue. When products and services are later deliv- 
ered, the earned portion of the unearned revenue is transferred to revenue accounts such as 
Subscription Fees, Store Sales, and Ticket Sales.! 

Accrued liabilities are amounts owed that are not yet paid. Examples are wages payable, 
taxes payable, and interest payable. These are often recorded in separate liability accounts 
by the same title. If they are not large in amount, one or more ledger accounts can be added 
and reported as a single amount on the balance sheet. (Financial statements often have 
amounts reported that are a summation of several ledger accounts.) 
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Revenue Spread The New Orleans Saints have Unearned Revenues 
of about $60 million in advance ticket sales. When the team plays its home 
games, it settles this liability to its ticket holders and then transfers the 
amount earned to Ticket Revenues. E 





Equity Accounts The owner’s claim on a company’s assets is called equity or owner’s eq- 
uity. Equity is the owner’s residual interest in the assets of a business after deducting liabilities. 
Equity is impacted by four types of accounts: owner’s capital, owner’s withdrawals, revenues, 
and expenses. We show this visually in Exhibit 2.3 by expanding the accounting equation. 




















When an owner invests in a company, the invested amount is recorded in an account titled 
Owner, Capital (where the owner’s name is inserted in place of “owner”). The account titled 
C. Taylor, Capital is used for Fastforward. Any further owner investments are recorded in this 
account. When an owner withdraws assets for personal use it decreases both company assets 
and total equity. Withdrawals are not expenses of the business; they are simply the opposite of 
owner investments. The Owner, Withdrawals account is used to record asset distributions to 
the owner. The account titled C. Taylor, Withdrawals is used for FastForward. (Owners of pro- 
prietorships cannot receive company salaries because they are not legally separate from their 
companies; and they cannot enter into company contracts with themselves.) 

Revenues and expenses also impact equity. Examples of revenue accounts are Sales, Com- 
missions Earned, Professional Fees Earned, Rent Revenue, and Interest Revenue. Revenues in- 
crease equity and result from products and services provided to customers. Examples of expense 
accounts are Advertising Expense, Store Supplies Expense, Office Salaries Expense, Office 
Supplies Expense, Rent Expense, Utilities Expense, and Insurance Expense. Expenses decrease 
equity and result from assets and services used in a company’s operations. The variety of reve- 
nues and expenses can be seen by looking at the chart of accounts that follows the index at the 


1 In practice, account titles vary. As one example, Subscription Fees is sometimes called Subscription Fees Revenue, 
Subscription Fees Earned, or Earned Subscription Fees. As another example, Rent Earned is sometimes called Rent 
Revenue, Rental Revenue, or Earned Rent Revenue. We must use good judgment when reading financial statements 
because titles can differ even within the same industry. For example, product sales are called revenue at Research In 
Motion, but net sales at Apple. Generally, the term revenues or fees is more commonly used with service businesses, 
and net sales or sales with product businesses. 
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Point: If a subscription is canceled, the 
publisher is expected to refund the 
unused portion to the subscriber. 


Point: Equity is also called net assets. 


EXHIBIT 2.3 


Expanded Accounting Equation 


Point: The Owner’s Withdrawals 
account is a contra equity account 
because it reduces the normal balance 
of equity. 


Point: The withdrawal of assets by 
the owners of a corporation is called a 
dividend. 
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back of this book. (Different companies sometimes use different account titles than those in this 
book’s chart of accounts. For example, some might use Interest Revenue instead of Interest 
Earned, or Rental Expense instead of Rent Expense. It is important only that an account title 
describe the item it represents.) 
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Sporting Accounts The Los Angeles Lakers and the other NBA 
teams have the following major revenue and expense accounts: 


Revenues Expenses 
Basketball ticket sales Team salaries 

TV & radio broadcast fees Game costs 
Advertising revenues NBA franchise costs 
Basketball playoff receipts Promotional costs E 





ANALYZING AND PROCESSING TRANSACTIONS 








C Describe a ledger and a 
chart of accounts. 











EXHIBIT 2.4 


Partial Chart of Accounts 
for FastForward 


This section explains several tools and processes that comprise an accounting system. These in- 
clude a ledger, T-account, debits and credits, double-entry accounting, journalizing, and posting. 


Ledger and Chart of Accounts 


The collection of all accounts and their balances for an information system is called a ledger (or 
general ledger). If accounts are in files on a hard drive, the sum of those files is the ledger. If the 
accounts are pages in a file, that file is the ledger. A company’s size and diversity of operations 
affect the number of accounts needed. A small company can get by with as few as 20 or 30 ac- 
counts; a large company can require several thousand. The chart of accounts is a list of all 
ledger accounts and includes an identification number assigned to each account. A small busi- 
ness might use the following numbering system for its accounts: 


101-199 Asset accounts 
201-299 Liability accounts 
301-399 Equity accounts 


401-499 Revenue accounts 
501-699 Expense accounts 





These numbers provide a three-digit code that is useful in recordkeeping. In this case, the first 
digit assigned to asset accounts is a 1, the first digit assigned to liability accounts is a 2, and so 
on. The second and third digits relate to the accounts’ subcategories. Exhibit 2.4 shows a partial 
chart of accounts for FastForward, the focus company of Chapter 1. (Please review the more 
complete chart of accounts that follows the index at the back of this book.) 


Acct.No. Account Name Acct.No. Account Name Acct.No. Account Name 


101 Cash 236 Unearned consulting 622 Salaries expense 
106 Accounts receivable (REXEL 637 Insurance expense 
126 Supplies 30! C. Taylor, Capital 640 Rent expense 

128 Prepaid insurance 302 C. Taylor, Withdrawals 652 Supplies expense 
167 Equipment 403 Consulting revenue 690 Utilities expense 


201 Accounts payable 406 Rental revenue 
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Debits and Credits 


A T-account represents a ledger account and is a tool used to understand the effects of one 
or more transactions. Its name comes from its shape like the letter T. The layout of a T-account, 
shown in Exhibit 2.5, is (1) the account title on top, (2) a left, or debit side, and (3) a right, or 
credit, side. 

The left side of an account is called the 
debit side, often abbreviated Dr. The right side 
is called the credit side, abbreviated Cr.? To 
enter amounts on the left side of an account is 
to debit the account. To enter amounts on the 
right side is to credit the account. Do not make the error of thinking that the terms debit and 
credit mean increase or decrease. Whether a debit or a credit is an increase or decrease depends 
on the account. For an account where a debit is an increase, the credit is a decrease; for an 
account where a debit is a decrease, the credit is an increase. The difference between total debits 
and total credits for an account, including any beginning balance, is the account balance. When 
the sum of debits exceeds the sum of credits, the account has a debit balance. It has a credit 
balance when the sum of credits exceeds the sum of debits. When the sum of debits equals the 
sum of credits, the account has a zero balance. 


Account Title 





(Left side) 
Debit 


(Right side) 
Credit 


Double-Entry Accounting 


Double-entry accounting requires that for each transaction: 


e At least two accounts are involved, with at least one debit and one credit. 
e The total amount debited must equal the total amount credited. 
@ The accounting equation must not be violated. 


This means the sum of the debits for all entries must equal the sum of the credits for all entries, and 
the sum of debit account balances in the ledger must equal the sum of credit account balances. 
The system for recording debits and credits follows from the usual accounting equation—see 
Exhibit 2.6. Two points are important here. First, like any simple mathematical relation, net 
increases or decreases on one side have equal net effects on the other side. For example, a net 
increase in assets must be accompanied by an identical net increase on the liabilities and equity 


Assets = Liabilities + Equity 





Debit for | Credit for 


Debit for | Credit for Debit for | Credit for 
increases | decreases decreases | increases decreases increases 


side. Recall that some transactions affect only one side of the equation, meaning that two or 
more accounts on one side are affected, but their net effect on this one side is zero. Second, the 
left side is the normal balance side for assets, and the right side is the normal balance side for 
liabilities and equity. This matches their layout in the accounting equation where assets are on 
the left side of this equation, and liabilities and equity are on the right. 

Recall that equity increases from revenues and owner investments and it decreases from ex- 
penses and owner withdrawals. These important equity relations are conveyed by expanding the 
accounting equation to include debits and credits in double-entry form as shown in Exhibit 2.7. 

Increases (credits) to owner’s capital and revenues increase equity; increases (debits) to with- 
drawals and expenses decrease equity. The normal balance of each account (asset, liability, 
capital, withdrawals, revenue, or expense) refers to the left or right (debit or credit) side where 


2 These abbreviations are remnants of 18th-century English recordkeeping practices where the terms debitor and 
creditor were used instead of debit and credit. The abbreviations use the first and last letters of these terms, just as we 
still do for Saint (St.) and Doctor (Dr.). 
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C Define debits and credits 
and explain double-entry 
accounting. 











EXHIBIT 2.5 
The FAccount 


Point: Think of debit and credit as 
accounting directions for left and right. 


equal total 


credits for 





EXHIBIT 2.6 


Debits and Credits in the 
Accounting Equation 


Point: Debits and credits do not 
mean favorable or unfavorable.A debit 
to an asset increases it,as does a debit 
to an expense. A credit to a liability 
increases it, as does a credit to a 
revenue. 
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EXHIBIT 2.7 
Debit and Credit Effects for Equity 
Component Accounts | | 
Assets = Liabilities + Expenses 
Dr. for Cr. for Dr. for Cr. for Dr. for Cr. for 
increases | decreases decreases|| increases decreases | increases increases |} decreases 
+|- - |+ -— + +|- 
Normal Normal Normal Normal 
increases are recorded. Understanding these diagrams and rules is required to prepare, analyze, 
and interpret financial statements. 
The T-account for FastForward’s Cash account, reflecting its first 11 transactions (from 
Exhibit 1.9), is shown in Exhibit 2.8. The total increases in its Cash account are $36,100, the 
total decreases are $31,300, and the account’s debit balance is $4,800. (We illustrate use of 
T-accounts later in this chapter.) 
EXHIBIT 2.8 aan 
oleate the Balance for Receive investment by owner 30,000 Purchase of supplies 2,500 
a Consulting services revenue earned 4,200 Purchase of equipment 26,000 
Collection of account receivable 1,900 Payment of rent 1,000 
Payment of salary 700 
Payment of account payable 900 
Point: The ending balance is on the Withdrawal by owner 200 
side with the larger dollar amount. Also, 
a plus (+) and minus (—) are not used in Balance 4.800 
a T-account. 4 





P Record transactions in a 
journal and post entries 
to a ledger. 














Quick Check [ví 


Answers — p. 75 


1. Identify examples of accounting source documents. 


2. Explain the importance of source documents. 

3. Identify each of the following as either an asset, a liability, or equity: (a) Prepaid Rent, 
(b) Unearned Fees, (c) Building, (d) Wages Payable, and (e) Office Supplies. 

4. What is an account? What is a ledger? 

5. What determines the number and types of accounts a company uses? 

6. Does debit always mean increase and credit always mean decrease? 

7. Describe a chart of accounts. 


Journalizing and Posting Transactions 


Processing transactions is a crucial part of accounting. The four usual steps of this process 
are depicted in Exhibit 2.9. Steps 1 and 2—involving transaction analysis and the accounting 
equation—were introduced in prior sections. This section extends that discussion and focuses 
on steps 3 and 4 of the accounting process. Step 3 is to record each transaction chronologically 
in a journal. A journal gives a complete record of each transaction in one place. It also shows 
debits and credits for each transaction. The process of recording transactions in a journal is 
called journalizing. Step 4 is to transfer (or post) entries from the journal to the ledger. The 
process of transferring journal entry information to the ledger is called posting. 


journalizing Transactions The process of journalizing transactions requires an under- 
standing of a journal. While companies can use various journals, every company uses a general 
journal. It can be used to record any transaction and includes the following information about 
each transaction: (a) date of transaction, (©) titles of affected accounts, () dollar amount of each 
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Step 1: Identify transactions and 
source documents. 


Step 2: Analyze transactions using the 
accounting equation. 














30,000) 


Deposit 


























Step 3: Record journal entry. 


General Journal 
Dec. 1| Cash 30,000 
Taylor, Capital 














30,000 








Dec. 2| Supplies 
Cash 2,500 


OO a eS —eeEE 


2,500 























debit and credit, and © explanation of the transaction. Exhibit 2.10 shows how the first two trans- 
actions of FastForward are recorded in a general journal. This process is similar for manual and 
computerized systems. Computerized journals are often designed to look like a manual journal 
page, and also include error-checking routines that ensure debits equal credits for each entry. 
Shortcuts allow recordkeepers to select account names and numbers from pull-down menus. 


General Journal Entry 5 [el 


File Edit GoTo Window Help 
T 2&2 & B8-& K& B B db B 
Journal Entry 0] 


Date Account Titles and Explanation 


2011@) 


Dec.1 | e 


[E cTor caia | 


Debit 





30,000 4 
| J 


Receive investment by owner. @) 


| | | | 
Dec. 2 Supplies 2,500 
| 


Ta’ a l 
| 


Purchase supplies for cash. 

















To record entries in a general journal, apply these steps; refer to the entries in Exhibit 2.10 when 
reviewing these steps. (1) Date the transaction: Enter the year at the top of the first column and the 
month and day on the first line of each journal entry. (2) Enter titles of accounts debited and then 
enter amounts in the Debit column on the same line. Account titles are taken from the chart of ac- 
counts and are aligned with the left margin of the Account Titles and Explanation column. 
(3) Enter titles of accounts credited and then enter amounts in the Credit column on the same line. 
Account titles are from the chart of accounts and are indented from the left margin of the Account 
Titles and Explanation column to distinguish them from debited accounts. (4) Enter a brief explana- 
tion of the transaction on the line below the entry (it often references a source document). This ex- 
planation is indented about half as far as the credited account titles to avoid confusing it with 
accounts, and it is italicized. 


@ IFRS 


IFRS requires that companies report the following four basic financial statements with explanatory notes: 





e Balance sheet e Statement of changes in equity (or statement of recognized revenue and expense) 


e Income statement e Statement of cash flows 


IFRS does not prescribe specific formats; and comparative information is required for the preceding period only. W 
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EXHIBIT 2.9 


Steps in Processing Transactions 


Step 4: Post entry to ledger. 


EXHIBIT 2.10 


Partial General Journal for 
FastForward 


Point: There are no exact rules for 
writing journal entry explanations. 
An explanation should be short yet 
describe why an entry is made. 
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EXHIBIT 2.11 


Cash Account in Balance 
Column Format 


Point: Explanations are typically 
included in ledger accounts only for 
unusual transactions or events. 


EXHIBIT 2.12 
Posting an Entry to the Ledger 


Point: The fundamental concepts of a 
manual (pencil-and-paper) system are 
identical to those of a computerized 
information system. 
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A blank line is left between each journal entry for clarity. When a transaction is first re- 
corded, the posting reference (PR) column is left blank (in a manual system). Later, when 
posting entries to the ledger, the identification numbers of the individual ledger accounts are 
entered in the PR column. 


Balance Column Account T-accounts are simple and direct means to show how the 
accounting process works. However, actual accounting systems need more structure and there- 
fore use balance column accounts, such as that in Exhibit 2.11. 





Account No. 101| 





Explanation 


2011 
Dec. 1 G1 30,000 








Dec. 2 | 3 | 27,500 _ 
De. 3| = ==[ ai} [| 26,000 1,500 
D I | | A ras] | | 5 ) | 


The balance column account format is similar to a T-account in having columns for debits 
and credits. It is different in including transaction date and explanation columns. It also has a 
column with the balance of the account after each entry is recorded. To illustrate, FastForward’s 
Cash account in Exhibit 2.11 is debited on December 1 for the $30,000 owner investment, yield- 
ing a $30,000 debit balance. The account is credited on December 2 for $2,500, yielding a 
$27,500 debit balance. On December 3, it is credited again, this time for $26,000, and its debit 
balance is reduced to $1,500. The Cash account is debited for $4,200 on December 10, and its 
debit balance increases to $5,700; and so on. 

The heading of the Balance column does not show whether it is a debit or credit balance. In- 
stead, an account is assumed to have a normal balance. Unusual events can sometimes temporarily 
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Fae EŠ Lists Manan Tass Ansiyss Options Reports i Forms Services Window Hib 


acom Sc -12x 
File Edit GoTo Window Help e 


& à 









S'i & B & w g 





Journal Entry AE 









Dete:|Dec 1, 2011 [=] Reference[ E Reverse Transaction 








G: Capital 
Receive investment by owner. 


CEELI - - 
o LEA 202A e GAA Ag 

rr 
Cash Account no. 101 


[bate | explanation [Pr | Deut | creat | Balance | 
SSS e| | =, ee eee 


C. Taylor, Capital Account no. 301 


11 















Key: © Identify debit account in Ledger: enter date, journal page, amount, and balance. 
© Enter the debit account number from the Ledger in the PR column of the journal. 
© Identify credit account in Ledger: enter date, journal page, amount, and balance. 
© Enter the credit account number from the Ledger in the PR column of the journal. 
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give an account an abnormal balance. An abnormal balance refers to a balance on the side where 
decreases are recorded. For example, a customer might mistakenly overpay a bill. This gives that 
customer’s account receivable an abnormal (credit) balance. An abnormal balance is often identi- 
fied by circling it or by entering it in red or some other unusual color. A zero balance for an ac- 
count is usually shown by writing zeros or a dash in the Balance column to avoid confusion 
between a zero balance and one omitted in error. 


Posting Journal Entries Step 4 of processing transactions is to post journal entries to 
ledger accounts (see Exhibit 2.9). To ensure that the ledger is up-to-date, entries are posted as 
soon as possible. This might be daily, weekly, or when time permits. All entries must be posted 
to the ledger before financial statements are prepared to ensure that account balances are up-to- 
date. When entries are posted to the ledger, the debits in journal entries are transferred into 
ledger accounts as debits, and credits are transferred into ledger accounts as credits. Exhibit 
2.12 shows the four steps to post a journal entry. First, identify the ledger account that is deb- 
ited in the entry; then, in the ledger, enter the entry date, the journal and page in its PR column, 
the debit amount, and the new balance of the ledger account. (The letter G shows it came from 
the General Journal.) Second, enter the ledger account number in the PR column of the journal. 
Steps 3 and 4 repeat the first two steps for credit entries and amounts. The posting process 
creates a link between the ledger and the journal entry. This link is a useful cross- 
reference for tracing an amount from one record to another. 


Analyzing Transactions — An Illustration 


We return to the activities of Fastforward to show how double-entry accounting is useful in analyz- 
ing and processing transactions. Analysis of each transaction follows the four steps of Exhibit 2.9. 


Step 1| Identify the transaction and any source documents. 








Step 2| Analyze the transaction using the accounting equation. 








Step 3 | Record the transaction in journal entry form applying double-entry accounting. 











Step 4| Post the entry (for simplicity, we use T-accounts to represent ledger accounts). 





Study each transaction thoroughly before proceeding to the next. The first 11 transactions are 
from Chapter 1, and we analyze five additional December transactions of FastForward (num- 
bered 12 through 16) that were omitted earlier. 


I. Receive investment by Owner 








1|IDENTIFY FastForward receives $30,000 cash from Chas 4|Post 


Taylor as an owner contribution. 
2|ANALYZE | Assets abilities + Equity —>(I) 30,000 


2. Purchase Supplies for Cash 





























(1) 30,000 
































Post 












1jIpENTIFY FastForward pays $2,500 cash for supplies. 











2| ANALYZE 





—>(2) 2,500 





Changes the composition of assets but not the total. 
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Point: Computerized systems often 
provide a code beside a balance such 

as dr. or cr. to identify its balance. Posting is 
automatic and immediate with accounting 
software. 


Point: A journal is often referred to 
as the book of original entry. The ledger 
is referred to as the book of final entry 
because financial statements are pre- 
pared from it. 





A Analyze the impact of 
transactions on accounts 
and financial statements. 











FASB ward 
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Point: Salary usually refers to 
compensation for an employee who 
receives a fixed amount for a given 
time period, whereas wages usually 
refers to compensation based on 
time worked. 
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3. Purchase Equipment for Cash 





1|IDENTIFY FastForward pays $26,000 cash for equipment. 















































2 | ANALYZE 
—>(3) 26,000 
Changes the composition of assets but not the total. 
or (1) 30,000 | (2) 2,500 
(3) 26,000 
4. Purchase Supplies on Credit 
I]IpentTIFy FastForward purchases $7,100 of supplies on 4| Post 
credit from a supplier. 
2 | ANALYZE (2) 2300 
—>(4) 7,100 


5. Provide Services for Cash 





1 |IDENTIFY FastForward provides consulting services and 
immediately collects $4,200 cash. 














2 | ANALYZE 








3|RECORD 











6. Payment of Expense in Cash 








1|IpenTiFy FastForward pays $1,000 cash for December rent. 











2| ANALYZE 











3| RECORD 








7. Payment of Expense in Cash 





1|IDENTIFY FastForward pays $700 cash for employee salary. 























| 


4 

















4|Post 



































Post 





(1) 
(5) 








30,000 
4,200 





(2) 2,500 
(3) 26,000 


(5) 4,200 





Post 





(6) 


(1) 
(5) 





1,000 


30,000 
4,200 











(2) 2,500 
(3) 26,000 
(6) 1,000 





Post 


2| ANALYZE 
r—>(7) 
(5) 





700 


30,000 
4,200 





| 


(2) 2,500 
(3) 26,000 
(6) 1,000 


(7) 700 
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8. Provide Consulting and Rental Services on Credit 

















1| IDENTIFY FastForward provides consulting services of 
$1,600 and rents its test facilities for $300. The 
customer is billed $1,900 for these services. 


Post 






6l 


| 




































































-—>(8) 1,900 
Gii Consulting Revenue _ 403 
(5) 4,200 
(8) ai 
RECORD | RentalRevenue 406 Point: Transaction 8 is a compound 
journal entry, which affects three or 
(8) ai more accounts. 
9. Receipt of Cash on Account 
I|IpenTIFY FastForward receives $1,900 cash from the client 4|Post ; Pee 
billed in tr tion 8 Point: The revenue recognition principle 
me ansacuon 2: requires revenue to be recognized when 
(1) 30,000 | (2) 2,500 earned, which is when the company 
2| ANALYZE (5) 4,200 | (3) 26.000 provides products and services to a 
4 i customer. This is not necessarily the 
-—>(9) 1,900 | (6) 1,000 same time that the customer pays. A 
(7) 700 customer can pay before or after 
products or services are provided. 
(8) 1,900 | (9) 1,900 











10. Partial Payment of Accounts Payable 




















1|IbENTIFY FastForward pays CalTech Supply $900 cash s Post 
toward the payable of transaction 4. 
ee Se men f= a = 
(1) 30,000 | (2) 2,500 
(9) 1,900 | (6) 1,000 
(7) 700 
(10) 900 


Il. Withdrawal of Cash by Owner 





U| 














RECORD 


IDENTIFY Chas Taylor withdraws $200 cash from 
FastForward for personal use. 


ANALYZE 














Post 


Color Withrawals_302 


200 


>(I) 





(1) 30,000 | (2) 2,500 
(5) 4,200 | (3) 26,000 
(9) 1,900 | (6) 1,000 
(7) 700 
(10) 900 
(11) 200 
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Points Luca Pacioli,a | 5th-century 
monk, is considered a pioneer in 
accounting and the first to devise 
double-entry accounting. 
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12. Receipt of Cash for Future Services 


[1|IbentTIFY FastForward receives $3,000 cash in advance of 
providing consulting services to a customer. 





[2] ANALYZE 


[3] RECORD 








Accepting $3,000 cash obligates FastForward 
to perform future services and is a liability. No 
revenue is earned until services are provided. 





13. Pay Cash for Future Insurance Coverage 





[1] IDENTIFY 


[2] ANALYZE 





[3] RECORD 





FastForward pays $2,400 cash (insurance premium) 
for a 24-month insurance policy. Coverage begins 
on December 1. 





Changes the composition of assets from cash to 
prepaid insurance. Expense is incurred as insur- 
ance coverage expires. 








(1) 
(5) 
(9) 


p—>(12) 





30,000 
4,200 
1,900 
3,000 








; Post 


(2) 2,500 
(3) 26,000 
(6) 1,000 
(7) 700 
(10) 900 
(11) 200 
(12) 3,000 








—> (13) 


2,400 





(1) 
(>) 
(9) 
(12) 





30,000 
4,200 
1,900 
3,000 


(2) 2,500 
(3) 26,000 
(6) 1,000 
(7) 700 
(10) 900 
(I) 200 
(13) 2,400 





14. Purchase Supplies for Cash 


[1] IDENTIFY 





[2] ANALYZE 


[3] RECORD 





FastForward pays $120 cash for supplies. 





; Post 


(2) 
(4) 


-—> (14) 


2,500 
7,100 
120 


(1) 30,000 
(5) 4,200 
(9) 1,900 
(12) 3,000 





(2) 2,500 
(3) 26,000 
(6) 1,000 
(7) 700 
(10) 900 
(I) 200 
(13) 2,400 
(14) 120 
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15. Payment of Expense in Cash 





















































1|IpENTIFY FastForward pays $230 cash for December utili- 4|Post 
ties expense. 
2 | ANALYZE p si 
— Ch to 
(1) 30,000 | (2) 2,500 
(5) 4,200 | (3) 26,000 
(12) 3,000 | (7) 700 
(10) 900 
(11) 200 
(13) 2,400 
(14) 120 
(15) 230 





16. Payment of Expense in Cash 





1|IDENTIFY FastForward pays $700 cash in employee salary 
for work performed in the latter part of December. 






































B Re . ° 
(16) 700 
(5) 4,200 | (3) 26,000 
(9) 1,900 | (6) 1,000 
(12) 3,000 | (7) 700 
(10) 900 
(11) 200 
(13) 2,400 
(14) 120 
(15) 230 
(16) 700 











Accounting Equation Analysis 


Exhibit 2.13 shows the ledger accounts (in T-account form) of FastForward after all 16 transac- 
tions are recorded and posted and the balances computed. The accounts are grouped into three 
major columns corresponding to the accounting equation: assets, liabilities, and equity. Note 
several important points. First, as with each transaction, the totals for the three columns must 
obey the accounting equation. Specifically, assets equal $42,470 ($4,350 + $0 + $9,720 + 
$2,400 + $26,000); liabilities equal $9,200 ($6,200 + $3,000); and equity equals $33,270 
($30,000 — $200 + $5,800 + $300 — $1,400 — $1,000 — $230). These numbers prove the ac- 
counting equation: Assets of $42,470 = Liabilities of $9,200 + Equity of $33,270. Second, the 
capital, withdrawals, revenue, and expense accounts reflect the transactions that change equity. 
These account categories underlie the statement of owner’s equity. Third, the revenue and ex- 
pense account balances will be summarized and reported in the income statement. Fourth, in- 
creases and decreases in the cash account make up the elements reported in the statement of 
cash flows. 
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Point: We could merge transactions 
15 and 16 into one compound entry. 


Debit and Credit Rules 


Accounts 


Increase 
(normal bal.) 


Decrease 





Revenue .......... 


Expense jariesca ests 


Credit 
Debit 
Debit 
Credit 
Debit 
Credit 


Point: Technology does not provide 
the judgment required to analyze most 
business transactions. Analysis requires 
the expertise of skilled and ethical 


professionals. 
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EXHIBIT 2.13 


Ledger for FastForward (in Account Form) 




































(1) 30,000 | (2) 2,500 (10) 900 | (4) 7,100 (1) 30,000 
(5) 4,200 | (3) 26,000 | Balance 6,200 
(9) 1,900 | (6) 1,000 
(12) 3,000 | (7) 700 ; ) 
tp) aoe (12) 3,000 
(I) 200 
(13) 2,400 Consulting Revenue 403 
(14) 120 (5) 4,200 
(15) 230 (8) 1,600 
(16) 700 Balance 5,800 
Balance 4,350 
(8) 300 
(8) 1,900 | (9) 1,900 
Balance 0 
(7) 700 
Supplies 126 (16) 700 
(2) 2,500 Balance 1,400 
(4) 7,100 
(14) 120 
Balance 9,720 











(13) 2,400 


(15) 230 


Accounts in this white area reflect those 


(3) 26,000 


reported on the income statement. 





Quick Check Answers — p. 75 [ví 


8. What types of transactions increase equity? What types decrease equity? 
9. Why are accounting systems called double-entry? 

10. For each transaction, double-entry accounting requires which of the following? (a) Debits 
to asset accounts must create credits to liability or equity accounts, (b) a debit to a liability 
account must create a credit to an asset account, or (c) total debits must equal total 
credits. 

11. An owner invests $15,000 cash along with equipment having a market value of $23,000 in a 
company. Prepare the necessary journal entry. 


12. Explain what a compound journal entry is. 


13. Why are posting reference numbers entered in the journal when entries are posted to ledger 
accounts? 
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TRIAL BALANCE 


Double-entry accounting requires the sum of debit account balances to equal the sum of credit 
account balances. A trial balance is used to confirm this. A trial balance is a list of accounts and 
their balances at a point in time. Account balances are reported in their appropriate debit or 
credit columns of a trial balance. A trial balance can be used to confirm this and to follow up on 
any abnormal or unusual balances. Exhibit 2.14 shows the trial balance for FastForward after its 
16 entries have been posted to the ledger. (This is an unadjusted trial balance—Chapter 3 ex- 
plains the necessary adjustments.) 
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asks Analyss Options Reports & Forms Services Window Helo 


FASTFORWARD |. || Xx} 
Trial Balance 


December 31, 2011 


Debit Credit 





Cash 

Accounts receivable 0 

Supplies 9,720 

Prepaid insurance 2,400 

Equipment 26,000 

Accounts payable $ 6,200 
Unearned consulting revenue 3,000 
C. Taylor, Capital 30,000 
C. Taylor, Withdrawals 200 

Consulting revenue 5,800 
Rental revenue 300 
Salaries expense 1,400 

Rent expense 1,000 

Utilities expense 230 

Totals $ 45,300 $ 45,300 














Preparing a Trial Balance 


Preparing a trial balance involves three steps: 


1. List each account title and its amount (from ledger) in the trial balance. If an account has 
a zero balance, list it with a zero in its normal balance column (or omit it entirely). 


2. Compute the total of debit balances and the total of credit balances. 
3. Verify (prove) total debit balances equal total credit balances. 


The total of debit balances equals the total of credit balances for the trial balance in Exhibit 
2.14. Equality of these two totals does not guarantee that no errors were made. For example, the 
column totals still will be equal when a debit or credit of a correct amount is made to a wrong 
account. Another error that does not cause unequal column totals occurs when equal debits and 
credits of an incorrect amount are entered. 


Searching for and Correcting Errors If the trial balance does not balance (when 
its columns are not equal), the error (or errors) must be found and corrected. An efficient 


EXHIBIT 2.14 


Trial Balance (Unadjusted) 


Point: The ordering of accounts in 
a trial balance typically follows their 

identification number from the chart 
of accounts. 





P Prepare and explain the 
use of a trial balance. 











Point: A trial balance is not a financial 
statement but a mechanism for checking 
equality of debits and credits in the 
ledger. Financial statements do not 

have debit and credit columns. 
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Example: If a credit to Unearned 
Revenue was incorrectly posted from 
the journal as a credit to the Revenue 
ledger account, would the ledger still 
balance? Would the financial statements 
be correct? Answers: The ledger would 
balance, but liabilities would be under- 
stated, equity would be overstated, and 
income would be overstated (all because 
of overstated revenues). 


Point: The IRS requires companies to 
keep records that can be audited. 





P Prepare financial 
statements from business 
transactions. 











EXHIBIT 2.15 


Links between Financial 
Statements across Time 
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way to search for an error is to check the journalizing, posting, and trial balance preparation 
in reverse order. Step 1 is to verify that the trial balance columns are correctly added. If step 1 
fails to find the error, step 2 is to verify that account balances are accurately entered from 
the ledger. Step 3 is to see whether a debit (or credit) balance is mistakenly listed in the trial 
balance as a credit (or debit). A clue to this error is when the difference between total debits 
and total credits equals twice the amount of the incorrect account balance. If the error is still 
undiscovered, Step 4 is to recompute each account balance in the ledger. Step 5 is to verify 
that each journal entry is properly posted. Step 6 is to verify that the original journal entry 
has equal debits and credits. At this point, the errors should be uncovered.? 

If an error in a journal entry is discovered before the error is posted, it can be corrected in a 
manual system by drawing a line through the incorrect information. The correct information is 
written above it to create a record of change for the auditor. Many computerized systems allow 
the operator to replace the incorrect information directly. 

If an error in a journal entry is not discovered until after it is posted, we do not strike 
through both erroneous entries in the journal and ledger. Instead, we correct this error by cre- 
ating a correcting entry that removes the amount from the wrong account and records it to the 
correct account. As an example, suppose a $100 purchase of supplies is journalized with an 
incorrect debit to Equipment, and then this incorrect entry is posted to the ledger. The Sup- 
plies ledger account balance is understated by $100, and the Equipment ledger account bal- 
ance is overstated by $100. The correcting entry is: debit Supplies and credit Equipment (both 
for $100). 


Using aTrial Balance to Prepare Financial Statements 


This section shows how to prepare financial statements from the trial balance in Exhibit 2.14 and 
from information on the December transactions of FastForward. These statements differ from 
those in Chapter 1 because of several additional transactions. These statements are also more 
precisely called unadjusted statements because we need to make some further accounting adjust- 
ments (described in Chapter 3). 

How financial statements are linked 
in time is illustrated in Exhibit 2.15. A 
balance sheet reports on an organiza- 
tion’s financial position at a point in time. 
The income statement, statement of 
owner’s equity, and statement of cash 
flows report on financial performance 








Income 
statement 


4 











| | Statement | 
of 
owner’s 





| Beginning 
balance 
sheet 


Ending 
balance 
sheet 






equity } over a period of time. The three state- 

a ments in the middle column of Exhibit 

| | Statement 2.15 link balance sheets from the begin- 
See ning to the end of a reporting period. 


A They explain how financial position 
changes from one point to another. 
Preparers and users (including regu- 
latory agencies) determine the length 
of the reporting period. A one-year, or 


C EESEEESESEESESEEEESSEEESEEEEE J 


3 Transposition occurs when two digits are switched, or transposed, within a number. If transposition is the only error, 
it yields a difference between the two trial balance totals that is evenly divisible by 9. For example, assume that a $691 
debit in an entry is incorrectly posted to the ledger as $619. Total credits in the trial balance are then larger than total 
debits by $72 ($691 — $619). The $72 error is evenly divisible by 9 (72/9 = 8). The first digit of the quotient (in our 
example it is 8) equals the difference between the digits of the two transposed numbers (the 9 and the 1). The number 
of digits in the quotient also tells the location of the transposition, starting from the right. The quotient in our example 
had only one digit (8), so it tells us the transposition is in the first digit. Consider another example where a transposi- 
tion error involves posting $961 instead of the correct $691. The difference in these numbers is $270, and its quotient 
is 30 (270/9). The quotient has two digits, so it tells us to check the second digit from the right for a transposition of 
two numbers that have a difference of 3. 
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annual, reporting period is common, as are semiannual, quarterly, and monthly periods. The 
one-year reporting period is known as the accounting, or fiscal, year. Businesses whose 
accounting year begins on January 1 and ends on December 31 are known as calendar-year 
companies. Many companies choose a fiscal year ending on a date other than December 31. 
Research In Motion is a noncalendar-year company as reflected in the headings of its 
February 27 year-end financial statements in Appendix A near the end of the book. 


Income Statement An income statement reports the revenues earned less the expenses 
incurred by a business over a period of time. FastForward’s income statement for December is 
shown at the top of Exhibit 2.16. Information about revenues and expenses is conveniently taken 
from the trial balance in Exhibit 2.14. Net income of $3,470 is reported at the bottom of the 
statement. Owner investments and withdrawals are not part of income. 


Statement of Owner’s Equity The statement of owner’s equity reports information 
about how equity changes over the reporting period. FastForward’s statement of owner’s equity 
is the second report in Exhibit 2.16. It shows the $30,000 owner investment, the $3,470 of net 
income, the $200 withdrawal, and the $33,270 end-of-period (capital) balance. (The beginning 


FASTFORWARD 


Income Statement 
For Month Ended December 31, 201 1 











Revenues 
Consulting revenue ($4,200 + $1,600)......... $ 5,800 
Rentalirévenue! soena ene cit cra a nuenntes 300 
Wotall PAVEHUES. oen BalwAale eee ew Rew hae Sn $ 6,100 
Expenses 
RENE EXPENSE anniaiai earn recent 1,000 
Salariessexpensemr ers mces yin een ners 1,400 
Wrilitiesiexpensehrnte rt et ter rrr 230 
Motallexpenses a EEE tt E 2,630 
Net INCOME a eina o An E nome when $ 3,470 





FASTFORWARD 


Statement of Owner’s Equity 
For Month Ended December 31,2011 














C.Taylor, Capital, December 1,2011 ............. $ 0 
Plus: Investments by owner .................-- $30,000 o 

Netincome? s Aar aE A AA E a emcee 3,470 33,470 

33,470 

Less: Withdrawals by owner ...............--- 200 

C. Taylor, Capital, December 31,2011 ............ $33,270 





FASTFORWARD 


Balance Sheet 
December 31, 2011 








Assets Liabilities 
ASIN A Aea $ 4,350 Accounts payable ........ $ 6,200 
Supplies .......... 9,720 Unearned revenue ....... 3,000 
Prepaid insurance . . 2,400 Total liabilities ........... 9,200 
Equipment ....... 26,000 Equity 
C.Taylor, Capital ......... 33,270 
Total assets ....... $42,470 Total liabilities and equity . . $ 42,470 
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Point: A statement’s heading lists the 
3 W's: Who—name of organization, 
What—name of statement, When— 
statement’s point in time or period of 
time. 


EXHIBIT 2.16 


Financial Statements and 
Their Links 


Point: Arrow lines show how the 
statements are linked. 


Point: To foot a column of numbers is 
to add them. 


68 


Point: An income statement is also 
called an earnings statement, a statement 
of operations, or a P&L (profit and loss) 
statement. A balance sheet is also called 
a statement of financial position. 


Point: While revenues increase equity, 
and expenses decrease equity, the 
amounts are not reported in detail in 
the statement of owner’s equity. Instead, 
their effects are reflected through net 
income. 


Point: Knowing how financial 
statements are prepared improves 
our analysis of them. 


off the mark .com by mark Parisi 
COULD ou PLEASE STOP TOUCHING 
THINGS FOR ONE MOMENT ?/ 
T CANT KEEP UP! 
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balance in the statement of owner’s equity is rarely zero; an exception is for the first period of 
operations. The beginning capital balance in January 2012 is $33,270, which is December’s 
ending balance.) 


Balance Sheet The balance sheet reports the financial position of a company at a point in 
time, usually at the end of a month, quarter, or year. FastForward’s balance sheet is the third 
report in Exhibit 2.16. This statement refers to financial condition at the close of business on 
December 31. The left side of the balance sheet lists its assets: cash, supplies, prepaid insur- 
ance, and equipment. The upper right side of the balance sheet shows that it owes $6,200 to 
creditors and $3,000 in services to customers who paid in advance. The equity section shows 
an ending balance of $33,270. Note the link between the ending balance of the statement of 
owner’s equity and the capital balance. (Recall that this presentation of the balance sheet 
is called the account form: assets on the left and liabilities and equity on the right. Another 
presentation is the report form: assets on top, followed by liabilities and then equity. Either 
presentation is acceptable.) 


O Decision Answer — p. 74 





Entrepreneur You open a wholesale business selling entertainment equipment to retail outlets. You 
find that most of your customers demand to buy on credit. How can you use the balance sheets of these 
customers to decide which ones to extend credit to? W 


Presentation Issues Dollar signs are not used in journals and ledgers. They do appear in 
financial statements and other reports such as trial balances. The usual practice is to put dollar 
signs beside only the first and last numbers in a column. Research In Motion’s financial state- 
ments in Appendix A show this. When amounts are entered in a journal, ledger, or trial balance, 
commas are optional to indicate thousands, millions, and so forth. However, commas are always 
used in financial statements. Companies also commonly round amounts in reports to the nearest 
dollar, or even to a higher level. Research In Motion is typical of many companies in that it 
rounds its financial statement amounts to the nearest thousand or million. This decision is based 
on the perceived impact of rounding for users’ business decisions. 





Quick Check Answers — p. 75 [ví 


14. Where are dollar signs typically entered in financial statements? 


15. If a $4,000 debit to Equipment in a journal entry is incorrectly posted to the ledger as a 
$4,000 credit, and the ledger account has a resulting debit balance of $20,000, what is the 
effect of this error on the Trial Balance column totals? 


16. Describe the link between the income statement and the statement of owner's equity. 
17. Explain the link between the balance sheet and the statement of owner's equity. 

18. Define and describe revenues and expenses. 

19. Define and describe assets, liabilities, and equity. 





Financial accounting according to U.S. GAAP is similar, but not identical, to IFRS. This section discusses 
differences in analyzing and recording transactions, and with the preparation of financial statements. 


Analyzing and Recording Transactions Both U.S. GAAP and IFRS include broad and similar 
guidance for financial accounting. As the FASB and IASB work toward a common conceptual framework 
over the next few years, even those differences will fade. Further, both U.S. GAAP and IFRS apply transaction 
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analysis and recording as shown in this chapter—using the same debit and credit system and accrual account- 
ing. Although some variations exist in revenue and expense recognition and other accounting principles, all of 
the transactions in this chapter are accounted for identically under these two systems. 


Financial Statements Both U.S. GAAP and IFRS prepare the same four basic financial state- 
ments. A few differences within each statement do exist and we will discuss those throughout the book. 
For example, both U.S. GAAP and IFRS require balance sheets to separate current items from noncurrent 
items. However, while U.S. GAAP balance sheets report current items first, IFRS balance sheets normally 
(but are not required to) present noncurrent items first, and equity before liabilities. To illustrate, a con- 
densed version of Nokia’s balance sheet follows (numbers using Euros in millions). 


NOKIA 


Balance Sheet (in EUR millions) 
December 31, 2009 





Assets Equity and Liabilities 
Noncurrent assets ........ 12,125 Total equity .............0. 14,749 
Current assets ........... 23,613 Noncurrent liabilities ....... 5,801 
ae Current liabilities ........... 15,188 
Totaliassetsi eters anne 35,738 Total equity and liabilities .... 35,738 


Accounting Controls and Assurance Accounting systems depend on control procedures that 
assure the proper principles were applied in processing accounting information. The passage of SOX leg- 
islation strengthened U.S. control procedures in recent years. However, global standards for control are 
diverse and so are enforcement activities. Consequently, while global accounting standards are converg- 
ing, their application in different countries can yield different outcomes depending on the quality of their 
auditing standards and enforcement. 





@ Decision Insi 


Accounting Control Recording 
valid transactions, and not recording 
fraudulent transactions, enhances the 
quality of financial statements. The 
graph here shows the percentage of 
employees in information technology 
that report observing specific types of 
misconduct within the past year. W 


Breaching database controls 
Mishandling private information 
Breaching customer privacy 


Falsifying accounting data 





0% 10% 20% 30% 


[Source: KPMG 2009] Percent Citing Misconduct 


Debt Ratio 


An important business objective is gathering information to help assess a company’s risk of failing to pay 
its debts. Companies finance their assets with either liabilities or equity. A company that finances a rela- 
tively large portion of its assets with liabilities is said to have a high degree of financial leverage. Higher 
financial leverage involves greater risk because liabilities must be repaid and often require regular interest 
payments (equity financing does not). The risk that a company might not be able to meet such required 
payments is higher if it has more liabilities (is more highly leveraged). One way to assess the risk associ- 
ated with a company’s use of liabilities is to compute the debt ratio as in Exhibit 2.17. 


Total liabilities 


Debt ratio = 
Total assets 


NOKIA 


OQO Decision Analysis 
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Compute the debt ratio 
and describe its use 

in analyzing financial 
condition. 


A 











EXHIBIT 2.17 
Debt Ratio 
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Point: Compare the equity amount to 
the liability amount to assess the extent 
of owner versus nonowner financing. 


EXHIBIT 2.18 


Computation and Analysis of 
Debt Ratio 


Millions Ratio 
$1000 
$900 


$800 
$700 
$600 45% 
$500 
$400 30% 


$300 
$200 15% 
$100 
$0 0.0% 
2009 2008 2007 2006 2005 


|[Skechers: __ Liabilties($) L Assets($) — Debt ratio(%) 
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To see how to apply the debt ratio, let’s look at Skechers’s liabilities and assets. The company designs, 
markets, and sells footwear for men, women, and children under the Skechers brand. Exhibit 2.18 com- 
putes and reports its debt ratio at the end of each year from 2005 to 2009. 


$ in millions 





Total liabilities ............ $246 $204 $201 $288 $238 
Total assets .............. $996 $876 $828 $737 $582 
Debt ratio ............. 0.25 0.23 0.24 0.39 0.41 
Industry debt ratio ........ 0.51 0.50 0.46 0.48 0.47 


Skechers’s debt ratio ranges from a low of 0.23 to a high of 0.41—also, see graph in margin. Its ratio is 
lower, and has been generally declining, compared with the industry ratio. This analysis implies a low risk 
from its financial leverage. Is financial leverage good or bad for Skechers? To answer that question we 
need to compare the company’s return on the borrowed money to the rate it is paying creditors. If the 
company’s return is higher, it is successfully borrowing money to make more money. A company’s suc- 
cess with making money from borrowed money can quickly turn unprofitable if its own return drops be- 
low the rate it is paying creditors. 


© Decision 


Answer — p. 74 





Investor You consider buying stock in Converse. As part of your analysis, you compute its debt ratio 
for 2009, 2010, and 2011 as: 0.35, 0.74, and 0.94, respectively. Based on the debt ratio, is Converse a low- 
risk investment? Has the risk of buying Converse stock changed over this period? (The industry debt ratio 
averages 0.40.) E 


DEMONSTRATION PROBLEM 


(This problem extends the demonstration problem of Chapter 1.) After several months of planning, 
Jasmine Worthy started a haircutting business called Expressions. The following events occurred dur- 
ing its first month. 


. On August 1, Worthy invested $3,000 cash and $15,000 of equipment in Expressions. 

. On August 2, Expressions paid $600 cash for furniture for the shop. 

. On August 3, Expressions paid $500 cash to rent space in a strip mall for August. 

. On August 4, it purchased $1,200 of equipment on credit for the shop (using a long-term note payable). 


oag oy 


On August 5, Expressions opened for business. Cash received from haircutting services in the first 
week and a half of business (ended August 15) was $825. 


. On August 15, it provided $100 of haircutting services on account. 
. On August 17, it received a $100 check for services previously rendered on account. 


7 Q = 


. On August 17, it paid $125 to an assistant for hours worked during the grand opening. 

i. Cash received from services provided during the second half of August was $930. 

j. On August 31, it paid a $400 installment toward principal on the note payable entered into on August 4. 
k. On August 31, Worthy withdrew $900 cash for personal use. 


Required 


1. Open the following ledger accounts in balance column format (account numbers are in parentheses): 
Cash (101); Accounts Receivable (102); Furniture (161); Store Equipment (165); Note Payable (240); 
J. Worthy, Capital (301); J. Worthy, Withdrawals (302); Haircutting Services Revenue (403); Wages 
Expense (623); and Rent Expense (640). Prepare general journal entries for the transactions. 


2. Post the journal entries from (1) to the ledger accounts. 
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. Prepare a trial balance as of August 31. 

. Prepare an income statement for August. 

. Prepare a statement of owner’s equity for August. 
. Prepare a balance sheet as of August 31. 


NO of B® W 


. Determine the debt ratio as of August 31. 


Extended Analysis 


8. In the coming months, Expressions will experience a greater variety of business transactions. Identify 
which accounts are debited and which are credited for the following transactions. (Hint: We must use 
some accounts not opened in part 1.) 


a. Purchase supplies with cash. 

b. Pay cash for future insurance coverage. 

c. Receive cash for services to be provided in the future. 
d. Purchase supplies on account. 


PLANNING THE SOLUTION 


@ Analyze each transaction and use the debit and credit rules to prepare a journal entry for each. 


© Post each debit and each credit from journal entries to their ledger accounts and cross-reference each 
amount in the posting reference (PR) columns of the journal and ledger. 


® Calculate each account balance and list the accounts with their balances on a trial balance. 
© Verify that total debits in the trial balance equal total credits. 


© To prepare the income statement, identify revenues and expenses. List those items on the statement, 
compute the difference, and label the result as net income or net loss. 


© Use information in the ledger to prepare the statement of owner’s equity. 

© Use information in the ledger to prepare the balance sheet. 

® Calculate the debt ratio by dividing total liabilities by total assets. 

© Analyze the future transactions to identify the accounts affected and apply debit and credit rules. 


SOLUTION TO DEMONSTRATION PROBLEM 


1. General journal entries: 





General Journal Entry DEAR 
m ee ae ea ge Ge PAE 
Date Account Titles and Explanation Debit Credit 
Aur || (EAD ocasonsnsecseocasuetmitonnodnsocensecsgcanyy 101 3,000 
StorelEquipment a a na 165 15,000 
Worthy Capta E E rete 301 18,000 
Owner’s investment. 
2 FUN itU re na E A E meee E A E E E A l6l 600 
E Fase OUR aa e a T a EA E S COUR O EEA 101 600 
Purchased furniture for cash. 
3 Rent Expense a e snag ogcadomsandedegauoouupe bans 640 500 
Ca 101 500 
Paid rent for August. 
Sp Swerns EJU PMENE oo ocooungeconooovncessouuncosonocauces 165 1,200 
NoteiRayablement mrt a nama wit: 240 1,200 
Purchased additional equipment on credit. 
[Seen Casheree rer tree eer rear rrr TEE 101 825 
Haircutting Services Revenue ..................... 403 825 


Cash receipts from first half of August. 


[continued on next page] 
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[continued from previous page] 


I5: Accounts Receivable 2235) i2:csccvsveie =) sore atesaiere estonteusrsyere res 102 100 
Haircutting Services Revenue .................+.-- 403 100 
To record revenue for services provided on account. 
17 Casha are sie iadetecnvacsustatn N e a S a a 101 100 
Accounts Receivable ............ 0.0. cee eee eee 102 100 
To record cash received as payment on account. 
IZ Wages Expense nee cen oane eee E e e sisnnveusun esi 623 125 
Cash narea kenti nr r Ta O E A A RRR TS 101 125 
Paid wages to assistant. 
Sy GaS ic testers TAE aie ovate AR E E A anita arses 101 930 
Haircutting Services Revenue .................-.-. 403 930 
Cash receipts from second half of August. 
Si Note Payable o arnese see e Kaa EE A EE S N EEE 240 400 
Cashia oI Eo Ea onto IR EA E E RERO 101 400 
Paid an installment on the note payable. 
31 J. Worthy, Withdrawals) s < ceo. esoe eee eee panee 302 900 
CaM E E T E a 101 900 


Cash withdrawal by owner. 


2. Post journal entries from part 1 to the ledger accounts: 


General Ledger 












































Cash Account No. 101 Note Payable Account No. 240 
Date PR Debit Credit | Balance Date PR Debit Credit | Balance 
Aug. | | GI 3,000 3,000 Aug. 4 | GI 1,200 1,200 
2 | GI 600 2,400 31 | GI 400 800 
3 | €l 208 pe J. Worthy, Capital Account No. 301 
I5 | Gl 825 2,725 
I7 | Gl 100 2,825 Date PR Debit | Credit | Balance 
W | & 28 aoe Aug. 1 | GI 18,000 | 18,000 
31 | GI 930 3,630 
31 Gl 400 3,230 J. Worthy, Withdrawals Account No. 302 
Sue POO eae Date | PR | Debit | Credit | Balance 
Accounts Receivable Account No. 102 Aug. 31 GI 900 900 























Dats ER Debit Crediti Balance Haircutting Services Revenue Account No. 403 


































































































a Adie oe ee Date | PR | Debit | Credit | Balance 
17 Gl 100 0 
Aug. 15 | GI 825 825 
Furniture Account No. 161 15 GI 100 925 
Date | PR | Debit | Credit | Balance 3 l El 930 1,855 
Aug. 2 GI 600 600 Wages Expense Account No. 623 
Dat PR Debit Credit | Bal 
Store Equipment Account No. 165 as en reci LEIS 
Date | PR | Debit | Credit | Balance cus ly l el Us 125 
Rent E A t No. 640 
Aug. | | GI | 15,000 15,000 penises ote ccount No 
4 | GI 1,200 16,200 Date PR Debit Credit | Balance 




















Aug. 3 | GI 500 500 
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3. Prepare a trial balance from the ledger: 


EXPRESSIONS 


Trial Balance 
August 31 





Debit Credit 








Ca E $ 2,330 
Accounts receivable ............... 0 
RANG so cap nenccanvsnousgnencs 600 
Store equipment.................. 16,200 
INoteipayable wearer errr tr ernie: $ 800 
J. Worthy, Capital ................. 18,000 
J. Worthy, Withdrawals ............ 900 
Haircutting services revenue ........ 1,855 
WVageslexpens e PEE 125 
Rentiexpense mee E 500 
Motas T $20,655 $20,655 














EXPRESSIONS 


Income Statement 
For Month Ended August 31 





Revenues 
Haircutting services revenue ........ $1,855 
Operating expenses 
Rentexpense e $500 
Wagesiexpense m ren E E _125 
Total operating expenses ........... 625 


INGCINCONMIGs cc. seca e aA Na $1,230 





EXPRESSIONS 


Statement of Owner’s Equity 
For Month Ended August 31 








J. Worthy, Capital, August | ........... $ 0 
Plus: Investments by owner ......... $18,000 

INEGINCOMC rta ar e en errr: 1,230 19,230 

19,230 

Less: Withdrawals by owner ......... 900 

J. Worthy, Capital, August 31 ......... $18,330 








EXPRESSIONS 
Balance Sheet 
August 31 
Assets Liabilities 
CaM E $ 2,330 Note payable .................. $ 800 
Eurmture ma 600 Equity 
Store equipment ......... 16,200 J. Worthy, Capital............... 18,330 








Total ass@ts: a emren eens $19,130 Total liabilities and equity ........ $19,130 
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Total liabilities 


$800 





7. Debt ratio = 
Total assets 


8a. Supplies debited 
Cash credited 

8b. Prepaid Insurance debited 
Cash credited 


Summary 


C1 Explain the steps in processing transactions and the role of 

source documents. The accounting process identifies business 
transactions and events, analyzes and records their effects, and sum- 
marizes and prepares information useful in making decisions. Trans- 
actions and events are the starting points in the accounting process. 
Source documents identify and describe transactions and events. 
Examples are sales tickets, checks, purchase orders, bills, and bank 
statements. Source documents provide objective and reliable evi- 
dence, making information more useful. The effects of transactions 
and events are recorded in journals. Posting along with a trial bal- 
ance helps summarize and classify these effects. 


C2 Describe an account and its use in recording transactions. 

An account is a detailed record of increases and decreases in a 
specific asset, liability, equity, revenue, or expense. Information 
from accounts is analyzed, summarized, and presented in reports 
and financial statements for decision makers. 


Describe a ledger and a chart of accounts. The ledger (or 

general ledger) is a record containing all accounts used by a 
company and their balances. It is referred to as the books. The chart 
of accounts is a list of all accounts and usually includes an identifi- 
cation number assigned to each account. 


C Define debits and credits and explain double-entry account- 
ing. Debit refers to left, and credit refers to right. Debits in- 
crease assets, expenses, and withdrawals while credits decrease 
them. Credits increase liabilities, owner capital, and revenues; debits 
decrease them. Double-entry accounting means each transaction 
affects at least two accounts and has at least one debit and one 
credit. The system for recording debits and credits follows from 
the accounting equation. The left side of an account is the normal 


Guidance Answers to Decision Maker and Decision Ethics 


Cashier The advantages to the process proposed by the assistant 
manager include improved customer service, fewer delays, and less 
work for you. However, you should have serious concerns about in- 
ternal control and the potential for fraud. In particular, the assistant 
manager could steal cash and simply enter fewer sales to match the 
remaining cash. You should reject her suggestion without the man- 
ager’s approval. Moreover, you should have an ethical concern about 
the assistant manager’s suggestion to ignore store policy. 


Entrepreneur We can use the accounting equation (Assets = 
Liabilities + Equity) to help us identify risky customers to whom we 


~ $19,130 


= 4.18% 








8c. Cash debited 

Unearned Services Revenue credited 
8d. Supplies debited 

Accounts Payable credited 


balance for assets, withdrawals, and expenses, and the right side is 
the normal balance for liabilities, capital, and revenues. 


Al Analyze the impact of transactions on accounts and finan- 

cial statements. We analyze transactions using concepts of 
double-entry accounting. This analysis is performed by determining 
a transaction’s effects on accounts. These effects are recorded in 
journals and posted to ledgers. 


A2 Compute the debt ratio and describe its use in analyzing 

financial condition. A company’s debt ratio is computed as 
total liabilities divided by total assets. It reveals how much of the 
assets are financed by creditor (nonowner) financing. The higher 
this ratio, the more risk a company faces because liabilities must be 
repaid at specific dates. 


P1 Record transactions in a journal and post entries to a 

ledger. Transactions are recorded in a journal. Each entry in a 
journal is posted to the accounts in the ledger. This provides infor- 
mation that is used to produce financial statements. Balance column 
accounts are widely used and include columns for debits, credits, 
and the account balance. 


Prepare and explain the use of a trial balance. A trial bal- 

ance is a list of accounts from the ledger showing their debit 
or credit balances in separate columns. The trial balance is a sum- 
mary of the ledger’s contents and is useful in preparing financial 
statements and in revealing recordkeeping errors. 


P3 Prepare financial statements from business transactions. 
The balance sheet, the statement of owner’s equity, the income 

statement, and the statement of cash flows use data from the trial 

balance (and other financial statements) for their preparation. 





would likely not want to extend credit. A balance sheet provides 
amounts for each of these key components. The lower a customer’s 
equity is relative to liabilities, the less likely you would extend credit. 
A low equity means the business has little value that does not already 
have creditor claims to it. 


Investor The debt ratio suggests the stock of Converse is of 
higher risk than normal and that this risk is rising. The average in- 
dustry ratio of 0.40 further supports this conclusion. The 2011 debt 
ratio for Converse is twice the industry norm. Also, a debt ratio ap- 
proaching 1.0 indicates little to no equity. 
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Guidance Answers to Quick Checks 


10. 
11. 


. Examples of source documents are sales tickets, checks, purchase 


orders, charges to customers, bills from suppliers, employee earn- 
ings records, and bank statements. 


. Source documents serve many purposes, including record- 


keeping and internal control. Source documents, especially if 
obtained from outside the organization, provide objective and 
reliable evidence about transactions and their amounts. 





Assets Liabilities Equity 
a,C,e€ b,d — 
An account is a record in an accounting system that records and 


stores the increases and decreases in a specific asset, liability, 
equity, revenue, or expense. The ledger is a collection of all the 
accounts of a company. 


A company’s size and diversity affect the number of accounts in 
its accounting system. The types of accounts depend on infor- 
mation the company needs to both effectively operate and report 
its activities in financial statements. 


No. Debit and credit both can mean increase or decrease. The 
particular meaning in a circumstance depends on the type of 
account. For example, a debit increases the balance of asset, 
withdrawals, and expense accounts, but it decreases the balance 
of liability, capital, and revenue accounts. 


- A chart of accounts is a list of all of a company’s accounts and 


their identification numbers. 


Equity is increased by revenues and by owner investments. 
Equity is decreased by expenses and owner withdrawals. 


The name double-entry is used because all transactions affect at 
least two accounts. There must be at least one debit in one ac- 
count and at least one credit in another account. 


The answer is (c). 


Cash 
Equipment temrrrn iri rr reir tet 


15,000 
23,000 


Owner, Capital 38,000 


Investment by owner of cash and equipment. 


12. 
13. 


14. 


15. 


16. 


17. 


18. 


19. 
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A compound journal entry affects three or more accounts. 


Posting reference numbers are entered in the journal when post- 
ing to the ledger as a cross-reference that allows the record- 
keeper or auditor to trace debits and credits from one record to 
another. 


At a minimum, dollar signs are placed beside the first and last 
numbers in a column. It is also common to place dollar signs 
beside any amount that appears after a ruled line to indicate that 
an addition or subtraction has occurred. 


The Equipment account balance is incorrectly reported at 
$20,000— it should be $28,000. The effect of this error under- 
states the trial balance’s Debit column total by $8,000. This 
results in an $8,000 difference between the column totals. 


An income statement reports a company’s revenues and ex- 
penses along with the resulting net income or loss. A statement 
of owner’s equity reports changes in equity, including that from 
net income or loss. Both statements report transactions occur- 
ring over a period of time. 


The balance sheet describes a company’s financial position (as- 
sets, liabilities, and equity) at a point in time. The capital amount 
in the balance sheet is obtained from the statement of owner’s 
equity. 

Revenues are inflows of assets in exchange for products or ser- 
vices provided to customers as part of the main operations of a 
business. Expenses are outflows or the using up of assets that 
result from providing products or services to customers. 


Assets are the resources a business owns or controls that carry 
expected future benefits. Liabilities are the obligations of a 
business, representing the claims of others against the assets of 
a business. Equity reflects the owner’s claims on the assets of 
the business after deducting liabilities. 
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Account (p. 51) 

Account balance (p. 55) 
Balance column account (p. 58) 
Chart of accounts (p. 54) 
Compound journal entry (p. 61) 
Credit (p. 55) 

Creditors (p. 52) 

Debit (p. 55) 


Debtors (p. 51) 
Debt ratio (p. 69) 


General ledger (p. 51) 
Journal (p. 56) 
Journalizing (p. 56) 
Ledger (p. 51) 


Double-entry accounting (p. 55) 
General journal (p. 56) 


Posting (p. 56) 


Posting reference (PR) 
column (p. 58) 


Source documents (p. 50) 
T-account (p. 55) 

Trial balance (p. 65) 
Unearned revenue (p. 52) 
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Multiple Choice Quiz 


Additional Quiz Questions are available at the book’s Website. 


Amalia Company received its utility bill for the current period 
of $700 and immediately paid it. Its journal entry to record this 
transaction includes a 
. Credit to Utility Expense for $700. 
. Debit to Utility Expense for $700. 
. Debit to Accounts Payable for $700. 
. Debit to Cash for $700. 
. Credit to capital for $700. 


. On May 1, Mattingly Lawn Service collected $2,500 cash from a 
customer in advance of five months of lawn service. Mattingly’s 
journal entry to record this transaction includes a 

. Credit to Unearned Lawn Service Fees for $2,500. 

. Debit to Lawn Service Fees Earned for $2,500. 

. Credit to Cash for $2,500. 

. Debit to Unearned Lawn Service Fees for $2,500. 

. Credit to capital for $2,500. 

. Liang Shue contributed $250,000 cash and land worth $500,000 
to open his new business, Shue Consulting. Which of the fol- 
lowing journal entries does Shue Consulting make to record this 
transaction? 


oao 


oaao 


a. Cash Assets ........... 750,000 
L. Shue, Capital...... 750,000 

b. L. Shue, Capital........ 750,000 
ASSES sree oreeraeets 750,000 

G2 Casha tin rey serena: 250,000 

Manis eres pores 500,000 
L. Shue, Capital...... 750,000 


B Icon denotes assignments that involve decision making. 


Answers on p. 91 


mhhe.com/wildFAP20e 





d. L. Shue, Capital........ 750,000 
Cashes coer E 250,000 
Kandy ee he 500,000 


. A trial balance prepared at year-end shows total credits ex- 


ceed total debits by $765. This discrepancy could have been 

caused by 

a. An error in the general journal where a $765 increase in 
Accounts Payable was recorded as a $765 decrease in 
Accounts Payable. 

b. The ledger balance for Accounts Payable of $7,650 being 
entered in the trial balance as $765. 

c. A general journal error where a $765 increase in Accounts 
Receivable was recorded as a $765 increase in Cash. 

d. The ledger balance of $850 in Accounts Receivable was 
entered in the trial balance as $85. 

e. An error in recording a $765 increase in Cash as a credit. 

Bonaventure Company has total assets of $1,000,000, liabili- 

ties of $400,000, and equity of $600,000. What is its debt ratio 

(rounded to a whole percent)? 

- 250% 

. 167% 

- 67% 

- 150% 

- 40% 


ona0u0® 


Discussion Questions 


1. 


10. 
11. 


Provide the names of two (a) asset accounts, (b) liability 

accounts, and (c) equity accounts. 

. What is the difference between a note payable and an account 
payable? 

: Discuss the steps in processing business transactions. 

What kinds of transactions can be recorded in a general journal? 


. Are debits or credits typically listed first in general journal en- 
tries? Are the debits or the credits indented? 


. If assets are valuable resources and asset accounts have debit 


balances, why do expense accounts also have debit balances? 


- Should a transaction be recorded first in a journal or the ledger? 


Why? 


o Why does the recordkeeper prepare a trial balance? 
- If an incorrect amount is journalized and posted to the ac- 


counts, how should the error be corrected? 
Identify the four financial statements of a business. 
t) What information is reported in an income statement? 


12. 
13. 
14. 
15. 


16. 


17. 


18. 


19. 


i) Why does the user of an income statement need to know 
the time period that it covers? 

a What information is reported in a balance sheet? 

Define (a) assets, (b) liabilities, (c) equity, and (d) net assets. 
Which financial statement is sometimes called the statement of 
financial position? 

n Review the Research in Motion balance sheet 
in Appendix A. Identify three accounts on its balance RIM 
sheet that carry debit balances and three accounts on its bal- 
ance sheet that carry credit balances. 

Review the Apple balance sheet in Appendix A. Iden- 
tify an asset with the word receivable in its account 
title and a liability with the word payable in its account title. 


Apple 


Locate Palm’s income statement in Appendix A. Palm 
What is the title of its revenue account? 

Refer to Nokia’s balance sheet in Appendix A. NOKIA 
What does Nokia title its current asset referring to 

merchandise available for sale? 
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s connect 
Identify the financial statement(s) where each of the following items appears. Use I for income statement, 
E for statement of owner’s equity, and B for balance sheet. 

a. Accounts payable 
b. Cash 


d. Office supplies g. Office equipment 


e. Prepaid insurance h. Cash withdrawal by owner 


QUICK STUDY 


QS 2-1 
Identifying financial 





c. Rent expense f. Revenue i. Unearned rent revenue statement items 
(2 P3 
Identify the items from the following list that are likely to serve as source documents. QS 2-2 


a. Bank statement d. Trial balance g. Company revenue account 


Identifying source documents 





b. Sales ticket e. Telephone bill h. Balance sheet C1 
c. Income statement f. Invoice from supplier i. Prepaid rent 
Identify whether a debit or credit yields the indicated change for each of the following accounts. QS 2-3 


a. To increase Store Equipment f. To decrease Unearned Revenue 
b. To increase Land g. To decrease Prepaid Insurance 

c. To decrease Cash h. To increase Notes Payable 

d. To increase Utilities Expense i. To decrease Accounts Receivable 
e. To increase Fees Earned j. To increase Owner Capital 


Analyzing debit or credit 
by account 


1 i 





Identify the normal balance (debit or credit) for each of the following accounts. 
d. Office Supplies 

e. Owner Withdrawals 
f. Accounts Receivable 


a. Equipment g. Prepaid Insurance 
h. Wages Payable 


i. Owner Capital 


b. Wages Expense 
c. Repair Services Revenue 


Qs 2-4 
Identifying normal balance 


(4 





Indicate whether a debit or credit decreases the normal balance of each of the following accounts. 


QS 2-5 





a. Land e. Salaries Expense i. Interest Revenue Linking debit or credit with 
b. Service Revenue f. Owner Capital j- Owner Withdrawals nerial Balance 

c. Interest Payable g. Prepaid Insurance k. Unearned Revenue c4 

d. Accounts Receivable h. Buildings I. Accounts Payable 

Prepare journal entries for each of the following selected transactions. QS 2-6 


a. On January 15, Kolby Anderson opens a remodeling company called Fancy Kitchens by investing 
$75,000 cash along with equipment having a $30,000 value. 


b. On January 21, Fancy Kitchens purchases office supplies on credit for $650. 
c. On January 25, Fancy Kitchens receives $8,700 cash for performing remodeling services. 


d. On January 30, Fancy Kitchens receives $4,000 cash in advance of providing remodeling services to a 
customer. 


Preparing journal entries 


P1 





A trial balance has total debits of $20,000 and total credits of $24,500. Which one of the following errors 
would create this imbalance? Explain. 


a. A $2,250 debit posting to Accounts Receivable was posted mistakenly to Cash. 

b. A $4,500 debit posting to Equipment was posted mistakenly to Supplies. 

c. An entry debiting Cash and crediting Accounts Payable for $4,500 was mistakenly not posted. 
d 


. A $2,250 credit to Revenue in a journal entry is incorrectly posted to the ledger as a $2,250 debit, leav- 
ing the Revenue account with a $6,300 credit balance. 


® 


A $4,500 debit to Rent Expense in a journal entry is incorrectly posted to the ledger as a $4,500 credit, 
leaving the Rent Expense account with a $750 debit balance. 

f. A $2,250 debit to Utilities Expense in a journal entry is incorrectly posted to the ledger as a $2,250 
credit, leaving the Utilities Expense account with a $3,000 debit balance. 


QS 2-7 
Identifying a posting error 


z A 
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QS 2-8 
Classifying accounts in 
financial statements 


Indicate the financial statement on which each of the following items appears. Use I for income statement, 
E for statement of owner’s equity, and B for balance sheet. 





a. Buildings e. Rental Revenue i. Accounts Receivable 
P3 b. Interest Expense f. Insurance Expense j. Salaries Expense 

c. Owner Withdrawals g. Services Revenue k. Equipment 

d. Office Supplies h. Interest Payable I. Prepaid Insurance 
QS 2-9 Answer each of the following questions related to international accounting standards. 
So accounting a. What type of entry system is applied when accounting follows IFRS? 
standards 


"O 


EXERCISES 


Exercise 2-1 
Steps in analyzing and recording 
transactions C1 


b. Identify the number and usual titles of the financial statements prepared under IFRS. 


c. How do differences in accounting controls and enforcement impact accounting reports prepared across 
different countries? 


m connect 


Order the following steps in the accounting process that focus on analyzing and recording transactions. 
—— a. Record relevant transactions in a journal. 

——— b. Prepare and analyze the trial balance. 

______ cC. Analyze each transaction from source documents. 

—— d. Post journal information to ledger accounts. 





Exercise 2-2 
Identifying and classifying 
accounts 


(2 


Enter the number for the item that best completes each of the descriptions below. 

















1. Account 3. Asset 5. Equity 

2. Three 4. Liability 

a. Owner, capital and owner, withdrawals are examples of accounts. 

b. Accounts payable, unearned revenue, and note payable are examples of accounts. 

c. Accounts receivable, prepaid accounts, supplies, and land are examples of accounts. 

d. Accounts are arranged into general categories 

e. An is a record of increases and decreases in a specific asset, liability, equity, revenue, or 


expense item. 





Exercise 2-3 
Identifying a ledger and chart 
of accounts 


C3 


Enter the number for the item that best completes each of the descriptions below. 
1. General ledger 2. Chart 

a. The 
b. A 





is a record containing all accounts used by a company. 
of accounts is a list of all accounts a company uses. 








Exercise 2-4 
Identifying type and normal 
balances of accounts 


(4 


For each of the following (1) identify the type of account as an asset, liability, equity, revenue, or expense, 
(2) identify the normal balance of the account, and (3) enter debit (Dr) or credit (Cr.) to identify the kind of 
entry that would increase the account balance. 


a. Fees Earned e. Cash i. Accounts Receivable 
b. Equipment f. Legal Expense j. Owner Withdrawals 
c. Notes Payable g. Prepaid Insurance k. License Fee Revenue 
d. Owner Capital h. Land I. Unearned Revenue 





Exercise 2-5 
Analyzing effects of 
transactions on accounts 


N i) 


Taylor Co. bills a client $48,000 for services provided and agrees to accept the following three items in full 
payment: (1) $7,500 cash, (2) computer equipment worth $75,000, and (3) to assume responsibility for a 
$34,500 note payable related to the computer equipment. The entry Taylor makes to record this transaction 
includes which one or more of the following? 


a. $34,500 increase in a liability account d. $48,000 increase in an asset account 
b. $7,500 increase in the Cash account e. $48,000 increase in a revenue account 
c. $7,500 increase in a revenue account f. $34,500 increase in an equity account 
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Use the information in each of the following separate cases to calculate the unknown amount. 

a. During October, Shandra Company had $97,500 of cash receipts and $101,250 of cash disbursements. 
The October 31 Cash balance was $16,800. Determine how much cash the company had at the close 
of business on September 30. 

b. On September 30, Mordish Co. had a $97,500 balance in Accounts Receivable. During October, the 
company collected $88,950 from its credit customers. The October 31 balance in Accounts Receiv- 
able was $100,500. Determine the amount of sales on account that occurred in October. 

c. Nasser Co. had $147,000 of accounts payable on September 30 and $136,500 on October 31. Total 
purchases on account during October were $270,000. Determine how much cash was paid on accounts 
payable during October. 


Exercise 2-6 
Analyzing account entries 
and balances 


A 





Prepare general journal entries for the following transactions of a new company called Pose for Pics. 


Aug. 1 Kasey Madison, the owner, invested $7,500 cash and $32,500 of photography equipment in the 
company. 

2 The company paid $3,000 cash for an insurance policy covering the next 24 months. 

5 The company purchased office supplies for $1,400 cash. 
20 The company received $2,650 cash in photography fees earned. 


31 The company paid $875 cash for August utilities. 


Exercise 2-7 
Preparing general journal 
entries 


P1 





Use the information in Exercise 2-7 to prepare an August 31 trial balance for Pose for Pics. Begin by 
opening these T-accounts: Cash; Office Supplies; Prepaid Insurance; Photography Equipment; K. Madison, 
Capital; Photography Fees Earned; and Utilities Expense. Then, post the general journal entries to these 
T-accounts (which will serve as the ledger), and prepare the trial balance. 


Exercise 2-8 
Preparing T-accounts (ledger) 
and a trial balance P2 





Prepare general journal entries to record the transactions below for Dexter Company by using the fol- 
lowing accounts: Cash; Accounts Receivable; Office Supplies; Office Equipment; Accounts Payable; 
M. Dexter, Capital; M. Dexter, Withdrawals; Fees Earned; and Rent Expense. Use the letters beside 
each transaction to identify entries. After recording the transactions, post them to T-accounts, which 
serves as the general ledger for this assignment. Determine the ending balance of each T-account. 


Macy Dexter, owner, invested $12,750 cash in the company. 

The company purchased office supplies for $375 cash. 

The company purchased $7,050 of office equipment on credit. 

The company received $1,500 cash as fees for services provided to a customer. 

The company paid $7,050 cash to settle the payable for the office equipment purchased in transaction c. 

. The company billed a customer $2,700 as fees for services provided. 

The company paid $525 cash for the monthly rent. 

The company collected $1,125 cash as partial payment for the account receivable created in transaction f. 


-Feno ao TD 


Macy Dexter withdrew $1,000 cash from the company for personal use. 


Exercise 2-9 
Recording effects of transactions 
in T-accounts 


Al 


Check Cash ending balance, $6,425 





After recording the transactions of Exercise 2-9 in T-accounts and calculating the balance of each account, 
prepare a trial balance. Use May 31, 2011, as its report date. 


Exercise 2-10 
Preparing a trial balance P2 





Examine the following transactions and identify those that create revenues for Jade Services, a company 
owned by Mia Jade. Prepare general journal entries to record those revenue transactions and explain why 
the other transactions did not create revenues. 


a. Mia Jade invests $38,250 cash in the company. 

The company provided $1,350 of services on credit. 

The company provided services to a client and immediately received $1,575 cash. 

The company received $9,150 cash from a client in payment for services to be provided next year. 
The company received $4,500 cash from a client in partial payment of an account receivable. 


moRose 


. The company borrowed $150,000 cash from the bank by signing a promissory note. 


Exercise 2-11 
Analyzing and journalizing 
revenue transactions 


Al "A 
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Exercise 2-12 
Analyzing and journalizing 
expense transactions 


Al P1 4 


Examine the following transactions and identify those that create expenses for Jade Services. Prepare gen- 
eral journal entries to record those expense transactions and explain why the other transactions did not 
create expenses. 


a. The company paid $14,100 cash for payment on a 14-month old liability for office supplies. 
The company paid $1,125 cash for the just completed two-week salary of the receptionist. 
The company paid $45,000 cash for equipment purchased. 

The company paid $930 cash for this month’s utilities. 


enor 


Owner (Jade) withdrew $5,000 cash from the company for personal use. 





Exercise 2-13 
Preparing an income 
statement 


C3 P3 


Check Net income, $3,610 


Dominick Lopez operates a consulting firm called Tech Today. On August 31, the company’s records show 
the following accounts and amounts for the month of August. Use this information to prepare an August 
income statement for the business. 


EISMA AA ci er eet ne anes $ 8,360 D. Lopez, Withdrawals......... $ 3,000 
Accounts receivable ............ 17,000 Consulting fees earned......... 17,000 
Office supplies e 3,250 Rentexpense e a tian: 4,550 
anda A E mn 46,000 Salaries expense .............. 8,000 
Office equipment .............. 18,000 Telephone expense............ 560 
Accounts payable .............. 8,000 Miscellaneous expenses ........ 280 
D. Lopez, Capital, July 31......... 4,000 Owner investments ........... 80,000 





Exercise 2-14 
Preparing a statement 
of owner's equity P3 


Check End. Capital, $84,610 


Use the information in Exercise 2-13 to prepare an August statement of owner’s equity for Tech Today. 
(The owner invested $84,000 cash in the company during the first week of August.) 





Exercise 2-15 
Preparing a balance sheet P3 


Use the information in Exercise 2-13 (if completed, you can also use your solution to Exercise 2-14) to 
prepare an August 31 balance sheet for Tech Today. 





Exercise 2-16 
Computing net income 


A 


A sole proprietorship had the following assets and liabilities at the beginning and end of this year. 


Assets Liabilities 


Beginning of the year ......... $ 70,000 $30,000 
End of the year ............. 115,000 46,000 


Determine the net income earned or net loss incurred by the business during the year for each of the follow- 
ing separate cases: 


a. Owner made no investments in the business and no withdrawals were made during the year. 

b. Owner made no investments in the business but withdrew $1,250 cash per month for personal use. 
c. Owner made no withdrawals during the year but did invest an additional $45,000 cash. 

d. Owner withdrew $1,250 cash per month for personal use and invested an additional $25,000 cash. 





Exercise 2-17 
Analyzing changes in a 
company’s equity 


ce i | 


Compute the missing amount for each of the following separate companies a through d. 
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Equity, December 31, 2010 

Owner investments during the year 
Owner withdrawals during the year 
Net income (loss) for the year 
Equity, December 31,2011 


87,000 210,000 
10,000 55,000 


31,500 
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Assume the following T-accounts reflect Joy Co.’s general ledger and that seven transactions a through g are Exercise 2-18 
posted to them. Provide a short description of each transaction. Include the amounts in your descriptions. Interpreting and describing 
transactions from T-accounts 


Cash | Automobiles M 





























(a) 7,000 | (b) 3,600 (a) 11,000 
(e) 2,500 | (c) 600 

(f) 2400 Accounts Payable 

(g) 700 (f) 2,400 | (d) 9,600 

Office Supplies i D. Joy, Capital 
(©) 600 (a) 23,600 
(d) 200 
Delivery Services Revenue 
È Prepaid Insurance 3 (e) 2,500 
(b) 3,600 
Gas and Oil Expense 
Equipment @ 700 

(a) 5,600 
(d) 9,400 








Use information from the T-accounts in Exercise 2-18 to prepare general journal entries for each of the Exercise 2-19 
seven transactions a through g. Preparing general journal entries 


P1 





Posting errors are identified in the following table. In column (1), enter the amount of the difference Exercise 2-20 

between the two trial balance columns (debit and credit) due to the error. In column (2), identify the trial Identifying effects of posting 
balance column (debit or credit) with the larger amount if they are not equal. In column (3), identify the errors on the trial balance 
account(s) affected by the error. In column (4), indicate the amount by which the account(s) in column (3) Al P2 

is under- or overstated. Item (a) is completed as an example. 


























(1) (¢3) (©) (G9) 
Difference between Column with Identify Amount that 
Debit and Credit the Larger Account(s) Account(s) Is 
Description of Posting Error Columns Total Incorrectly Over- or 
Stated Understated 
a. $2,400 debit to Rent Expense is $810 Credit Rent Expense Rent Expense 
posted as a $1,590 debit. understated $810 
b. $4,050 credit to Cash is posted 
twice as two credits to Cash. 
c. $9,900 debit to the Withdrawals account is 
debited to Owner’s Capital. 
d. $2,250 debit to Prepaid Insurance 
is posted as a debit to Insurance Expense. 
e. $42,000 debit to Machinery is 
posted as a debit to Accounts Payable. 
f. $4,950 credit to Services Revenue 
is posted as a $495 credit. 
g $1,440 debit to Store Supplies is 
not posted. 




















You are told the column totals in a trial balance are not equal. After careful analysis, you discover only one Exercise 2-21 

error. Specifically, a correctly journalized credit purchase of a computer for $16,950 is posted from the Analyzing a trial balance error 
journal to the ledger with a $16,950 debit to Office Equipment and another $16,950 debit to Accounts Pay- 1 p? 

able. The Office Equipment account has a debit balance of $40,100 on the trial balance. Answer each of the 

following questions and compute the dollar amount of any misstatement. 
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Is the debit column total of the trial balance overstated, understated, or correctly stated? 
Is the credit column total of the trial balance overstated, understated, or correctly stated? 
Is the Office Equipment account balance overstated, understated, or correctly stated in the trial balance? 
Is the Accounts Payable account balance overstated, understated, or correctly stated in the trial balance? 


If the debit column total of the trial balance is $360,000 before correcting the error, what is the total of 
the credit column before correction? 


eno 5 B 





Exercise 2-22 a. Calculate the debt ratio and the return on assets using the year-end information for each of the follow- 
Interpreting the debt ratio ing six separate companies ($ thousands). 
and return on assets 


wae I | 










X Microsoft Excel - Book! 
|$] Ble Edit wew Insert Format Toos Data Accounting Window Help 
JDO SR SAY O-%- OS = & 2h E Bl 1ox~ B® fara zos BIU BS%, 8 
Assets Liabilities 
|Company 1 $147,000 $56,000 $200,000 $21,000 
Company 2 104,500 51,500 70,000 12,000 
|Company 3 90,500 12,000 100,000 20,000 
| Company 4 92,000 31,000 40,000 7,500 
[Company 5 64,000 47,000 40,000 3,800 
7 [Company 6 32,500 26,500 50,000 660 4 
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b. Of the six companies, which business relies most heavily on creditor financing? 
c. Of the six companies, which business relies most heavily on equity financing? 
d. Which two companies indicate the greatest risk? 
e. Which two companies earn the highest return on assets? 
f. Which one company would investors likely prefer based on the risk—return relation? 
Exercise 2-23 BMW reports the following balance sheet accounts for the year ended December 31, 2009 (euro in millions). 
Preparing a balance sheet Prepare the balance sheet for this company as of December 31, 2009, following the usual IFRS formats. 
following IFRS 
P3 Current liabilities ........ € 8,350 Noncurrent liabilities ........ €10,943 
Current assets ........... 17,663 Noncurrent assets .......... 6,984 
Total equity ............. 5,354 
. m connect 
PROBLEM SET A Gary Bauer opens a computer consulting business called Technology Consultants and completes the fol- 
lowing transactions in April. 
Problem 2-1A April 1 Bauer invested $100,000 cash along with $24,000 in office equipment in the company. 
Preparing and posting journal 2 The company prepaid $7,200 cash for twelve months’ rent for an office. (Hint: Debit Prepaid 
entries; preparing a trial balance Rent for $7,200.) 
C3 C4 Al P1 P2 3 The company made credit purchases of office equipment for $12,000 and office supplies for 
$2,400. Payment is due within 10 days. 
eXcel 6 The company completed services for a client and immediately received $2,000 cash. 
mhhe.com/wildFAP20e 9 The company completed an $8,000 project for a client, who must pay within 30 days. 
13 The company paid $14,400 cash to settle the account payable created on April 3. 
19 The company paid $6,000 cash for the premium on a 12-month insurance policy. (Hint: Debit 
Prepaid Insurance for $6,000.) 
22 The company received $6,400 cash as partial payment for the work completed on April 9. 


25 The company completed work for another client for $2,640 on credit. 
28 Bauer withdrew $6,200 cash from the company for personal use. 

29 The company purchased $800 of additional office supplies on credit. 
30 The company paid $700 cash for this month’s utility bill. 


Required 
1. Prepare general journal entries to record these transactions (use the account titles listed in part 2). 


2. Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 
umn format): Cash (101); Accounts Receivable (106); Office Supplies (124); Prepaid Insurance (128); 


3. 
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Prepaid Rent (131); Office Equipment (163); Accounts Payable (201); G. Bauer, Capital (301); 
G. Bauer, Withdrawals (302); Services Revenue (403); and Utilities Expense (690). Post the journal 
entries from part 1 to the ledger accounts and enter the balance after each posting. 


Prepare a trial balance as of the end of April. 


83 


Check (2) Ending balances: Cash, 
$73,900; Accounts Receivable, 
$4,240; Accounts Payable, $800 

(3) Total debits, $137,440 





Shelton Engineering completed the following transactions in the month of June. 


& 


e mo 2 6 


epos - 


Shana Shelton, the owner, invested $105,000 cash, office equipment with a value of $6,000, and 
$45,000 of drafting equipment to launch the company. 

The company purchased land worth $54,000 for an office by paying $5,400 cash and signing a long- 
term note payable for $48,600. 

The company purchased a portable building with $75,000 cash and moved it onto the land acquired in b. 
The company paid $6,000 cash for the premium on an 18-month insurance policy. 

The company completed and delivered a set of plans for a client and collected $5,700 cash. 

The company purchased $22,500 of additional drafting equipment by paying $10,500 cash and 
signing a long-term note payable for $12,000. 

The company completed $12,000 of engineering services for a client. This amount is to be received 
in 30 days. 


. The company purchased $2,250 of additional office equipment on credit. 


The company completed engineering services for $18,000 on credit. 

The company received a bill for rent of equipment that was used on a recently completed job. The 
$1,200 rent cost must be paid within 30 days. 

The company collected $7,200 cash in partial payment from the client described in transaction g. 
The company paid $1,500 cash for wages to a drafting assistant. 

The company paid $2,250 cash to settle the account payable created in transaction h. 

The company paid $675 cash for minor maintenance of its drafting equipment. 

S. Shelton withdrew $9,360 cash from the company for personal use. 

The company paid $1,500 cash for wages to a drafting assistant. 

The company paid $3,000 cash for advertisements in the local newspaper during June. 


Required 


1. 
2. 


3. 


Prepare general journal entries to record these transactions (use the account titles listed in part 2). 

Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 
umn format): Cash (101); Accounts Receivable (106); Prepaid Insurance (108); Office Equipment 
(163); Drafting Equipment (164); Building (170); Land (172); Accounts Payable (201); Notes Payable 
(250); S. Shelton, Capital (301); S. Shelton, Withdrawals (302); Engineering Fees Earned (402); Wages 
Expense (601); Equipment Rental Expense (602); Advertising Expense (603); and Repairs Expense 
(604). Post the journal entries from part 1 to the accounts and enter the balance after each posting. 


Prepare a trial balance as of the end of June. 


Problem 2-2A 
Preparing and posting journal 
entries; preparing a trial balance 


C3 C4 Al P1 P2 


Check (2) Ending balances: Cash, 
$2,715; Accounts Receivable, 
$22,800; Accounts Payable, $1,200 


(3) Trial balance totals, 
$253,500 





The accounting records of Fabiano Distribution show the following assets and liabilities as of December 31, 


2010 and 2011. 

December 31 2010 2011 

Cash serens esis waves steer urs $ 52,500 $ 18,750 
Accounts receivable ........ 28,500 22,350 
Office supplies............. 4,500 3,300 
Office equipment .......... 138,000 147,000 
Trucks renee oee oe 54,000 54,000 
Building me oeaan ae 0 180,000 
Landitiy E E E 0 45,000 
Accounts payable .......... 7,500 37,500 
Note payable.............. 0 105,000 


Late in December 2011, the business purchased a small office building and land for $225,000. It paid 


$120,000 cash toward the purchase and a $105,000 note payable was signed for the balance. Mr. Fabiano 
had to invest $35,000 cash in the business to enable it to pay the $120,000 cash. Mr. Fabiano withdraws 
$3,000 cash per month for personal use. 


Problem 2-3A 

Computing net income from 
equity analysis, preparing a 
balance sheet, and computing 
the debt ratio 


C2 Al A2 P3 
eXcel 


mhhe.com/wildFAP20e 
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Check (2) Net income, $58,900 


(3) Debt ratio, 30.29% 
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Required 
1. Prepare balance sheets for the business as of December 31, 2010 and 2011. (Hint: Report only total equity 
on the balance sheet and remember that total equity equals the difference between assets and liabilities.) 


2. By comparing equity amounts from the balance sheets and using the additional information presented 
in this problem, prepare a calculation to show how much net income was earned by the business 
during 2011. 


3. Compute the 2011 year-end debt ratio for the business. 





Problem 2-4A 
Preparing and posting journal 
entries; preparing a trial balance 


C3 C4 Al P1 P2 


Pa 


Check (2) Ending balances: 
Cash, $137,000; Accounts 
Receivable, $7,820; Accounts 
Payable, $600 


(3) Total debits, $187,920 


Santo Birch opens a Web consulting business called Show-Me-the-Money and completes the following 
transactions in its first month of operations. 


March 1 Birch invests $150,000 cash along with office equipment valued at $22,000 in the company. 
2 The company prepaid $6,000 cash for twelve months’ rent for office space. (Hint: Debit Pre- 
paid Rent for $6,000.) 
3 The company made credit purchases for $3,000 in office equipment and $1,200 in office sup- 
plies. Payment is due within 10 days. 
6 The company completed services for a client and immediately received $4,000 cash. 
9 The company completed a $7,500 project for a client, who must pay within 30 days. 
13 The company paid $4,200 cash to settle the account payable created on March 3. 
19 The company paid $5,000 cash for the premium on a 12-month insurance policy. (Hint: Debit 
Prepaid Insurance for $5,000.) 
22 The company received $3,500 cash as partial payment for the work completed on March 9. 
25 The company completed work for another client for $3,820 on credit. 
29 Birch withdrew $5,100 cash from the company for personal use. 
30 The company purchased $600 of additional office supplies on credit. 
31 The company paid $200 cash for this month’s utility bill. 


Required 

1. Prepare general journal entries to record these transactions (use account titles listed in part 2). 

2. Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 
umn format): Cash (101); Accounts Receivable (106); Office Supplies (124); Prepaid Insurance (128); 
Prepaid Rent (131); Office Equipment (163); Accounts Payable (201); S. Birch, Capital (301); 
S. Birch, Withdrawals (302); Services Revenue (403); and Utilities Expense (690). Post journal entries 
from part 1 to the ledger accounts and enter the balance after each posting. 

3. Prepare a trial balance as of April 30. 





Problem 2-5A 

Recording transactions; 
posting to ledger; preparing a 
trial balance 


C3 Al P1 P2 


Business transactions completed by Eric Pense during the month of September are as follows. 


a. Pense invested $23,000 cash along with office equipment valued at $12,000 in a new sole proprietor- 
ship named EP Consulting. 


b. The company purchased land valued at $8,000 and a building valued at $33,000. The purchase is paid 
with $15,000 cash and a long-term note payable for $26,000. 


The company purchased $600 of office supplies on credit. 


a p 


Pense invested his personal automobile in the company. The automobile has a value of $7,000 and is 
to be used exclusively in the business. 


The company purchased $1,100 of additional office equipment on credit. 
The company paid $800 cash salary to an assistant. 
The company provided services to a client and collected $2,700 cash. 


> 2 moD 


The company paid $430 cash for this month’s utilities. 

The company paid $600 cash to settle the account payable created in transaction c. 
The company purchased $4,000 of new office equipment by paying $4,000 cash. 

The company completed $2,400 of services for a client, who must pay within 30 days. 


= Fe = 


The company paid $800 cash salary to an assistant. 
The company received $1,000 cash in partial payment on the receivable created in transaction k. 


Pense withdrew $1,050 cash from the company for personal use. 
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Required 


1. 
2. 


3. 


Prepare general journal entries to record these transactions (use account titles listed in part 2). 

Open the following ledger accounts—their account numbers are in parentheses (use the balance column 
format): Cash (101); Accounts Receivable (106); Office Supplies (108); Office Equipment (163); Automo- 
biles (164); Building (170); Land (172); Accounts Payable (201); Notes Payable (250); E. Pense, Capital 
(301); E. Pense, Withdrawals (302); Fees Earned (402); Salaries Expense (601); and Utilities Expense 
(602). Post the journal entries from part 1 to the ledger accounts and enter the balance after each posting. 
Prepare a trial balance as of the end of September. 
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Check (2) Ending balances: Cash, 
$4,020; Office Equipment, $17,100 


(3) Trial balance totals, 
$74,200 





Carlos Beltran started an engineering firm called Beltran Engineering. He began operations and com- 
pleted seven transactions in May, which included his initial investment of $17,000 cash. After those seven 
transactions, the ledger included the following accounts with normal balances. 


Cash oe aa Ea eT AE ie EEES $26,660 
Office supplies ................ 660 
Prepaid insurance ............. 3,200 
Office equipment ............. 16,500 
Accounts payable ............. 16,500 
C. Beltran, Capital ............. 17,000 
C. Beltran,Withdrawals ........ 3,740 
Engineering fees earned ........ 24,000 
Rent expense ................ 6,740 

Required 

1. Prepare a trial balance for this business as of the end of May. 


Analysis Components 


2. 


3. 


Analyze the accounts and their balances and prepare a list that describes each of the seven most likely 
transactions and their amounts. 


Prepare a report of cash received and cash paid showing how the seven transactions in part 2 yield the 
$26,660 ending Cash balance. 


Shaw Management Services opens for business and completes these transactions in November. 


Nov. 1 Kita Shaw, the owner, invested $30,000 cash along with $15,000 of office equipment in the 
company. 
2 The company prepaid $4,500 cash for six months’ rent for an office. (Hint: Debit Prepaid Rent 
for $4,500.) 


4 The company made credit purchases of office equipment for $2,500 and of office supplies for 
$600. Payment is due within 10 days. 
8 The company completed work for a client and immediately received $3,400 cash. 
12 The company completed a $10,200 project for a client, who must pay within 30 days. 
13 The company paid $3,100 cash to settle the payable created on November 4. 
19 The company paid $1,800 cash for the premium on a 24-month insurance policy. 
22 The company received $5,200 cash as partial payment for the work completed on November 12. 
24 The company completed work for another client for $1,750 on credit. 
28 K. Shaw withdrew $5,300 cash from the company for personal use. 
29 The company purchased $249 of additional office supplies on credit. 
30 The company paid $531 cash for this month’s utility bill. 


Required 


1. 
2. 


3. 


Prepare general journal entries to record these transactions (use account titles listed in part 2). 

Open the following ledger accounts—their account numbers are in parentheses (use the balance 
column format): Cash (101); Accounts Receivable (106); Office Supplies (124); Prepaid Insurance (128); 
Prepaid Rent (131); Office Equipment (163); Accounts Payable (201); K. Shaw, Capital (301); 
K. Shaw, Withdrawals (302); Services Revenue (403); and Utilities Expense (690). Post the journal 
entries from part 1 to the ledger accounts and enter the balance after each posting. 

Prepare a trial balance as of the end of November. 


Problem 2-6A 
Analyzing account balances 
and reconstructing 
transactions 


Ci C3 Al P2 


Check 
$57,500 


(1) Trial balance totals, 


(3) Cash paid, $14,340 


PROBLEM SET B 


Problem 2-1B 
Preparing and posting journal 
entries; preparing a trial balance 


C3 C4 Al P1 P2 


Check (2) Ending balances: 
Cash, $23,369; Accounts Receivable, 
$6,750; Accounts Payable, $249 


(3) Total debits, $60,599 


86 


Chapter 2 Analyzing and Recording Transactions 





Problem 2-2B 
Preparing and posting journal 
entries; preparing a trial balance 


C3 C4 Al P1 P2 


Check (2) Ending balances: Cash, 
$10,650; Accounts Receivable, 
$8,350; Accounts Payable, $320 


(3) Trial balance totals, 
$115,970 


At the beginning of April, Brooke Gable launched a custom computer solutions company called Softways. 
The company had the following transactions during April. 


a. Brooke Gable invested $45,000 cash, office equipment with a value of $4,500, and $28,000 of 
computer equipment in the company. 
b. The company purchased land worth $24,000 for an office by paying $4,800 cash and signing a 
long-term note payable for $19,200. 
c. The company purchased a portable building with $21,000 cash and moved it onto the land acquired 
in b. 
d. The company paid $6,600 cash for the premium on a two-year insurance policy. 
e. The company provided services to a client and immediately collected $3,200 cash. 
f. The company purchased $3,500 of additional computer equipment by paying $700 cash and signing 
a long-term note payable for $2,800. 
g. The company completed $3,750 of services for a client. This amount is to be received within 30 days. 
h. The company purchased $750 of additional office equipment on credit. 
i. The company completed client services for $9,200 on credit. 
j. The company received a bill for rent of a computer testing device that was used on a recently com- 
pleted job. The $320 rent cost must be paid within 30 days. 
k. The company collected $4,600 cash in partial payment from the client described in transaction i. 
I. The company paid $1,600 cash for wages to an assistant. 
m. The company paid $750 cash to settle the payable created in transaction h. 
n. The company paid $425 cash for minor maintenance of the company’s computer equipment. 
o. B. Gable withdrew $3,875 cash from the company for personal use. 
p- The company paid $1,600 cash for wages to an assistant. 
q. The company paid $800 cash for advertisements in the local newspaper during April. 

Required 

1. Prepare general journal entries to record these transactions (use account titles listed in part 2). 

2. Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 
umn format): Cash (101); Accounts Receivable (106); Prepaid Insurance (108); Office Equipment 
(163); Computer Equipment (164); Building (170); Land (172); Accounts Payable (201); Notes Pay- 
able (250); B. Gable, Capital (301); B. Gable, Withdrawals (302); Fees Earned (402); Wages Expense 
(601); Computer Rental Expense (602); Advertising Expense (603); and Repairs Expense (604). Post 
the journal entries from part 1 to the accounts and enter the balance after each posting. 

3. Prepare a trial balance as of the end of April. 





Problem 2-3B 

Computing net income from 
equity analysis, preparing a 
balance sheet, and computing 
the debt ratio 


(2 Al A2 P3 


The accounting records of Schmit Co. show the following assets and liabilities as of December 31, 2010 


and 2011. 

December 31 2010 2011 

Gash? E near mcvs acta tenteavens $14,000 $ 10,000 
Accounts receivable ......... 25,000 30,000 
Office supplies .............. 10,000 12,500 
Office equipment ........... 60,000 60,000 
Machinery ecco reiner ereise 30,500 30,500 
Búilding aen aa e aeae 0 260,000 
Lea) oie. a ees A see 0 65,000 
Accounts payable ........... 5,000 15,000 
Note payable ............... 0 260,000 


Late in December 2011, the business purchased a small office building and land for $325,000. It paid 
$65,000 cash toward the purchase and a $260,000 note payable was signed for the balance. Janet Schmit, 
the owner, had to invest an additional $25,000 cash to enable it to pay the $65,000 cash toward the 
purchase. The owner withdraws $1,000 cash per month for personal use. 


Required 


1. 


Prepare balance sheets for the business as of December 31, 2010 and 2011. (Hint: Report only total equity 
on the balance sheet and remember that total equity equals the difference between assets and liabilities.) 
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2. By comparing equity amounts from the balance sheets and using the additional information presented in the 


3. 


problem, prepare a calculation to show how much net income was earned by the business during 2011. 
Calculate the December 31, 2011, debt ratio for the business. 
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Check (2) Net income, $45,500 


(3) Debt ratio, 58.76% 





Lummus Management Services opens for business and completes these transactions in September. 


Sept. 1 


Rhonda Lummus, the owner, invests $28,000 cash along with office equipment valued at 
$25,000 in the company. 
2 The company prepaid $10,500 cash for 12 months’ rent for office space. (Hint: Debit Prepaid 
Rent for $10,500.) 
4 The company made credit purchases for $9,000 in office equipment and $1,200 in office sup- 
plies. Payment is due within 10 days. 
8 The company completed work for a client and immediately received $2,600 cash. 
12 The company completed a $13,400 project for a client, who must pay within 30 days. 
13 The company paid $10,200 cash to settle the payable created on September 4. 
19 The company paid $5,200 cash for the premium on an 18-month insurance policy. (Hint: Debit 
Prepaid Insurance for $5,200.) 
The company received $7,800 cash as partial payment for the work completed on September 12. 
The company completed work for another client for $1,900 on credit. 
Lummus withdrew $5,300 cash from the company for personal use. 
The company purchased $1,700 of additional office supplies on credit. 
The company paid $460 cash for this month’s utility bill. 


22 
24 
28 
29 
30 


Required 


1. 
2. 


3. 


Prepare general journal entries to record these transactions (use account titles listed in part 2). 

Open the following ledger accounts—their account numbers are in parentheses (use the balance 
column format): Cash (101); Accounts Receivable (106); Office Supplies (124); Prepaid Insurance 
(128); Prepaid Rent (131); Office Equipment (163); Accounts Payable (201); R. Lummus, Capital 
(301); R. Lummus, Withdrawals (302); Service Fees Earned (401); and Utilities Expense (690). 
Post journal entries from part 1 to the ledger accounts and enter the balance after each posting. 
Prepare a trial balance as of the end of September. 


Problem 2-4B 
Preparing and posting journal 
entries; preparing a trial balance 


C3 C4 Al P1 P2 


Check (2) Ending balances: Cash, 
$6,740; Accounts Receivable, $7,500; 
Accounts Payable, $1,700 


(3) Total debits, $72,600 





Cooke Consulting completed the following transactions during June. 


b. 


ao 


SS -F o> FO moO 


Chris Cooke, the owner, invested $80,000 cash along with office equipment valued at $30,000 in 
the new company. 

The company purchased land valued at $30,000 and a building valued at $170,000. The purchase is 
paid with $40,000 cash and a long-term note payable for $160,000. 

The company purchased $2,400 of office supplies on credit. 

C. Cooke invested his personal automobile in the company. The automobile has a value of $18,000 
and is to be used exclusively in the business. 

The company purchased $6,000 of additional office equipment on credit. 

The company paid $1,500 cash salary to an assistant. 

The company provided services to a client and collected $6,000 cash. 

The company paid $800 cash for this month’s utilities. 

The company paid $2,400 cash to settle the payable created in transaction c. 

The company purchased $20,000 of new office equipment by paying $20,000 cash. 

The company completed $5,200 of services for a client, who must pay within 30 days. 

The company paid $1,500 cash salary to an assistant. 

The company received $3,800 cash in partial payment on the receivable created in transaction k. 
C. Cooke withdrew $6,400 cash from the company for personal use. 


Required 

1. Prepare general journal entries to record these transactions (use account titles listed in part 2). 

2. Open the following ledger accounts—their account numbers are in parentheses (use the balance column 
format): Cash (101); Accounts Receivable (106); Office Supplies (108); Office Equipment (163); Automo- 
biles (164); Building (170); Land (172); Accounts Payable (201); Notes Payable (250); C. Cooke, Capital 
(301); C. Cooke, Withdrawals (302); Fees Earned (402); Salaries Expense (601); and Utilities Expense 
(602). Post the journal entries from part 1 to the ledger accounts and enter the balance after each posting. 

3. Prepare a trial balance as of the end of June. 


Problem 2-5B 

Recording transactions; 
posting to ledger; preparing 
a trial balance 


C3 Al P1 P2 


Check (2) Ending balances: Cash, 
$17,200; Office Equipment, $56,000 


(3) Trial balance totals, 
$305,200 
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Problem 2-6B 

Analyzing account balances 
and reconstructing 
transactions 


Ci C3 Al P2 fa 


Check (1)Trial balance total, $37,850 


(3) Cash paid, $13,915 


SERIAL PROBLEM 


Business Solutions 


Al P1 P2 


Go 


Michael Gould started a Web consulting firm called Gould Solutions. He began operations and completed 
seven transactions in April that resulted in the following accounts, which all have normal balances. 


Cash co srstevenstsy nsn seinen aaesyaes $12,485 
Office supplies................ 560 
Prepaidirent; 2.0.) cia ies 1,500 
Office equipment ............. 11,450 
Accounts payable ............. 11,450 
M. Gould, Capital.............. 10,000 
M. Gould,Withdrawals ......... 6,200 
Consulting fees earned ......... 16,400 
Operating expenses ........... 5,655 


Required 


1. Prepare a trial balance for this business as of the end of April. 


Analysis Component 


2. Analyze the accounts and their balances and prepare a list that describes each of the seven most likely 
transactions and their amounts. 


3. Prepare a report of cash received and cash paid showing how the seven transactions in part 2 yield the 
$12,485 ending Cash balance. 


(This serial problem started in Chapter I and continues through most of the chapters. If the Chapter 1 
segment was not completed, the problem can begin at this point. It is helpful, but not necessary, to use the 
Working Papers that accompany this book.) 


SP 2 On October 1, 2011, Santana Rey launched a computer services company called Business Solu- 
tions, which provides consulting services, computer system installations, and custom program 
development. Rey adopts the calendar year for reporting purposes and expects to prepare the company’s 
first set of financial statements on December 31, 2011. The company’s initial chart of accounts follows. 


Account No. Account No. 
Gashiswsrcn cassia ciegiene sare 101 S- Rey, Capital iccse cenere sees 301 
Accounts Receivable ......... 106 S. Rey, Withdrawals ................ 302 
Computer Supplies .......... 126 Computer Services Revenue ......... 403 
Prepaid Insurance ........... 128 Wages Expense m ret 623 
PrepaidiRent e 131 Advertising Expense ................ 655 
Office Equipment ........... 163 Mileage Expense e ener: 676 
Computer Equipment ........ 167 Miscellaneous Expenses ............. 677 
Accounts Payable ........... 201 Repairs Expense—Computer......... 684 


Required 
1. Prepare journal entries to record each of the following transactions for Business Solutions. 


Oct. 1 S. Rey invested $45,000 cash, a $20,000 computer system, and $8,000 of office equipment in 
the company. 
2 The company paid $3,300 cash for four months’ rent. (Hint: Debit Prepaid Rent for $3,300.) 
The company purchased $1,420 of computer supplies on credit from Harris Office Products. 
5 The company paid $2,220 cash for one year’s premium on a property and liability insurance 
policy. (Hint: Debit Prepaid Insurance for $2,220.) 
6 The company billed Easy Leasing $4,800 for services performed in installing a new Web server. 
8 The company paid $1,420 cash for the computer supplies purchased from Harris Office Prod- 
ucts on October 3. 
10 The company hired Lyn Addie as a part-time assistant for $125 per day, as needed. 
12 The company billed Easy Leasing another $1,400 for services performed. 


Ww 
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15 The company received $4,800 cash from Easy Leasing as partial payment on its account. 
17 The company paid $805 cash to repair computer equipment that was damaged when moving it. 
20 The company paid $1,728 cash for advertisements published in the local newspaper. 
22 The company received $1,400 cash from Easy Leasing on its account. 
28 The company billed IFM Company $5,208 for services performed. 
31 The company paid $875 cash for Lyn Addie’s wages for seven days’ work. 
31 S. Rey withdrew $3,600 cash from the company for personal use. 
Nov. 1 The company reimbursed S. Rey in cash for business automobile mileage allowance (Rey 
logged 1,000 miles at $0.32 per mile). 
2 The company received $4,633 cash from Liu Corporation for computer services performed. 
5 The company purchased computer supplies for $1,125 cash from Harris Office Products. 
8 The company billed Gomez Co. $5,668 for services performed. 
3 The company received notification from Alex’s Engineering Co. that Business Solutions’ bid of 
$3,950 for an upcoming project is accepted. 
18 The company received $2,208 cash from IFM Company as partial payment of the October 28 bill. 
22 The company donated $250 cash to the United Way in the company’s name. 
24 The company completed work for Alex’s Engineering Co. and sent it a bill for $3,950. 
25 The company sent another bill to IFM Company for the past-due amount of $3,000. 
28 The company reimbursed S. Rey in cash for business automobile mileage (1,200 miles at $0.32 
per mile). 
30 The company paid $1,750 cash for Lyn Addie’s wages for 14 days’ work. 
30 S. Rey withdrew $2,000 cash from the company for personal use. 
2. Open ledger accounts (in balance column format) and post the journal entries from part 1 to them. Check (2) Cash, Nov. 30 bal., $38,264 


3. Prepare a trial balance as of the end of November. (3) Trial bal. totals, $98,659 


Beyond the Numbers 


BTN 2-1 Refer to Research In Motion’s financial statements in Appendix A for the following question. REPORTING IN 
Required ACTION 


1. What amount of total liabilities does it report for each of the fiscal years ended February 28, 2009, and Al A2 
February 27, 2010? 

2. What amount of total assets does it report for each of the fiscal years ended February 28, 2009, and RIM 
February 27, 2010? 

3. Compute its debt ratio for each of the fiscal years ended February 28, 2009, and February 27, 2010. 


4. In which fiscal year did it employ more financial leverage (February 28, 2009, or February 27, 2010)? 
Explain. 





Fast Forward 


5. Access its financial statements (10-K report) for a fiscal year ending after February 27, 2010, from its 
Website (RIM.com) or the SEC’s EDGAR database (www.SEC.gov). Recompute its debt ratio for any 
subsequent year’s data and compare it with the debt ratio for 2009 and 2010. 








BTN 2-2 Key comparative figures for Research In Motion and Apple follow. COMPARATIVE 
ANALYSIS 
Research In Motion Apple Al A2 o 
Current Prior Current j 
($ millions) Year Year Year RIM 
Total liabilities ......... $ 2,602 $ 2,227 $15,861 $13,874 Apple 


Total assets ........... 10,204 8,101 47,501 36,171 


1. What is the debt ratio for Research In Motion in the current year and for the prior year? 
2. What is the debt ratio for Apple in the current year and for the prior year? 
3. Which of the two companies has the higher degree of financial leverage? What does this imply? 
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ETHICS CHALLENGE 


1g 


BTN 2-3 Review the Decision Ethics case from the first part of this chapter involving the cashier. The 
guidance answer suggests that you should not comply with the assistant manager’s request. 


Required 


Propose and evaluate two other courses of action you might consider, and explain why. 





COMMUNICATING IN 
PRACTICE 


Ci C2 Al P3 t) 


BTN 2-4 Mora Stanley is an aspiring entrepreneur and your friend. She is having difficulty understand- 
ing the purposes of financial statements and how they fit together across time. 
Required 


Write a one-page memorandum to Stanley explaining the purposes of the four financial statements and 
how they are linked across time. 





TAKING IT TO 
THE NET 


"BO 


BTN 2-5 Access EDGAR online (www.SEC.gov) and locate the 2009 year 10-K report of Amazon.com 
(ticker AMZN) filed on January 29, 2010. Review its financial statements reported for years ended 2009, 
2008, and 2007 to answer the following questions. 


Required 
1. What are the amounts of its net income or net loss reported for each of these three years? 
2. Does Amazon’s operating activities provide cash or use cash for each of these three years? 


3. If Amazon has a 2009 net income of more than $900 million and 2009 operating cash flows of more 
than $3,000 million, how is it possible that its cash balance at December 31, 2009, increases by less 
than $700 million relative to its balance at December 31, 2008? 





TEAMWORK IN 
ACTION 


Ci C2 C4 Al 


BTN 2-6 The expanded accounting equation consists of assets, liabilities, capital, withdrawals, 
revenues, and expenses. It can be used to reveal insights into changes in a company’s financial position. 


Required 


1. Form learning teams of six (or more) members. Each team member must select one of the six 
components and each team must have at least one expert on each component: (a) assets, (b) liabilities, 
(c) capital, (d) withdrawals, (e) revenues, and (f) expenses. 


2. Form expert teams of individuals who selected the same component in part 1. Expert teams are to 
draft a report that each expert will present to his or her learning team addressing the following: 


a. Identify for its component the (i) increase and decrease side of the account and (ii) normal balance 
side of the account. 


b. Describe a transaction, with amounts, that increases its component. 


c. Using the transaction and amounts in (b), verify the equality of the accounting equation and then 
explain any effects on the income statement and statement of cash flows. 


d. Describe a transaction, with amounts, that decreases its component. 
e. Using the transaction and amounts in (d), verify the equality of the accounting equation and then 
explain any effects on the income statement and statement of cash flows. 
3. Each expert should return to his/her learning team. In rotation, each member presents his/her expert 
team’s report to the learning team. Team discussion is encouraged. 





ENTREPRENEURIAL 
DECISION 


AB OG 


BTN 2-7 Assume Susie Levitt and Katie Shea of CitySlips plan on expanding their business to accom- 
modate more product lines. They are considering financing their expansion in one of two ways: (1) con- 
tributing more of their own funds to the business or (2) borrowing the funds from a bank. 


Required 


Identify at least two issues that Susie and Katie should consider when trying to decide on the method for 
financing their expansion. 
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BTN 2-8 Lisa Langely is a young entrepreneur who operates Langely Music Services, offering singing 
lessons and instruction on musical instruments. Langely wishes to expand but needs a $15,000 loan. The 
bank requests Langely to prepare a balance sheet and key financial ratios. Langely has not kept formal 
records but is able to provide the following accounts and their amounts as of December 31, 2011. 


Cashi oee A A $ 1,800 Accounts Receivable .... $4,800 Prepaid Insurance ..... $ 750 
Prepaid Rent ........ 4,700 Store Supplies ......... 3,300 Equipment ........... 25,000 
Accounts Payable .... 1,100 | Unearned Lesson Fees .. . 7,800 Total Equity* ......... 31,450 
Annual net income ... 20,000 


* The total equity amount reflects all owner investments, withdrawals, revenues, and expenses as of December 31, 2011. 


Required 
1. Prepare a balance sheet as of December 31, 2011, for Langely Music Services. (Report only the total 
equity amount on the balance sheet.) 


2. Compute Langely’s debt ratio and its return on assets (the latter ratio is defined in Chapter 1). Assume 
average assets equal its ending balance. 


3. Do you believe the prospects of a $15,000 bank loan are good? Why or why not? 


ENTREPRENEURIAL 
DECISION 


ae? & 





BTN 2-9 Obtain a recent copy of the most prominent newspaper distributed in your area. Research the 
classified section and prepare a report answering the following questions (attach relevant classified clip- 
pings to your report). Alternatively, you may want to search the Web for the required information. One 
suitable Website is CareerOneStop (www.CareerOneStop.org). For documentation, you should print 
copies of Websites accessed. 





1. Identify the number of listings for accounting positions and the various accounting job titles. 


2. Identify the number of listings for other job titles, with examples, that require or prefer accounting 
knowledge/experience but are not specifically accounting positions. 


3. Specify the salary range for the accounting and accounting-related positions if provided. 
4. Indicate the job that appeals to you, the reason for its appeal, and its requirements. 


HITTING THE ROAD 
Ci 





BTN 2-10 Nokia (www.Nokia.com) is a leading global manufacturer of mobile devices and services, 
and it competes to some extent with both Research In Motion and Apple. Key financial ratios for the 
current fiscal year follow. 


Key Figure Nokia Research In Motion Apple 
Return on assets......... 0.7% 26.8% 19.7% 
Debt ratio.............. 58.7% 25.5% 33.4% 


Required 
1. Which company is most profitable according to its return on assets? 
2. Which company is most risky according to the debt ratio? 


3. Which company deserves increased investment based on a joint analysis of return on assets and the 
debt ratio? Explain. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


= 


b; debit Utility Expense for $700, and credit Cash for $700. 4. d 


GLOBAL DECISION 


"O 


NOKIA 


RIM 
Apple 


2. a; debit Cash for $2,500, and credit Unearned Lawn Service Fees for 5. e; Debt ratio = $400,000/$1,000,000 = 40% 


$2,500. 
3. c; debit Cash for $250,000, debit Land for $500,000, and credit L. Shue, 
Capital for $750,000. 


Adjusting Accounts and Preparing 
inancial Statements 











A Look Back A Look at This Chapter A Look Ahead 


Chapter 2 explained the analysis and This chapter explains the timing of Chapter 4 highlights the completion 
recording of transactions. We showed reports and the need to adjust accounts. of the accounting cycle. We explain the 
how to apply and interpret company Adjusting accounts is important for important final steps in the accounting 
accounts, accounts, double-entry recognizing revenues and expenses process. These include closing proce- 
accounting, ledgers, postings, and trial in the proper period. We describe the dures, the post-closing trial balance, 
balances. adjusted trial balance and how it is and reversing entries. 


used to prepare financial statements. 


CAP 








CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Explain the importance of periodic A Explain how accounting adjustments P1 Prepare and explain adjusting 
reporting and the time period link to financial statements. (p. 105) entries. (p. 97) 
assumption. (p. 94) s : : ; : i 
A Compute profit margin and describe P? Explain and prepare an adjusted trial 


its use in analyzing company 
improves financial statements. (p. 95) performance. (p. 109) 


C2 Explain accrual accounting and how it balance. (p. 106) 


P3 Prepare financial statements from an 
¢3 Identify the types of adjustments and adjusted trial balance. (p. 106) 


their purpose. (p. 96 
aoe 1p 98) P4 Appendix 3A—Explain the alternatives 


in accounting for prepaids. (p. 113) 
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Decision Insight 


Huh? Yes! 


“Make sure that whatever commitment you make . . . you keep” 


—BEN HUH 





SEATTLE—"“When we were starting this thing, people asked 
who was going to run it, and | said, ‘| will, and my wife’ And they 
said, ‘You're crazy: And | said, ‘Yes!’ ” Meet Ben Huh. His thing? 

(Cheezburger.com/sites), which con- 
trols over 30 Websites devoted to Internet memes. (Memes are 
running gags, usually in JPEG or video format, which spawn and 
spread on the Web.) His sites include |CanHasCheezburger?, 
FailBlog, |IHasAHotdog!, ROFLrazzi, and TotallyLooksLike. Since 
launching his company just a few years ago, his network has 
nearly 200 million page views per month and annual revenue in 
the millions. Revenue comes from display ads, along with some 
merchandise sales. 

Ben explains that he set up an accounting system early on to 
account for all business activities, including cash, revenues, re- 
ceivables, and payables. He also had to learn about the deferral 
and accrual of revenues and expenses. Setting up a good ac- 
counting system is an important part of success, explains Ben. 
“| learned how to keep costs low.” 

In spite of his quirky business, Ben insists “it is very serious 
business.” He also seriously monitors the adjusting of accounts 
so that revenues and expenses are properly reported so that 





good decisions are made. Adds Ben, “No matter how strange 
or ridiculous a business looks, those fundamentals still need to 
be there.” 

Financial statement preparation and analysis is a process that 

Ben emphasizes. Although he insists on timely and accurate ac- 
counting reports, Ben says “we're just having fun . . . we've al- 
ways been very much counterculture.” To achieve the fun part, 
Ben first took time to understand accounting adjustments and 
heir effects. It is part of the larger picture. We “make people 
happy for five minutes every day.” But, for Ben to do that, he 
insists that a reliable accounting system is necessary . . . other 
wise his business would fail. 
“We'd like to continue to do what we do . . . build bigger com- 
munities and just kind of evangelize the idea that the user is 
great at creating excellent content,” says Ben. “The market is far 
more efficient than any one company . . . but we haven't applied 
hat theory to [Web] content.” 





Sources: Cheezburger Website and BenHuh Website, January 2011; 
Entrepreneur, August 2009; Wired, February 2010; The New York Times, 
April 2009; Time, August 2009] 





Chapter Preview 





Financial statements reflect revenues when earned and expenses 
when incurred. This is known as accrual accounting, which was 
the focus of Chapter 2. We showed how companies use account- 
ing systems to collect information about external transactions and 
events. We also explained how journals, ledgers, and other tools 
are useful in preparing financial statements. This chapter describes 


the accounting process for producing useful information involving 
internal transactions and events. An important part of this process 
is adjusting the account balances so that financial statements at 
the end of a reporting period reflect the effects of all transactions. 
We then explain the important steps in preparing financial 
statements. 


Timing and 
Reporting 


e Accounting period 
e Accrual versus cash 
e Recognition of reve- 
nues and expenses 


Adjusting Accounts and Preparing Financial Statements 









Adjusting Preparing Financial 
Accounts Statements 


e Prepaid expenses e Income statement 
e Unearned revenues e Statement of 

e Accrued expenses owner's equity 

e Accrued revenues e Balance sheet 
Adjusted trial balance 
















TIMING AND REPORTING 





C Explain the importance of 
periodic reporting and the 
time period assumption. 











EXHIBIT 3.1 


Accounting Periods 


This section describes the importance of reporting accounting information at regular intervals 
and its impact for recording revenues and expenses. 


The Accounting Period 


The value of information is often linked to its timeliness. Useful information must reach 
decision makers frequently and promptly. To provide timely information, accounting systems 
prepare reports at regular intervals. This results in an accounting process impacted by the 
time period (or periodicity) assumption. The time period 
assumption presumes that an organization’s activities 
can be divided into specific time periods such as a month, 
a three-month quarter, a six-month interval, or a year. 
Exhibit 3.1 shows various accounting, or reporting, periods. 
Most organizations use a year as their primary accounting 
period. Reports covering a one-year period are known as 
annual financial statements. Many organizations also pre- 
pare interim financial statements covering one, three, or six 
.” months of activity. 





BlackBerry 


“RIM announces annual income of . . 


Quarterly 





Monthly 




























Jan. Feb. Mar. Apr. May June July Aug. Sept. Time 





Semiannually 
1 2 


Annually 
1 
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The annual reporting period is not always a calendar year ending on December 31. An orga- 
nization can adopt a fiscal year consisting of any 12 consecutive months. It is also acceptable to 
adopt an annual reporting period of 52 weeks. For example, Gap’s fiscal year consistently ends 
the final week of January or the first week of February each year. 

Companies with little seasonal variation in sales often choose the calendar year as their fiscal 
year. The financial statements of The Kellogg Company (the company that controls characters 
such as Tony the Tiger, Snap! Crackle! Pop!, and Keebler Elf) reflect a fiscal year that ends on 
the Saturday nearest December 31. Companies experiencing seasonal variations in sales often 
choose a natural business year end, which is when sales activities are at their lowest level for 
the year. The natural business year for retailers such as Walmart, Target, and Macy’s usually 
ends around January 31, after the holiday season. 


Accrual Basis versus Cash Basis 


After external transactions and events are recorded, several accounts still need adjustments be- 
fore their balances appear in financial statements. This need arises because internal transactions 
and events remain unrecorded. Accrual basis accounting uses the adjusting process to recog- 
nize revenues when earned and expenses when incurred (matched with revenues). 

Cash basis accounting recognizes revenues when cash is received and records expenses 
when cash is paid. This means that cash basis net income for a period is the difference between 
cash receipts and cash payments. Cash basis accounting is not consistent with generally ac- 
cepted accounting principles (neither U.S. GAAP nor IFRS). 

It is commonly held that accrual accounting better reflects business performance than infor- 
mation about cash receipts and payments. Accrual accounting also increases the comparability 
of financial statements from one period to another. Yet cash basis accounting is useful for sev- 
eral business decisions—which is the reason companies must report a statement of cash flows. 

To see the difference between these two accounting systems, let’s consider FastForward’s Pre- 
paid Insurance account. FastForward paid $2,400 for 24 months of insurance coverage that began 
on December 1, 2011. Accrual accounting requires that $100 of insurance expense be reported 
on December 2011’s income statement. Another $1,200 of expense is reported in year 2012, and 
the remaining $1,100 is reported as expense in the first 11 months of 2013. Exhibit 3.2 illustrates 
this allocation of insurance cost across these three years. Any unexpired premium is reported as a 
Prepaid Insurance asset on the accrual basis balance sheet. 































































Tr ansaction: Insurance Expense 201 Insurance Expense 2012 
Paid $2,400 for Jan Feb Mar k a 
24 months’ $0 $0 $0 J 5700 $100 $100 $100 
insurance A May June July Aug May June Juh Aug 
wo > j $0 $0" 30 So $100 $100 $100 $100 
Oct Nov G Sept Oct Nov Dec 
Dec. 1, 2011 o so S700 $100 $100 $100 


Alternatively, a cash basis income statement for December 2011 reports insurance expense 
of $2,400, as shown in Exhibit 3.3. The cash basis income statements for years 2012 and 2013 
report no insurance expense. The cash basis balance sheet never reports an insurance asset 
because it is immediately expensed. This shows that cash basis income for 2011—2013 fails to 
match the cost of insurance with the insurance benefits received for those years and months. 














































































Transaction: 

Paid $ 2 } 400 for Insurance Expense 20 Insurance Expense 2012 
24 months’ EE pr ea 
insurance = 7 July Aug May June July Aug 
beginning $0 30 $0 $0 $0 $0 

Dec. 1, 2011 e Spr A Now 2 
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Explain accrual accounting 
and how it improves 
financial statements. 


C 











EXHIBIT 3.2 


Accrual Accounting for Allocating 
Prepaid Insurance to Expense 















May June July Aug 
$100 


Sept Oct 
8100 $100 








Nov 


Dec 
$0 





EXHIBIT 3.3 


Cash Accounting for Allocating 
Prepaid Insurance to Expense 


eeceeeceREREREEEEEES 










Insurance Expense 2013 
























Jan Feb Mar Apr 
$0 $0 $0 $0 
May June July Aug 
$0 $0 $0 $0 
Sept Oct Nov Dec 
$0 $0 $0 $0 





Point: Recording revenue early over- 
states current-period revenue and 
income; recording it late understates 
current-period revenue and income. 


Point: Recording expense early over- 
states current-period expense and 
understates current-period income; 
recording it late understates current- 
period expense and overstates 
current-period income. 
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Recognizing Revenues and Expenses 


We use the time period assumption to divide a company’s activities into specific time periods, 
but not all activities are complete when financial statements are prepared. Thus, adjustments 
often are required to get correct account balances. 

We rely on two principles in the adjusting process: revenue recognition and expense recogni- 
tion (the latter is often referred to as matching). Chapter 1 explained that the revenue recogni- 
tion principle requires that revenue be recorded when earned, not before and not after. Most 
companies earn revenue when they provide services and products to customers. A major goal of 
the adjusting process is to have revenue recognized (reported) in the time period when it is 
earned. The expense recognition (or matching) principle aims to record expenses in the same 
accounting period as the revenues that are earned as a result of those expenses. This matching of 
expenses with the revenue benefits is a major part of the adjusting process. 

Matching expenses with revenues often requires us to predict certain events. When we use 
financial statements, we must understand that they require estimates and therefore include mea- 
sures that are not precise. Walt Disney’s annual report explains that its production costs from 
movies, such as Alice in Wonderland, are matched to revenues based on a ratio of current rev- 
enues from the movie divided by its predicted total revenues. 


Answers — p. 116 Kl 


Quick Check 


. Describe a company’s annual reporting period. 

. Why do companies prepare interim financial statements? 

. What two accounting principles most directly drive the adjusting process? 

. Is cash basis accounting consistent with the matching principle? Why or why not? 


oa fWN = 


. If your company pays a $4,800 premium on April 1, 2011, for two years’ insurance coverage, 
how much insurance expense is reported in 2012 using cash basis accounting? 


ADJUSTING ACCOUNTS 





C3 Identify the types of 
adjustments and their 


purpose. 











Point: Source documents provide 
information for most daily transactions, 
and in many businesses the recordkeep- 
ers record them. Adjustments require 
more knowledge and are usually handled 
by senior accounting professionals. 


Adjusting accounts is a 3-step process: 


Step I: Determine what the current account balance equals. 


Step 2: Determine what the current account balance should equal. 


Step 3: Record an adjusting entry to get from step Z to step 2. 


Framework for Adjustments 


Adjustments are necessary for transactions and events that extend over more than one period. 
It is helpful to group adjustments by the timing of cash receipt or cash payment in relation 
to the recognition of the related revenues or expenses. Exhibit 3.4 identifies four types of 
adjustments. 

The upper half of this exhibit shows prepaid expenses (including depreciation) and unearned 
revenues, which reflect transactions when cash is paid or received before a related expense or 
revenue is recognized. They are also called deferrals because the recognition of an expense 
(or revenue) is deferred until after the related cash is paid (or received). The lower half of this 
exhibit shows accrued expenses and accrued revenues, which reflect transactions when cash 
is paid or received after a related expense or revenue is recognized. Adjusting entries are nec- 
essary for each of these so that revenues, expenses, assets, and liabilities are correctly re- 
ported. Specifically, an adjusting entry is made at the end of an accounting period to reflect 
a transaction or event that is not yet recorded. Each adjusting entry affects one or more income 
statement accounts and one or more balance sheet accounts (but never the Cash account). 
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Prepaid (Deferred) 
expenses* 
Paid (or received) cash before 
expense (or revenue) recognized 


*Includes depreciation 


Unearned (Deferred) 


revenues 

Adjustments 
Accrued 
expenses 

Paid (or received) cash after 
expense (or revenue) recognized 

Accrued 
revenues 


Prepaid (Deferred) Expenses 


Prepaid expenses refer to items paid for in advance of receiving their benefits. Prepaid 
expenses are assets. When these assets are used, their costs become expenses. Adjusting entries 
for prepaids increase expenses and de- 
crease assets as shown in the T-accounts 
of Exhibit 3.5. Such adjustments reflect 
transactions and events that use up prepaid 


Decreased Increased 


Asset Expense 





a á s Unadjusted Credit Debit 
expenses (including passage of time). To balance f adjustment adjustment 
illustrate the accounting for prepaid ex- t t 
penses, we look at prepaid insurance, sup- es 7 7 


plies, and depreciation. 


Prepaid Insurance We use our 3-step process for this and all accounting adjustments. 


Step 1: We determine that the current balance of FastForward’s prepaid insurance is equal to 
its $2,400 payment for 24 months of insurance benefits that began on December 1, 2011. 


Step 2: With the passage of time, the benefits of the insurance gradually expire and a portion 
of the Prepaid Insurance asset becomes expense. For instance, one month’s insurance coverage 
expires by December 31, 2011. This expense is $100, or 1/24 of $2,400, which leaves $2,300. 


Step 3: The adjusting entry to record this expense and reduce the asset, along with T-account 
postings, follows: 


Adjustment (a) 














Dec. 31 Insurance Expense esee erse eee siamese a 100 
Prepaidilnsurance ee e ite rriea tcl: 100 —— 
To record first month’s expired insurance. 
Insurance Expense 637 Prepaid Insurance 128 
Dec. 31 100 Dec. 6 2,400 | Dec.31 100 <— 
Balance 2,300 





Explanation After adjusting and posting, the $100 balance in Insurance Expense and the $2,300 
balance in Prepaid Insurance are ready for reporting in financial statements. Not making the ad- 
justment on or before December 31 would (1) understate expenses by $100 and overstate net in- 
come by $100 for the December income statement and (2) overstate both prepaid insurance (assets) 
and equity (because of net income) by $100 in the December 31 balance sheet. (Exhibit 3.2 showed 
that 2012’s adjustments must transfer a total of $1,200 from Prepaid Insurance to Insurance Ex- 
pense, and 2013’s adjustments must transfer the remaining $1,100 to Insurance Expense.) The 
following table highlights the December 31, 2011, adjustment for prepaid insurance. 
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EXHIBIT 3.4 
Types of Adjustments 





P Prepare and explain 
adjusting entries. 











EXHIBIT 3.5 
Adjusting for Prepaid Expenses 


Insurance 


Dec.6 Pay insurance premium 
and record asset 


Two-Year Insurance Policy 
Total cost is $2,400 
Monthly cost is $100 


Dec. 31 Coverage expires and 
record expense 


Assets = 


—100 


Liabilities + Equity 
—100 


Point: Many companies record adjust- 
ing entries only at the end of each year 
because of the time and cost necessary. 
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Supplies 


Dec. 2,6,26 Purchase supplies 
and record asset 





Dec. 31 Supplies used and 
record expense 


Assets = Liabilities + Equity 
—1,050 —1,050 


Point: We assume that prepaid and 
unearned items are recorded in balance 
sheet accounts. An alternative is to 
record them in income statement 
accounts; Appendix 3A discusses this 
alternative. The adjusted financial state- 
ments are identical. 
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Before Adjustment Adjustment After Adjustment 





Prepaid Insurance = $2,400 Deduct $100 from Prepaid Insurance 


Add $100 to Insurance Expense 


Prepaid Insurance = $2,300 


Record current month’s $100 insurance ex- 
pense and $100 reduction in prepaid 
amount. 


Reports $2,400 policy for 
24-months’ coverage. 


Reports $2,300 in coverage for 
remaining 23 months. 


Supplies Supplies are a prepaid expense requiring adjustment. 


Step 1: FastForward purchased $9,720 of supplies in December and some of them were used 
during this month. When financial statements are prepared at December 31, the cost of supplies 
used during December must be recognized. 


Step 2: When FastForward computes (takes physical count of) its remaining unused supplies 
at December 31, it finds $8,670 of supplies remaining of the $9,720 total supplies. The $1,050 
difference between these two amounts is December’s supplies expense. 


Step 3: The adjusting entry to record this expense and reduce the Supplies asset account, 
along with T-account postings, follows: 








Adjustment (b) 
Dec. 31 Supplies Expense: sss unesa ssas esus esson ans eas 1,050 
Supplies 545055474 ee eeaeee e a e E 1,050 
To record supplies used. 

Supplies Expense 652 Supplies 126 
Dec. 31 1,050 Dec. 2 2,500 | Dec. 31 1,050 

6 7,100 

26 120 

Balance 8,670 


Explanation The balance of the Supplies account is $8,670 after posting—equaling the cost 
of the remaining supplies. Not making the adjustment on or before December 31 would (1) un- 
derstate expenses by $1,050 and overstate net income by $1,050 for the December income 
statement and (2) overstate both supplies and equity (because of net income) by $1,050 in the 
December 31 balance sheet. The following table highlights the adjustment for supplies. 

Before Adjustment 


Adjustment After Adjustment 





Supplies = $9,720 Deduct $1,050 from Supplies 


Add $1,050 to Supplies Expense 


Record $1,050 in supplies used and $1,050 
as supplies expense. 


Supplies = $8,670 


Reports $9,720 in supplies. Reports $8,670 in supplies. 


Other Prepaid Expenses Other prepaid expenses, such as Prepaid Rent, are accounted 
for exactly as Insurance and Supplies are. We should note that some prepaid expenses are both 
paid for and fully used up within a single accounting period. One example is when a company 
pays monthly rent on the first day of each month. This payment creates a prepaid expense on the 
first day of each month that fully expires by the end of the month. In these special cases, we can 
record the cash paid with a debit to an expense account instead of an asset account. This practice 
is described more completely later in the chapter. 


© Decision 


Answer — p. 115 





Investor A small publishing company signs a well-known athlete to write a book. The company pays the 
athlete $500,000 to sign plus future book royalties. A note to the company’s financial statements says that 
“prepaid expenses include $500,000 in author signing fees to be matched against future expected sales.” Is 
this accounting for the signing bonus acceptable? How does it affect your analysis? Ml 
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Depreciation A special category of prepaid expenses is plant assets, which refers to long- 
term tangible assets used to produce and sell products and services. Plant assets are expected to 
provide benefits for more than one period. Examples of plant assets are buildings, machines, 
vehicles, and fixtures. All plant assets, with a general exception for land, eventually wear out or 
decline in usefulness. The costs of these assets are deferred but are gradually reported as ex- 
penses in the income statement over the assets’ useful lives (benefit periods). Depreciation is 
the process of allocating the costs of these assets over their expected useful lives. Depreciation 
expense is recorded with an adjusting entry similar to that for other prepaid expenses. 


Step 1: Recall that FastForward purchased equipment for $26,000 in early December to use in 
earning revenue. This equipment’s cost must be depreciated. 


Step 2: The equipment is expected to have a useful life (benefit period) of four years and to be 
worth about $8,000 at the end of four years. This means the net cost of this equipment over its use- 
ful life is $18,000 ($26,000 — $8,000). We can use any of several methods to allocate this $18,000 
net cost to expense. FastForward uses a method called straight-line depreciation, which allocates 
equal amounts of the asset’s net cost to depreciation during its useful life. Dividing the $18,000 net 
cost by the 48 months in the asset’s useful life gives a monthly cost of $375 ($18,000/48). 


Step 3: The adjusting entry to record monthly depreciation expense, along with T-account post- 
ings, follows: 


Adjustment (c) 
Depreciation Expense e a re eitirretri trie ns 375 


Dec. 31 


Accumulated Depreciation—Equipment ........ 375 
To record monthly equipment depreciation. 





Depreciation 612 


Expense—Equipment Equipment 167 





Dec. 31 375 Dec. 3 26,000 

Explanation After posting the adjustment, the Equipment account ($26,000) less its Accumu- 
lated Depreciation ($375) account equals the $25,625 net cost (made up of $17,625 for the 47 
remaining months in the benefit period plus the $8,000 value at the end of that time). The $375 
balance in the Depreciation Expense account is reported in the December income statement. Not 
making the adjustment at December 31 would (1) understate expenses by $375 and overstate net 
income by $375 for the December income statement and (2) overstate both assets and equity 
(because of income) by $375 in the December 31 balance sheet. The following table highlights 


the adjustment for depreciation. 


Before Adjustment Adjustment After Adjustment 





Equipment, net = $26,000 Deduct $375 from Equipment, net 


Add $375 to Depreciation Expense 


Record $375 in depreciation and $375 as 
accumulated depreciation, which is deducted 
from equipment. 


Equipment, net = $25,625 


Reports $26,000 in equipment. Reports $25,625 in equipment, 


net of accumulated depreciation. 


Accumulated depreciation is kept in a separate contra account. A contra account is an ac- 
count linked with another account, it has an opposite normal balance, and it is reported as a 
subtraction from that other account’s balance. For instance, FastForward’s contra account of 
Accumulated Depreciation—Equipment is subtracted from the Equipment account in the bal- 
ance sheet (see Exhibit 3.7). This contra account allows balance sheet readers to know both the 
full costs of assets and the total depreciation. 

The title of the contra account, Accumulated Depreciation, reveals that this account includes 
total depreciation expense for all prior periods for which the asset was used. To illustrate, the 
Equipment and the Accumulated Depreciation accounts appear as in Exhibit 3.6 on February 28, 
2012, after three months of adjusting entries. The $1,125 balance in the accumulated depreciation 
account can be subtracted from its related $26,000 asset cost. The difference ($24,875) between 
these two balances is the cost of the asset that has not yet been depreciated. This difference is 
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Point: Plant assets are also called 
Plant & Equipment, or Property, 
Plant & Equipment. 


Point: Depreciation does not necessarily 
measure decline in market value. 


Point: An asset’s expected value at the 
end of its useful life is called salvage value. 


Depreciation 


Dec. 3 Purchase equipment and 
record asset 





Dec. 31 Allocate asset cost and 
record depreciation 


Assets = Liabilities 
—375 


+ Equity 
=375 





Accumulated 168 


Depreciation—Equipment 


Dec. 31 375 


Point: The cost principle requires an 
asset to be initially recorded at acquisi- 
tion cost. Depreciation causes the asset's 
book value (cost less accumulated depre- 
ciation) to decline over time. 
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EXHIBIT 3.6 


Accounts after Three Months of 
Depreciation Adjustments 


Point: The net cost of equipment is 
also called the depreciable basis. 


EXHIBIT 3.7 


Equipment and Accumulated 
Depreciation on February 28 
Balance Sheet 


EXHIBIT 3.8 


Adjusting for Unearned Revenues 


Point: To defer is to postpone.We 
postpone reporting amounts received 
as revenues until they are earned. 


Unearned Revenues 


Dec. 26 Cash received in advance 
and record liability 





Thanks for cash in 
advance. l'Il work now 
through Feb. 24 


Dec. 31 Provided services and 
record revenue 


Chapter 3 Adjusting Accounts and Preparing Financial Statements 








Accumulated 168 
Equipment 167 Depreciation—Equipment 
Dec. 3 26,000 Dec. 31 375 
Jan. 31 375 
Feb. 28 375 
Balance 1,125 





called the book value, or the net amount, which equals the asset’s costs less its accumulated 
depreciation. 

These account balances are reported in the assets section of the February 28 balance sheet in 
Exhibit 3.7. 


Assets (at February 28, 2012) 














Cash $ 

Equipment $26,000 Commonly titled 
Less accumulated depreciation 1,125 24,875 <————}| Equipment, net 
Total Assets $ 











© Decision 


Entrepreneur You are preparing an offer to purchase a family-run restaurant. The depreciation schedule 
for the restaurant's building and equipment shows costs of $175,000 and accumulated depreciation of 
$155,000. This leaves a net for building and equipment of $20,000. Is this information useful in helping you 
decide on a purchase offer? W 
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Unearned (Deferred) Revenues 


The term unearned revenues refers to cash received in advance of providing products and 
services. Unearned revenues, also called deferred revenues, are liabilities. When cash is ac- 
cepted, an obligation to provide products 
or services is accepted. As products or ser- 


Decreased Increased 


Liability Revenue vices are provided, the unearned revenues 
Debit f Unadjusted | Credit become earned revenues. Adjusting entries 
adjustment |) balance adjustment for unearned revenues involve increasing 


t Dr. Liability..... # $ 


Cr. Revenue... # 


revenues and decreasing unearned reve- 
nues, as shown in Exhibit 3.8. 

An example of unearned revenues is from The New York Times Company, which reports 
unexpired (unearned) subscriptions of $81 million: “Proceeds from ... subscriptions are de- 
ferred at the time of sale and are recognized in earnings on a pro rata basis over the terms of 
the subscriptions.” Unearned revenues are nearly 10% of the current liabilities for the Times. 
Another example comes from the Boston Celtics. When the Celtics receive cash from advance 
ticket sales and broadcast fees, they record it in an unearned revenue account called Deferred 
Game Revenues. The Celtics recognize this unearned revenue with adjusting entries on a game- 
by-game basis. Since the NBA regular season begins in October and ends in April, revenue 
recognition is mainly limited to this period. For a recent season, the Celtics’ quarterly reve- 
nues were $0 million for July-September; $34 million for October-December; $48 million 
for January-March; and $17 million for April-June. 

Returning to FastForward, it also has unearned revenues. It agreed on December 26 to pro- 
vide consulting services to a client for a fixed fee of $3,000 for 60 days. 


Step 1: On December 26, the client paid the 60-day fee in advance, covering the period 
December 27 to February 24. The entry to record the cash received in advance is 
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Dec. 26 3,000 


Unearned Consulting Revenue ................ 3,000 


Received advance payment for services over the 
next 60 days. 


This advance payment increases cash and creates an obligation to do consulting work over the 
next 60 days. 


Step 2: As time passes, FastForward earns this payment through consulting. By December 31, 
it has provided five days’ service and earned 5/60 of the $3,000 unearned revenue. This amounts 
to $250 ($3,000 X 5/60). The revenue recognition principle implies that $250 of unearned rev- 
enue must be reported as revenue on the December income statement. 


Step 3: The adjusting entry to reduce the liability account and recognize earned revenue, along 
with T-account postings, follows: 


Adjustment (d) 

















Dec. 31 Unearned Consulting Revenue ..................-. 250 
Consulting Reyenue merit tertile ete tere 250 —— 
To record earned revenue that was received in 
advance ($3,000 x 5/60). 
Unearned Consulting Revenue 236 Consulting Revenue 403 
Dec. 31 250 | Dec. 26 3,000 Dec. 5 4,200 
Balance 2,750 i 1.600 
3I 250 <— 
Balance 6,050 








Explanation The adjusting entry transfers $250 from unearned revenue (a liability account) to a 
revenue account. Not making the adjustment (1) understates revenue and net income by $250 in the 
December income statement and (2) overstates unearned revenue and understates equity by $250 on 
the December 31 balance sheet. The following highlights the adjustment for unearned revenue. 


Before Adjustment Adjustment After Adjustment 





Deduct $250 from Unearned 
Consulting Revenue 
Add $250 to Consulting Revenue 


Unearned Consulting 
Revenue = $3,000 


Unearned Consulting 
Revenue = $2,750 


Reports $3,000 in unearned revenue 
for consulting services promised for 
60 days. 


Record 5 days of earned consulting 
revenue, which is 5/60 of unearned 
amount. 


Reports $2,750 in unearned revenue 
for consulting services owed over 
next 55 days. 


Accounting for unearned revenues is crucial to many companies. For example, the National 
Retail Federation reports that gift card sales, which are unearned revenues for sellers, exceed 
$20 billion annually. Gift cards are now the top selling holiday gift. 


Accrued Expenses 


Accrued expenses refer to costs that are incurred in a period but are both unpaid and unrecorded. 
Accrued expenses must be reported on the income statement of the period when incurred. 
Adjusting entries for recording accrued expenses involve increasing expenses and increasing 
liabilities as shown in Exhibit 3.9. This ad- 


justment recognizes expenses incurred in a 
period but not yet paid. Common examples 
of accrued expenses are salaries, interest, 
rent, and taxes. We use salaries and interest 
to show how to adjust accounts for accrued 
expenses. 


Increased Increased 


Expense Liability 


Debit Credit 
adjustment adjustment 


t Dr. Expense..... # $ 


Cr. Liability... # 
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Assets = Liabilities + Equity 
+3,000 +3,000 


Assets = Liabilities + Equity 
—250 +250 


Point: Accrued expenses are also 
called accrued liabilities. 


EXHIBIT 3.9 


Adjusting for Accrued Expenses 
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EXHIBIT 3.10 
Salary Accrual and Paydays 


Point: An employer records salaries 
expense and a vacation pay liability when 
employees earn vacation pay. 


Assets = Liabilities + Equity 
+210 =210 
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Accrued Salaries Expense FastForward’s employee earns $70 per day, or $350 for a 
five-day workweek beginning on Monday and ending on Friday. 


Step 1: Its employee is paid every two weeks on Friday. On December 12 and 26, the wages 
are paid, recorded in the journal, and posted to the ledger. 


Step 2: The calendar in Exhibit 3.10 shows three working days after the December 26 payday 
(29, 30, and 31). This means the employee has earned three days’ salary by the close of business 
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D2 3 l4 J 
, 7 8 |9 to | 41 6 7 | 8 
Pay period 14 | a5) | 16 | 17 | 18 13 | 14 | 15 
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Salary expense incurred Payday Payday 


on Wednesday, December 31, yet this salary cost has not been paid or recorded. The financial 
statements would be incomplete if FastForward fails to report the added expense and liability to 
the employee for unpaid salary from December 29, 30, and 31. 


Step 3: The adjusting entry to account for accrued salaries, along with T-account postings, 
follows: 


Adjustment (e) 
Dec. 31 SalaniesiEXDenscmner renee tn cient trie: 210 
Salaries Payable no ar a cae 210 — 
To record three days’ accrued salary (3 X $70). 











Salaries Expense 622 Salaries Payable 209 
Dec. 12 700 Dec. 31 210 <— 
26 700 
31 210 
Balance 1,610 


Explanation Salaries expense of $1,610 is reported on the December income statement and 
$210 of salaries payable (liability) is reported in the balance sheet. Not making the adjustment 
(1) understates salaries expense and overstates net income by $210 in the December income 
statement and (2) understates salaries payable (liabilities) and overstates equity by $210 on the 
December 31 balance sheet. The following highlights the adjustment for salaries incurred. 





Before Adjustment Adjustment After Adjustment 
Salaries Payable = $0 Add $210 to Salaries Payable Salaries Payable = $210 
Add $210 to Salaries Expense 
Reports $0 from employee salaries Record 3 days’ salaries owed to Reports $210 salaries payable to 
incurred but not yet paid in cash. employee, but not yet paid, at employee but not yet paid. 
$70 per day. 


Accrued Interest Expense Companies commonly have accrued interest expense on notes 
payable and other long-term liabilities at the end of a period. Interest expense is incurred with the 
passage of time. Unless interest is paid on the last day of an accounting period, we need to adjust for 
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interest expense incurred but not yet paid. This means we must accrue interest cost from the most 
recent payment date up to the end of the period. The formula for computing accrued interest is: 


Principal amount owed x Annual interest rate X Fraction of year since last payment date. 


To illustrate, if a company has a $6,000 loan from a bank at 6% annual interest, then 30 days’ 
accrued interest expense is $30—computed as $6,000 Xx 0.06 X 30/360. The adjusting entry 
would be to debit Interest Expense for $30 and credit Interest Payable for $30. 


Future Payment of Accrued Expenses Adjusting entries for accrued expenses 
foretell cash transactions in future periods. Specifically, accrued expenses at the end of one ac- 
counting period result in cash payment in a future period(s). To illustrate, recall that Fastforward 
recorded accrued salaries of $210. On January 9, the first payday of the next period, the follow- 
ing entry settles the accrued liability (salaries payable) and records salaries expense for seven 
days of work in January: 


210 
490 


Jan.9 


700 


Paid two weeks’ salary including three days 
accrued in December. 


The $210 debit reflects the payment of the liability for the three days’ salary accrued on Decem- 
ber 31. The $490 debit records the salary for January’s first seven working days (including the 
New Year’s Day holiday) as an expense of the new accounting period. The $700 credit records 
the total amount of cash paid to the employee. 


Accrued Revenues 


The term accrued revenues refers to revenues earned in a period that are both unrecorded and 
not yet received in cash (or other assets). An example is a technician who bills customers only 
when the job is done. If one-third of a job is complete by the end of a period, then the technician 
must record one-third of the expected billing as revenue in that period—even though there is no 
billing or collection. The adjusting entries 
for accrued revenues increase assets and in- 


Increased Increased 


crease revenues as shown in Exhibit 3.11. Asset Revenue 
Accrued revenues commonly arise from Debit | Credit 
services, products, interest, and rent. We — 2dustment adjustment 
use service fees and interest to show how to a Bh AGS on us = | 


Cr. Revenue... # 


adjust for accrued revenues. 


Accrued Services Revenue Accrued revenues are not recorded until adjusting entries 
are made at the end of the accounting period. These accrued revenues are earned but unrecorded 
because either the buyer has not yet paid for them or the seller has not yet billed the buyer. 
FastForward provides an example. 


Step 1: In the second week of December, it agreed to provide 30 days of consulting services 
to a local fitness club for a fixed fee of $2,700. The terms of the initial agreement call for Fast- 
Forward to provide services from December 12, 2011, through January 10, 2012, or 30 days of 
service. The club agrees to pay FastForward $2,700 on January 10, 2012, when the service pe- 
riod is complete. 


Step 2: At December 31, 2011, 20 days of services have already been provided. Since the 
contracted services have not yet been entirely provided, FastForward has neither billed the 
club nor recorded the services already provided. Still, Fastforward has earned two-thirds of 
the 30-day fee, or $1,800 ($2,700 X 20/30). The revenue recognition principle implies that it 
must report the $1,800 on the December income statement. The balance sheet also must re- 
port that the club owes FastForward $1,800. 
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Point: Interest computations assume a 
360-day year; known as the bankers’ rule. 


Assets = Liabilities + Equity 
700 210 490 





Point: Accrued revenues are also called 
accrued assets. 


EXHIBIT 3.11 


Adjusting for Accrued Revenues 


Accrued Revenues 


Dec. 31 Record revenue and 
receivable for services 


provided but unbilled 


Pay me next month 






Jan.10 Receive cash and 
reduce receivable 
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Assets = Liabilities + Equity 
+1,800 +1,800 


Example: What is the adjusting entry 

if the 30-day consulting period began on 

December 22? Answer: One-third of the 

fee is earned: 

Accounts Receivable ....... 900 
Consulting Revenue. ... 900 


Assets = Liabilities + Equity 
+2,700 +900 
— 1,800 
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Step 3: The year-end adjusting entry to account for accrued services revenue is 














Adjustment (f) 
Dec. 31 Accounts Receivable, aeterna ena egmemaamee en 1,800 
Consulting Revenue ...................0000. 1,800 — 
To record 20 days’ accrued revenue. 
Accounts Receivable 106 Consulting Revenue 403 
Dec. 12 1,900 | Dec. 22 1,900 Dec. 5 4,200 
31 1,800 12 1,600 
Balance 1,800 3l 2x 
31 1,800 <— 
Balance 7,850 








Explanation Accounts receivable are reported on the balance sheet at $1,800, and the $7,850 
total of consulting revenue is reported on the income statement. Not making the adjustment 
would understate (1) both consulting revenue and net income by $1,800 in the December income 
statement and (2) both accounts receivable (assets) and equity by $1,800 on the December 31 
balance sheet. The following table highlights the adjustment for accrued revenue. 


Before Adjustment Adjustment After Adjustment 





Add $1,800 to Accounts 
Receivable 
Add $1,800 to Consulting 
Revenue 


Accounts Receivable = $0 Accounts Receivable = $1,800 


Reports $0 from revenue earned but 
not yet received in cash. 


Record 20 days of earned consulting 
revenue, which is 20/30 of total 
contract amount. 


Reports $1,800 in accounts 
receivable from consulting 
services provided. 








Accrued Interest Revenue [n addition to the accrued interest expense we described 
earlier, interest can yield an accrued revenue when a debtor owes money (or other assets) to a 
company. If a company is holding notes or accounts receivable that produce interest revenue, we 
must adjust the accounts to record any earned and yet uncollected interest revenue. The adjusting 
entry is similar to the one for accruing services revenue. Specifically, we debit Interest Receiv- 
able (asset) and credit Interest Revenue. 


Future Receipt of Accrued Revenues Accrued revenues at the end of one accounting 
period result in cash receipts in a future period(s). To illustrate, recall that Fastforward made an 
adjusting entry for $1,800 to record 20 days’ accrued revenue earned from its consulting contract. 
When FastForward receives $2,700 cash on January 10 for the entire contract amount, it makes 
the following entry to remove the accrued asset (accounts receivable) and recognize the revenue 
earned in January. The $2,700 debit reflects the cash received. The $1,800 credit reflects the re- 
moval of the receivable, and the $900 credit records the revenue earned in January. 





Jan. 10 Cash coor nara eae Be SGA a Lore N 2,700 
Accounts Receivable (20 days at $90 per day) ...... 1,800 
Consulting Revenue (10 days at $90 per day) ..... 900 
Received cash for the accrued asset and recorded 
earned consulting revenue for January. 
O Decision Answer — p. 116 A 


Loan Officer The owner of an electronics store applies for a business loan. The store's financial state- 
ments reveal large increases in current-year revenues and income. Analysis shows that these increases 
are due to a promotion that let consumers buy now and pay nothing until January 1 of next year. The store 
recorded these sales as accrued revenue. Does your analysis raise any concerns? W 
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Links to Financial Statements 


The process of adjusting accounts is intended to bring an asset or liability account balance to its 
correct amount. It also updates a related expense or revenue account. These adjustments are 
necessary for transactions and events that extend over more than one period. (Adjusting entries 
are posted like any other entry.) 

Exhibit 3.12 summarizes the four types of transactions requiring adjustment. Understanding 
this exhibit is important to understanding the adjusting process and its importance to financial 
statements. Remember that each adjusting entry affects one or more income statement accounts 
and one or more balance sheet accounts (but never cash). 


BEFORE Adjusting 


Balance Sheet Income Statement 





Category 


Adjusting Entry 


Prepaid expenses? Asset overstated Expense understated Dr. Expense 
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Explain how accounting 
adjustments link to 


A 





financial statements. 





Unearned revenues? 


Accrued expenses 


Accrued revenues 


Equity overstated 
Liability overstated Revenue understated 
Equity understated 
Liability understated Expense understated 
Equity overstated 
Asset understated Revenue understated 


Equity understated 


Cr. Asset* 
Dr. Liability 

Cr. Revenue 
Dr. Expense 

Cr. Liability 
Dr. Asset 

Cr. Revenue 


* For depreciation, the credit is to Accumulated Depreciation (contra asset). 


+ Exhibit assumes that prepaid expenses are initially recorded as assets and that unearned revenues are initially recorded as liabilities. 


Information about some adjustments is not always available until several days or even weeks 
after the period-end. This means that some adjusting and closing entries are recorded later than, 
but dated as of, the last day of the period. One example is a company that receives a utility bill 
on January 10 for costs incurred for the month of December. When it receives the bill, the com- 
pany records the expense and the payable as of December 31. Other examples include long- 
distance phone usage and costs of many Web billings. The December income statement reflects 
these additional expenses incurred, and the December 31 balance sheet includes these payables, 
although the amounts were not actually known on December 31. 


D Decision 
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Financial Officer At yearend, the president instructs you, the financial officer, not to record accrued 


expenses until next year because they will not be paid until then. The president also directs you to record 
in current-year sales a recent purchase order from a customer that requires merchandise to be delivered 
two weeks after the yearend. Your company would report a net income instead of a net loss if you carry 
out these instructions. What do you do? E 









Quick Check 


Answers — p. 116 


6. If an adjusting entry for accrued revenues of $200 at yearend is omitted, what is this error’s 
effect on the yearend income statement and balance sheet? 


7. What is a contra account? Explain its purpose. 
8 
9. Describe how an unearned revenue arises. Give an example. 


. What is an accrued expense? Give an example. 


EXHIBIT 3.12 


Summary of Adjustments and 
Financial Statement Links 
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P Explain and prepare an 
adjusted trial balance. 








EXHIBIT 3.13 


Unadjusted and Adjusted 
Trial Balances 


Chapter 3 Adjusting Accounts and Preparing Financial Statements 


Adjusted Trial Balance 


An unadjusted trial balance is a list of accounts and balances prepared before adjustments are 
recorded. An adjusted trial balance is a list of accounts and balances prepared after adjusting 
entries have been recorded and posted to the ledger. 

Exhibit 3.13 shows both the unadjusted and the adjusted trial balances for FastForward at 
December 31, 2011. The order of accounts in the trial balance is usually set up to match the 
order in the chart of accounts. Several new accounts arise from the adjusting entries. 





[*) File Edit View Insert Format Tools Data Window Help — =le z] 
BLAK SAY 2: Be E. E ESAE GA 
FASTFORWARD 
Trial Balances 


December 31, 2011 








<0» BID $%, A 



























































Unadjusted Adjusted 
Trial Balance Adjustments Trial Balance 
Cr. Dr. Cr. 
Acct. 
5 No. | Account Title 
6 101 | Cash $ 4,350 $ 4,350 
7.106 | Accounts receivable 0 (f) $1,800 1,800 
3 126 | Supplies 9,720 (b) $1,050| 8,670 
9 128 | Prepaid insurance 2,400 (a) 100 2,300 
10.167 | Equipment 26,000 26,000 
41,168 | Accumulated depreciation—Equip. $ 0 (c) 375 $ 375 
12 201 | Accounts payable 6,200 6,200 
13 209 | Salaries payable 0 (e) 210 210 
14 236 | Unearned consulting revenue 3,000 | (d) 250 2,750 
15 301 | C. Taylor, Capital 30,000 30,000 
16 302 | C. Taylor, Withdrawals 200 200 
17 403 | Consulting revenue 5,800 (d) 250 7,850 
18 (f) 1,800 
19 406 | Rental revenue 300 300 
20 612 | Depreciation expense—Equip. 0 (c) 375 375 
21 622 | Salaries expense 1,400 (e) 210 1,610 
22 637 | Insurance expense 0 (a) 100 100 
23 640 | Rent expense 1,000 1,000 
24 652 | Supplies expense 0 (b) 1,050 1,050 
25 690 | Utilities expense 230 230 
26 Totals $45,300 | $45,300 $3,785 $3,785 | $47,685 | $47,685 
































OES MÀ Smeets Shee Z Shee 7 Ta 1 a 





Each adjustment (see middle columns) is identified by a letter in parentheses that links it to an 
adjusting entry explained earlier. Each amount in the Adjusted Trial Balance columns is computed 
by taking that account’s amount from the Unadjusted Trial Balance columns and adding or subtract- 
ing any adjustment(s). To illustrate, Supplies has a $9,720 Dr. balance in the unadjusted columns. 
Subtracting the $1,050 Cr. amount shown in the adjustments columns yields an adjusted $8,670 Dr. 
balance for Supplies. An account can have more than one adjustment, such as for Consulting Rev- 
enue. Also, some accounts might not require adjustment for this period, such as Accounts Payable. 


PREPARING FINANCIAL STATEMENTS 





P Prepare financial 
statements from an 
adjusted trial balance. 











Point: Sarbanes-Oxley Act requires 
that financial statements filed with the 
SEC be certified by the CEO and CFO, 
including a declaration that the state- 
ments fairly present the issuer’s opera- 
tions and financial condition. Violators 
can receive fines and/or prison terms. 


We can prepare financial statements directly from information in the adjusted trial balance. An 
adjusted trial balance (see the right-most columns in Exhibit 3.13) includes all accounts and 
balances appearing in financial statements, and is easier to work from than the entire ledger 
when preparing financial statements. 

Exhibit 3.14 shows how revenue and expense balances are transferred from the adjusted trial 
balance to the income statement (red lines). The net income and the withdrawals amount are then 
used to prepare the statement of owner’s equity (black lines). Asset and liability balances on the 
adjusted trial balance are then transferred to the balance sheet (blue lines). The ending capital is 
determined on the statement of owner’s equity and transferred to the balance sheet (green lines). 
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EXHIBIT 3.14 
Preparing Financial Statements (Adjusted Trial Balance from Exhibit 3.13) 
Step 3 Prepare balance sheet 


FASTFORWARD 
Balance Sheet 
December 31, 2011 







FASTFORWARD 
Adjusted Trial Balance 
December 31, 2011 








Acct. 
No. Account mte Credit CAAS N $ 4,350 
D ae t ; Accounts receivable a 1,800 
ae Suppliesa nS Auo ee nears 8,670 
Prepaid insurance .........eeeeeeeeee 2,300 
Equipment. e eee reer $26,000 
Less accumulated depreciation .... 375 25,625 
Motaliassets*:tes-.n es te $ 42,745 
Liabilities 
Accounts payable .........:cccceeeee $ 6,200 
Salaries payable „seee 210 
Unearned consulting revenue ....... 2,750 
Total liabilities -ane 9,160 
Equity 
C. Taylor, Capital oo... eee 33,585 
Total liabilities and equity ............. $ 42,745 





Step 2 Prepare statement of owner’s equity 


FASTFORWARD 
Statement of Owner’s Equity 
For Month Ended December 31, 2011 













































































































C. Taylor, Capital, December 1..... $ 0 
Plus: Investments by owner .......... $30,000 
Net INCOME ..........:::eceeeeeeee 3,785 
33,785 
Wi 200 
Steps to Prepare Financial Statements Seas ease oe $33,585 
‘Step 1 Prepare income statement using revenue 
= and expense accounts from trial balance. Step 1 Prepare income statement 
Step 2. ‘Prepare statement of owner’s equity | FASTFORWARD 
= using withdrawals account from trial Income Statement 
balance; and pull net income For Month Ended December 31, 2011 
— een 1: E Revenues 
‘Step 3” Prepare balance sheet using asset ail ] See TOVONUG ......ceeeeecereeeeerees ne 
pia liability account from trial balance; Shee Le es Tea $8,150 
and pull updated capital ba E ans oe a : 
Beaune 2. SS Depreciation expense— Equip 375 
“Step 4 Prepare statement of cash flows from || nase aaa s i T 
Pi ein cash flows for the UA S : E EAT M 
rotillustrated here). Supplies expense... 1,050 
Utilities expense...... . 230 
Total expenses.... : 4,365 
Netincomecss AIEEE $3,785 











We prepare financial statements in the following order: income statement, statement of own- 
er’s equity, and balance sheet. This order makes sense because the balance sheet uses informa- Point: Each trial balance amount is 
. 5 : şi Í , i i used in only one financial statement and, 
tion from the statement of owner’s equity, which in turn uses information from the income 


i when financial statements are completed, 
statement. The statement of cash flows is usually the final statement prepared. each account will have been used once. 
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Quick Check Answers — p. 116 





10. Music-Mart records $1,000 of accrued salaries on December 31. Five days later, on January 5 
(the next payday), salaries of $7,000 are paid. What is the January 5 entry? 

11. Jordan Air has the following information in its unadjusted and adjusted trial balances. What 
are the adjusting entries that Jordan Air likely recorded? 








Unadjusted Adjusted 
Debit Credit Debit Credit 
Prepaid insurance .......... $6,200 $5,900 
Salaries payable .......... $ o0 $1,400 


12. What accounts are taken from the adjusted trial balance to prepare an income statement? 


13. In preparing financial statements from an adjusted trial balance, what statement is usually 
prepared second? 


GLOBAL VIEW 





NOKIA 


We explained that accounting under U.S. GAAP is similar, but not identical, to that under IFRS. This sec- 
tion discusses differences in adjusting accounts, preparing financial statements, and reporting assets and 
liabilities on a balance sheet. 


Adjusting Accounts Both U.S. GAAP and IFRS include broad and similar guidance for adjust- 
ing accounts. Although some variations exist in revenue and expense recognition and other principles, 
all of the adjustments in this chapter are accounted for identically under the two systems. In later chap- 
ters we describe how certain assets and liabilities can result in different adjusted amounts using fair 
value measurements. 


Preparing Financial Statements Both U.S. GAAP and IFRS prepare the same four basic finan- 
cial statements following the same process discussed in this chapter. Chapter 2 explained how both U.S. 
GAAP and IFRS require current items to be separated from noncurrent items on the balance sheet (yielding 
a classified balance sheet). U.S. GAAP balance sheets report current items first. Assets are listed from most 
liquid to least liquid, where liquid refers to the ease of converting an asset to cash. Liabilities are listed from 
nearest to maturity to furthest from maturity, maturity refers to the nearness of paying off the liability. IFRS 
balance sheets normally present noncurrent items first (and equity before liabilities), but this is not a require- 
ment. Other differences with financial statements exist, which we identify in later chapters. Nokia provides 
the following example of IFRS reporting for its assets, liabilities, and equity within the balance sheet: 


NOKIA 


Balance Sheet (in EUR millions) 
December 31,2009 





Assets Equity and Liabilities 
Noncurrent assets Totaleqgüity -eee eese oe e 14,749 
Goodwill and other intangibles ............ 8,076 Noncurrent liabilities 
Property, plant and equipment ............. 1,867 Long-term interest-bearing liabilities ....... 4,432 
Other noncurrent assets ...............5- _2,182 Other long-term liabilities ............... _ 1,369 
Total noncurrent assets ................. 12,125 Total noncurrent liabilities ............. 5,801 
Current assets Current liabilities 
INVENtORIES sou eessen se e e suree a e 1,865 Current portion of long-term loans........ 44 
Accounts receivable, net .............00 005 7,981 Short-term borrowings and other liabilities . . . 972 
Prepaid expenses and accrued income ...... 4,551 Accounts payablemr rian ity riser erste 4,950 
Other current assets soere eeo reee arene 8,074 Accrued expenses ..................... 6,504 
CEA cosoasncovoasnacvnepoacvocsoed ane lal6P)  [AREMISIOMS coscesooanougooesooooeancose 2,718 
Motallcunrentassets ooo e e 23,613 Total current liabilities ................ 15,188 


Motalassets Wied wea: SE cca ve ars AAAA ee 35,738 Total equity and liabilities ................ 35,738 
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IFRS 





Revenue and expense recognition are key to recording accounting adjustments. IFRS tends to be more 
principles-based relative to U.S. GAAP which is viewed as more rules-based. A principles-based system 
depends heavily on control procedures to reduce the potential for fraud or misconduct. Failure in judg- 
ment led to improper accounting adjustments at Fannie Mae, Xerox, WorldCom, and others. A KPMG 
2009 survey of accounting and finance employees found that 13% of them had witnessed falsification 
or manipulation of accounting data within the past year. Internal controls and governance processes are 
directed at curtailing such behavior. E 





Profit Margin 


A useful measure of a company’s operating results is the ratio of its net income to net sales. This ratio is 
called profit margin, or return on sales, and is computed as in Exhibit 3.15. 


p Net income 
Profit margin = ————_ 
Net sales 


This ratio is interpreted as reflecting the percent of profit in each dollar of sales. To illustrate how we 
compute and use profit margin, let’s look at the results of Limited Brands, Inc., in Exhibit 3.16 for its 
fiscal years 2006 through 2010. 





$ in millions 2009 

Net income = aeree e $ 448 $ 220 $ 718 $ 676 $ 683 
Netisales m A A $8,632 $9,043 $10,134 $10,671 $9,699 
Profit margin .............. 5.2% 2.4% 7.1% 6.3% 7.0% 
Industry profit margin......... 0.9% 0.3% 1.1% 1.6% 1.5% 


The Limited’s average profit margin is 5.6% during this 5-year period. This favorably compares to the aver- 
age industry profit margin of 1.1%. However, Limited’s profit margin has declined in the most recent two 
years—from 7.1% in 2008 to 2.4% and 5.2% for the recent recessionary periods (see margin graph). Future 
success depends on Limited maintaining its market share and increasing its profit margin. 


DEMONSTRATION PROBLEM 1 


The following information relates to Fanning’s Electronics on December 31, 2011. The company, which 
uses the calendar year as its annual reporting period, initially records prepaid and unearned items in bal- 
ance sheet accounts (assets and liabilities, respectively). 


a. The company’s weekly payroll is $8,750, paid each Friday for a five-day workweek. Assume 
December 31, 2011, falls on a Monday, but the employees will not be paid their wages until Friday, 
January 4, 2012. 


b. Eighteen months earlier, on July 1, 2010, the company purchased equipment that cost $20,000. Its use- 
ful life is predicted to be five years, at which time the equipment is expected to be worthless (zero 
salvage value). 


OOO Decision Analysis 
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A Compute profit margin and 
describe its use in analyzing 
company performance. 











EXHIBIT 3.15 
Profit Margin 


EXHIBIT 3.16 
Limited Brands’ Profit Margin 


Millions Ratio 


$11,000 

$10,000 d p 
$9,000 p= Ue 
$8,000 
$7,000 
$6,000 5.0% 
$5,000 
$4,000 
$3,000 2.5% 
$2,000 
$1,000 


0.0% 
2010 2009 2008 2007 2006 


| Limitea: L net income ($) Li Net Sales ($) — Profit Margin (%) 
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c. On October 1, 2011, the company agreed to work on a new housing development. The company is paid 
$120,000 on October 1 in advance of future installation of similar alarm systems in 24 new homes. 
That amount was credited to the Unearned Services Revenue account. Between October 1 and 
December 31, work on 20 homes was completed. 


d. On September 1, 2011, the company purchased a 12-month insurance policy for $1,800. The transac- 
tion was recorded with an $1,800 debit to Prepaid Insurance. 


e. On December 29, 2011, the company completed a $7,000 service that has not been billed and not re- 
corded as of December 31, 2011. 


Required 

1. Prepare any necessary adjusting entries on December 31, 2011, in relation to transactions and events a 
through e. 

2. Prepare T-accounts for the accounts affected by adjusting entries, and post the adjusting entries. Deter- 
mine the adjusted balances for the Unearned Revenue and the Prepaid Insurance accounts. 

3. Complete the following table and determine the amounts and effects of your adjusting entries on the 
year 2011 income statement and the December 31, 2011, balance sheet. Use up (down) arrows to 
indicate an increase (decrease) in the Effect columns. 


Effect on Effect on 


Amount in Effect on Effect on Total Total 
the Entry Net Income Total Assets Liabilities Equity 





PLANNING THE SOLUTION 


@ Analyze each situation to determine which accounts need to be updated with an adjustment. 

® Calculate the amount of each adjustment and prepare the necessary journal entries. 

© Show the amount of each adjustment in the designated accounts, determine the adjusted balance, and 
identify the balance sheet classification of the account. 


©® Determine each entry’s effect on net income for the year and on total assets, total liabilities, and total 
equity at the end of the year. 


SOLUTION TO DEMONSTRATION PROBLEM 1 


1. Adjusting journal entries. 


(a) Dec. 31 Wages Expense Gi sccscineremisnse sie sinus aae e 1,750 
Wages Payable cicasacvssecnaismna cn ne ases eusa 1,750 
To accrue wages for the last day of the year 
($8,750 x 1/5). 
(b) Dec. 31 Depreciation Expense—Equipment ................ 4,000 
Accumulated Depreciation—Equipment ........ 4,000 
To record depreciation expense for the year 
($20,000/5 years = $4,000 per year). 
(c) Dec. 31 Unearned Services Revenue ...................05- 100,000 
Services Revenue noran neime cane nan eee denne a 100,000 


To recognize services revenue earned 
($120,000 x 20/24). 


(d) Dec. 31 InsurancelExpense nmaa 600 
Erepaidiinsurance mee e ett terre tee tas 600 
To adjust for expired portion of insurance 
($1,800 x 4/12). 
(e) Dec. 31 Accounts Receivable ptt teen entre ten ier: 7,000 
SEAMIEES REVEMIE E 7,000 


To record services revenue earned. 
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2. T-accounts for adjusting journal entries a through e. 





(a) 1,750 








(b) 4,000 (b) 4,000 







Unadj. Bal. 120,000 100,000 
(© 100,000 (e) 7,000 


Adj. Bal. 20,000 Adj. Bal. 107,000 











(d) 600 Unadj. Bal. 1,800 


(d) 600 





Adj. Bal. 1,200 





i (e) 7,000 





3. Financial statement effects of adjusting journal entries. 





Effect on Effect on 

Amount in Effect on Effect on Total Total 

the Entry Net Income Total Assets Liabilities Equity 
a $ 1,750 $ 1,750 1 No effect $ 1,750 T $ 1,750 1 
b 4,000 4,000 | $4,000 4 No effect 4,000 | 
c 100,000 100,000 T No effect $100,000 | 100,000 T 
d 600 600 4 $ 6001 No effect 600 4 
e 7,000 7,000 T $7,000 T No effect 7,000 T 





DEMONSTRATION PROBLEM 2 





Use the following adjusted trial balance to answer questions 1-3. 


CHOI COMPANY 
Adjusted Trial Balance 
December 31 


Debit Credit 





Prepaid insurance socero eeen a craves e 830 
Supplies arnee ena ea T A a E e 80 
Equipment sa orase ea EEE E E E EEE 217,200 
Accumulated depreciation—Equipment ......... $ 29,100 
Wages payable mec cece aae EE E I E 880 


[continued on next page] 
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[continued from previous page] 


Interest payable sses c aeee ussas essa e ee es 3,600 
Unearnedirent cys ferere scene minnas aaraa eye 460 
Long-term notes payable .................... 150,000 
ME GhoikGapitall cisccrsrere sceunsayers e s\cters/ vere 40,340 
M. Choi, Withdrawals: s ss soecsce ee soca e een suena 21,000 
Renteanned oee e E E aces owen 57,500 
Wages expense Aae ai e e enters 25,000 
Utilities expense noen es nae a A E 1,900 
Insurance expense ............. 000 c eee e eens 3,200 
Suppliestexpense mney a ier iiietr trier 250 
Depreciation expense—Equipment ............ 5,970 
Interest expense .......... 0. cece cece eee eee 3,000 
MOtals Sa, os'steestausns saie ner aeaniino arson i Esis $281,880 $281,880 


1. Prepare the annual income statement from the adjusted trial balance of Choi Company. 


Answer: 


CHOI COMPANY 


Income Statement 
For Year Ended December 31 





Revenues 

Rent earned oneee ana e e EES ones $57,500 
Expenses 

Wages expense conn s:sisie/snere esate’ ere: noes TE $25,000 

Utilities expense ................. 0c eee eee 1,900 

Insurance expense ................00e eee 3,200 

Supplies expense -uos eais a iee eaer See 250 

Depreciation expense—Equipment .......... 5,970 

Interest expense ............ 0.0. cece ee eee 3,000 

Total expenses meee reee e a e 39,320 
Netincome n eroner aain ol era eee ates $18,180 





2. Prepare a statement of owner’s equity from the adjusted trial balance of Choi Company. Choi’s capital 
account balance of $40,340 consists of a $30,340 balance from the prior year-end, plus a $10,000 
owner investment during the current year. 


Answer: 


CHOI COMPANY 


Statement of Owner’s Equity 
For Year Ended December 31 








M. Choi, Capital, December 31 prior year-end ........... $30,340 
Plus: Owner investments. 2.24 .4ccc0c84s0e0eeeansend $10,000 

Neètincome (4055 abe tues wy cee lana 18,180 28,180 

58,520 

Less: Withdrawals by owner................-.00005- 21,000 


M. Choi, Capital, December 31 current year-end ......... $37,520 
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3. Prepare a balance sheet from the adjusted trial balance of Choi Company. 


Answer: 


CHOI COMPANY 
Balance Sheet 


December 31 





Cash e sara camaro tceeretreateas $ 3,050 
Accounts receivable ...............-- 400 
Prepaid insurance ................... 830 
Supplies koene e TE EE E EERE 80 
Equipment eero ee a oa s EE $217,200 

Less accumulated depreciation ........ 29,100 188,100 
Toötalassets oere oae ae eee a E $192,460 

Liabilities 
Wagesipayable mre A tsi tir tretan: $ 880 
Interestpayable r ae ttn rela rner nts: 3,600 
Unearned' rentat er coves oe aR 460 
Long-term notes payable ............. 150,000 
Total liabilities) eo cee eo esses sce. 154,940 
Equity 

MiGhoixGapitalleancusyarsrcn ivra R 37,520 
Total liabilities and equity ............. $192,460 


Alternative Accounting for Prepayments JA 


This appendix explains an alternative in accounting for prepaid expenses and unearned revenues. 








Recording Prepayment of Expenses in Expense Accounts An alternative method is to 
record all prepaid expenses with debits to expense accounts. If any prepaids remain unused or unexpired 





P Explain the alternatives in 
accounting for prepaids. 











at the end of an accounting period, then adjusting entries must transfer the cost of the unused portions 
from expense accounts to prepaid expense (asset) accounts. This alternative method is acceptable. The 
financial statements are identical under either method, but the adjusting entries are different. To illustrate 
the differences between these two methods, let’s look at FastForward’s cash payment of December 6 for 
24 months of insurance coverage beginning on December 1. FastForward recorded that payment with a 
debit to an asset account, but it could have recorded a debit to an expense account. These alternatives are 
shown in Exhibit 3A.1. 


Payment Recorded Payment Recorded EXHIBIT 3A.1 
as Asset as Expense Alternative Initial Entries for 
Prepaid Expenses 


Dec. 6 Prepaid Insurance ......... 2,400 
Gash: Gi roe pennies 2,400 
Dec. 6 Insurance Expense ........ 2,400 


Cashier merger cca rv 2,400 
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EXHIBIT 3A.2 


Adjusting Entry for Prepaid 
Expenses for the Two Alternatives 


EXHIBIT 3A.3 


Account Balances under Two 
Alternatives for Recording 
Prepaid Expenses 


EXHIBIT 3A.4 


Alternative Initial Entries for 
Unearned Revenues 


EXHIBIT 3A.5 


Adjusting Entry for Unearned 
Revenues for the Two 
Alternatives 
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At the end of its accounting period on December 31, insurance protection for one month has expired. This 
means $100 ($2,400/24) of insurance coverage expired and is an expense for December. The adjusting 
entry depends on how the original payment was recorded. This is shown in Exhibit 3A.2. 


Payment Recorded Payment Recorded 


as Asset as Expense 
Dec.31 Insurance Expense ............ 100 
Prepaid Insurance ......... 100 
Dec.31 Prepaid Insurance ............. 2,300 
Insurance Expense ........ 2,300 


When these entries are posted to the accounts in the ledger, we can see that these two methods give iden- 
tical results. The December 31 adjusted account balances in Exhibit 3A.3 show Prepaid Insurance of 
$2,300 and Insurance Expense of $100 for both methods. 

















Payment Recorded as Asset 1 | Payment Recorded as Expense 
| Prepaid Insurance 128 | = = Prepaid Insurance 128 
Dec. 6 2,400 | Dec. 31 100 Dec. 31 2,300 
Balance 2,300 
| Insurance Expense 67 Insurance Expense 637 
Dec. 31 100 Dec. 6 2,400 | Dec. 31 2,300 
Balance 100 








Recording Prepayment of Revenues in Revenue Accounts As with prepaid expenses, 
an alternative method is to record all unearned revenues with credits to revenue accounts. If any revenues 
are unearned at the end of an accounting period, then adjusting entries must transfer the unearned portions 
from revenue accounts to unearned revenue (liability) accounts. This alternative method is acceptable. The 
adjusting entries are different for these two alternatives, but the financial statements are identical. To il- 
lustrate the accounting differences between these two methods, let’s look at FastForward’s December 26 
receipt of $3,000 for consulting services covering the period December 27 to February 24. FastForward 
recorded this transaction with a credit to a liability account. The alternative is to record it with a credit to 
a revenue account, as shown in Exhibit 3A.4. 





Receipt Recorded Receipt Recorded 
as Liability as Revenue 


Dee 26 PREIS arte ei mene eee T Wien Need 3,000 
Unearned Consulting Revenue ......... 3,000 

Dec 260 REISN Teach rein e Paes cae enone E oe 3,000 
Consulting Revenue ................. 3,000 


By the end of its accounting period on December 31, FastForward has earned $250 of this revenue. This 
means $250 of the liability has been satisfied. Depending on how the initial receipt is recorded, the 
adjusting entry is as shown in Exhibit 3A.5. 


Receipt Recorded Receipt Recorded 


as Liability as Revenue 
Dec.31 | Unearned Consulting Revenue ............. 250 
Consulting Revenue ................. 250 
Dec.31 Consulting Revenue .................0.0. 2,750 


Unearned Consulting Revenue ......... 2,750 
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After adjusting entries are posted, the two alternatives give identical results. The December 31 adjusted 
account balances in Exhibit 34.6 show unearned consulting revenue of $2,750 and consulting revenue of 


$250 for both methods. 


Receipt Recorded as Liability Receipt Recorded as Revenue 


EXHIBIT 3A.6 


Account Balances under Two 














Unearned Consulting Revenue 236 Unearned Consulting Revenue 236 Alternatives for Recording 
Unearned Revenues 
Dec. 31 250 | Dec. 26 3,000 Dec. 31 2,750 
Balance 2,750 
Consulting Revenue 403 Consulting Revenue 403 
Dec. 31 250 Dec. 31 2,750 | Dec. 26 3,000 
Balance 250 





Summary 


C1 Explain the importance of periodic reporting and the time 

period assumption. The value of information is often linked 
to its timeliness. To provide timely information, accounting systems 
prepare periodic reports at regular intervals. The time period as- 
sumption presumes that an organization’s activities can be divided 
into specific time periods for periodic reporting. 


C2 Explain accrual accounting and how it improves financial 

statements. Accrual accounting recognizes revenue when 
earned and expenses when incurred—not necessarily when cash in- 
flows and outflows occur. This information is valuable in assessing 
a company’s financial position and performance. 


C3 Identify the types of adjustments and their purpose. 

Adjustments can be grouped according to the timing of cash 
receipts and cash payments relative to when they are recognized as 
revenues or expenses as follows: prepaid expenses, unearned reve- 
nues, accrued expenses, and accrued revenues. Adjusting entries are 
necessary so that revenues, expenses, assets, and liabilities are cor- 
rectly reported. 


A1 Explain how accounting adjustments link to financial 

statements. Accounting adjustments bring an asset or liability 
account balance to its correct amount. They also update related ex- 
pense or revenue accounts. Every adjusting entry affects one or 
more income statement accounts and one or more balance sheet 
accounts. An adjusting entry never affects cash. 


A2 Compute profit margin and describe its use in analyzing 

company performance. Profit margin is defined as the re- 
porting period’s net income divided by its net sales. Profit margin 
reflects on a company’s earnings activities by showing how much 
income is in each dollar of sales. 


Prepare and explain adjusting entries. Prepaid expenses 
refer to items paid for in advance of receiving their benefits. 


Guidance Answers to Decision Maker and Decision Ethics 





Prepaid expenses are assets. Adjusting entries for prepaids involve 
increasing (debiting) expenses and decreasing (crediting) assets. 
Unearned (or prepaid) revenues refer to cash received in advance of 
providing products and services. Unearned revenues are liabilities. 
Adjusting entries for unearned revenues involve increasing (credit- 
ing) revenues and decreasing (debiting) unearned revenues. Accrued 
expenses refer to costs incurred in a period that are both unpaid and 
unrecorded. Adjusting entries for recording accrued expenses in- 
volve increasing (debiting) expenses and increasing (crediting) lia- 
bilities. Accrued revenues refer to revenues earned in a period that 
are both unrecorded and not yet received in cash. Adjusting entries 
for recording accrued revenues involve increasing (debiting) assets 
and increasing (crediting) revenues. 


P2 Explain and prepare an adjusted trial balance. An adjusted 

trial balance is a list of accounts and balances prepared after 
recording and posting adjusting entries. Financial statements are of- 
ten prepared from the adjusted trial balance. 


P3 Prepare financial statements from an adjusted trial bal- 

ance. Revenue and expense balances are reported on the in- 
come statement. Asset, liability, and equity balances are reported on 
the balance sheet. We usually prepare statements in the following 
order: income statement, statement of owner’s equity, balance sheet, 
and statement of cash flows. 


P AA Explain the alternatives in accounting for prepaids. Charging 

all prepaid expenses to expense accounts when they are pur- 
chased is acceptable. When this is done, adjusting entries must 
transfer any unexpired amounts from expense accounts to asset ac- 
counts. Crediting all unearned revenues to revenue accounts when 
cash is received is also acceptable. In this case, the adjusting entries 
must transfer any unearned amounts from revenue accounts to un- 
earned revenue accounts. 





acceptable provided future book sales can at least match the $500,000 
expense. As an investor, you are concerned about the risk of future 
book sales. The riskier the likelihood of future book sales is, the more 


Investor Prepaid expenses are items paid for in advance of receiv- 
ing their benefits. They are assets and are expensed as they are used 
up. The publishing company’s treatment of the signing bonus is 
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likely your analysis is to treat the $500,000, or a portion of it, as an 
expense, not a prepaid expense (asset). 


Entrepreneur Depreciation is a process of cost allocation, not 
asset valuation. Knowing the depreciation schedule is not especially 
useful in your estimation of what the building and equipment are cur- 
rently worth. Your own assessment of the age, quality, and usefulness 
of the building and equipment is more important. 


Loan Officer Your concern in lending to this store arises from 
analysis of current-year sales. While increased revenues and income 
are fine, your concern is with collectibility of these promotional 
sales. If the owner sold products to customers with poor records of 


Guidance Answers to Quick Checks 


1. An annual reporting (or accounting) period covers one year and 
refers to the preparation of annual financial statements. The an- 
nual reporting period is not always a calendar year that ends on 
December 31. An organization can adopt a fiscal year consist- 
ing of any consecutive 12 months or 52 weeks. 


2. Interim financial statements (covering less than one year) are 
prepared to provide timely information to decision makers. 


3. The revenue recognition principle and the matching principle 
lead most directly to the adjusting process. 


4. No. Cash basis accounting is not consistent with the matching 
principle because it reports revenue when received, not neces- 
sarily when earned, and expenses when paid, not necessarily in 
the period when the expenses were incurred as a result of the 
revenues earned. 


5. No expense is reported in 2012. Under cash basis accounting, 
the entire $4,800 is reported as an expense in April 2011 when 
the premium is paid. 

6. If the accrued revenues adjustment of $200 is not made, then 
both revenues and net income are understated by $200 on the 
current year’s income statement, and both assets and equity are 
understated by $200 on the balance sheet. 

7. A contra account is an account that is subtracted from the 
balance of a related account. Use of a contra account provides 
more information than simply reporting a net amount. 


paying bills, then collectibility of these sales is low. Your analysis 
must assess this possibility and recognize any expected losses. 


Financial Officer Omitting accrued expenses and recognizing 
revenue early can mislead financial statement users. One action is to 
request a second meeting with the president so you can explain that 
accruing expenses when incurred and recognizing revenue when 
earned are required practices. If the president persists, you might dis- 
cuss the situation with legal counsel and any auditors involved. Your 
ethical action might cost you this job, but the potential pitfalls for 
falsification of statements, reputation and personal integrity loss, and 
other costs are too great. 


8. An accrued expense is a cost incurred in a period that is both 
unpaid and unrecorded prior to adjusting entries. One example 
is salaries earned but not yet paid at period-end. 


9. An unearned revenue arises when a firm receives cash (or other 
assets) from a customer before providing the services or prod- 
ucts to the customer. A magazine subscription paid in advance 
is one example; season ticket sales is another. 


10. Salaries Payable ................... 1,000 
Salaries Expense ...............-0-- 6,000 
CASH 6 EEE EEE 7,000 


Paid salary including accrual from December. 
11. The probable adjusting entries of Jordan Air are: 


Insurance Expense .............--.-- 300 
Prepaid Insurance ............... 300 
To record insurance expired. 
Salaries Expense ...............-006- 1,400 
Salaries Payable ................ 1,400 


To record accrued salaries. 
12. Revenue accounts and expense accounts. 
13. Statement of owner’s equity. 
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Accounting period (p. 94) 

Accrual basis accounting (p. 95) 
Accrued expenses (p. 101) 
Accrued revenues (p. 103) 
Adjusted trial balance (p. 106) 
Adjusting entry (p. 96) 

Annual financial statements (p. 94) 
Book value (p. 100) 


Cash basis accounting (p. 95) 
Contra account (p. 99) 
Depreciation (p. 99) 

Expense recognition (or matching) 
principle (p. 96) 

Fiscal year (p. 95) 

Interim financial statements (p. 94) 
Natural business year (p. 95) 


Plant assets (p. 99) 
Prepaid expenses (p. 97) 
Profit margin (p. 109) 


Straight-line depreciation method (p. 99) 


Time period assumption (p. 94) 
Unadjusted trial balance (p. 106) 
Unearned revenues (p. 100) 





Multiple Choice Quiz 


1. 


A 
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Answers on p. 135 


Additional Quiz Questions are available at the book’s Website. 


A company forgot to record accrued and unpaid employee 
wages of $350,000 at period-end. This oversight would 

- Understate net income by $350,000. 

. Overstate net income by $350,000. 

. Have no effect on net income. 

. Overstate assets by $350,000. 

. Understate assets by $350,000. 


aaron 


o 


- Prior to recording adjusting entries, the Supplies account has a 


$450 debit balance. A physical count of supplies shows $125 of 
unused supplies still available. The required adjusting entry is: 
. Debit Supplies $125; Credit Supplies Expense $125. 

- Debit Supplies $325; Credit Supplies Expense $325. 

. Debit Supplies Expense $325; Credit Supplies $325. 

. Debit Supplies Expense $325; Credit Supplies $125. 

. Debit Supplies Expense $125; Credit Supplies $125. 


aoro 


o 


- On May 1, 2011, a two-year insurance policy was purchased 


for $24,000 with coverage to begin immediately. What is the 
amount of insurance expense that appears on the company’s 
income statement for the year ended December 31, 2011? 

a. $4,000 

b. $8,000 


Superscript letter A denotes assignments based on Appendix 3A. 


Icon denotes assignments that involve decision making. 
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c. $12,000 
d. $20,000 
e. $24,000 


. On November 1, 2011, Stockton Co. receives $3,600 cash from 


Hans Co. for consulting services to be provided evenly over the 
period November 1, 2011, to April 30, 2012—at which time 
Stockton credited $3,600 to Unearned Consulting Fees. The 
adjusting entry on December 31, 2011 (Stockton’s year-end) 
would include a 

. Debit to Unearned Consulting Fees for $1,200. 

. Debit to Unearned Consulting Fees for $2,400. 

. Credit to Consulting Fees Earned for $2,400. 

. Debit to Consulting Fees Earned for $1,200. 

e. Credit to Cash for $3,600. 


Qanro 


. Ifacompany had $15,000 in net income for the year, and its sales 


were $300,000 for the same year, what is its profit margin? 
- 20% 

- 2,000% 

- $285,000 

- $315,000 

- 5% 


oaanu 9 


Discussion Questions 


1. 


2. 


. Apple has unearned revenue. What is unearned reve- 


What is the difference between the cash basis and the accrual 
basis of accounting? 
Why is the accrual basis of accounting generally preferred 
over the cash basis? 


. What type of business is most likely to select a fiscal year that cor- 


responds to its natural business year instead of the calendar year? 


. What is a prepaid expense and where is it reported in the finan- 


cial statements? 


: What type of assets require adjusting entries to record 


depreciation? 


0 What contra account is used when recording and reporting 


the effects of depreciation? Why is it used? 


Apple 


nue and where is it reported in financial statements? 


. What is an accrued revenue? Give an example. 


m connect 


Classify the following adjusting entries as involving prepaid expenses (PE), unearned revenues (UR), 


accrued expenses (AE), or accrued revenues (AR). 


a A a 

















To record annual depreciation expense. 


To record revenue earned but not yet billed (nor recorded). 
To record expiration of prepaid insurance. 


9.^If a company initially records prepaid expenses with debits 


10. 


11. 


12. 


To record revenue earned that was previously received as cash in advance. 


To record wages expense incurred but not yet paid (nor recorded). 


to expense accounts, what type of account is debited in the 

adjusting entries for those prepaid expenses? 

Qa Review the balance sheet of Research In Motion 

in Appendix A. Identify one asset account that re- RIM 

quires adjustment before annual financial statements can be 

prepared. What would be the effect on the income statement if 

this asset account were not adjusted? 

Review the balance sheet of Nokia in Appen- NOKIA 
ix A. Identify the amount for property, plant, and 

equipment. What adjusting entry is necessary (no numbers re- 

quired) for this account when preparing financial statements? 

Refer to Palm’s balance sheet in Appendix A. If Palm 

it made an adjustment for unpaid wages at year-end, 

where would the accrued wages be reported on its balance 

sheet? 


QUICK STUDY 


QS 3-1 
Identifying accounting 
adjustments 


P1 





Chapter 3 Adjusting Accounts and Preparing Financial Statements 





OS 3-2 


Adjusting prepaid expenses 


P1 


a. On July 1, 2011, Baxter Company paid $1,800 for six months of insurance coverage. No adjustments 
have been made to the Prepaid Insurance account, and it is now December 31, 2011. Prepare the jour- 
nal entry to reflect expiration of the insurance as of December 31, 2011. 

b. Tyrell Company has a Supplies account balance of $1,000 on January 1, 2011. During 2011, it pur- 
chased $3,000 of supplies. As of December 31, 2011, a supplies inventory shows $1,300 of supplies 
available. Prepare the adjusting journal entry to correctly report the balance of the Supplies account 
and the Supplies Expense account as of December 31, 2011. 





QS 3-3 


Adjusting for depreciation 


P1 


a. Carlos Company purchases $30,000 of equipment on January 1, 2011. The equipment is expected to 
last five years and be worth $5,000 at the end of that time. Prepare the entry to record one year’s 
depreciation expense of $5,000 for the equipment as of December 31, 2011. 

b. Chaves Company purchases $40,000 of land on January 1, 2011. The land is expected to last indefi- 
nitely. What depreciation adjustment, if any, should be made with respect to the Land account as of 
December 31, 2011? 





QS 3-4 
Adjusting for unearned 
revenues 


Al "A 


a. Eager Co. receives $20,000 cash in advance for 4 months of legal services on October 1, 2011, and 
records it by debiting Cash and crediting Unearned Revenue both for $20,000. It is now December 31, 
2011, and Eager has provided legal services as planned. What adjusting entry should Eager make to 
account for the work performed from October 1 through December 31, 2011? 

b. Rutherford Co. started a new publication called Contest News. Its subscribers pay $48 to receive 12 issues. 
With every new subscriber, Rutherford debits Cash and credits Unearned Subscription Revenue for 
the amounts received. The company has 100 new subscribers as of July 1, 2011. It sends Contest News 
to each of these subscribers every month from July through December. Assuming no changes in 
subscribers, prepare the journal entry that Rutherford must make as of December 31, 2011, to adjust 
the Subscription Revenue account and the Unearned Subscription Revenue account. 





QS 3-5 


Accruing salaries 


M P1 


Marsha Moder employs one college student every summer in her coffee shop. The student works the five 
weekdays and is paid on the following Monday. (For example, a student who works Monday through 
Friday, June 1 through June 5, is paid for that work on Monday, June 8.) Moder adjusts her books monthly, 
if needed, to show salaries earned but unpaid at month-end. The student works the last week of 
July—Friday is August 1. If the student earns $100 per day, what adjusting entry must Moder make on 
July 31 to correctly record accrued salaries expense for July? 





OS 3-6 
Recording and analyzing 
adjusting entries 


Al 


Adjusting entries affect at least one balance sheet account and at least one income statement account. For 
the following entries, identify the account to be debited and the account to be credited. Indicate which of 
the accounts is the income statement account and which is the balance sheet account. 


a. Entry to record revenue earned that was previously received as cash in advance. 
Entry to record annual depreciation expense. 

Entry to record wage expenses incurred but not yet paid (nor recorded). 

Entry to record revenue earned but not yet billed (nor recorded). 


propp 


Entry to record expiration of prepaid insurance. 





QS 3-7 


Computing accrual and cash 


income 


P1 c ÅA 


In its first year of operations, Harden Co. earned $39,000 in revenues and received $33,000 cash from 
these customers. The company incurred expenses of $22,500 but had not paid $2,250 of them at year-end. 
The company also prepaid $3,750 cash for expenses that would be incurred the next year. Calculate the 
first year’s net income under both the cash basis and the accrual basis of accounting. 
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The following information is taken from Cruz Company’s unadjusted and adjusted trial balances. 





Unadjusted Adjusted 
Debit Credit Debit Credit 
Prepaid insurance......... $4,100 $3,700 
Interest payable .......... $ 0 $800 


Given this information, which of the following is likely included among its adjusting entries? 
a. A $400 credit to Prepaid Insurance and an $800 debit to Interest Payable. 
b. A $400 debit to Insurance Expense and an $800 debit to Interest Payable. 
c. A $400 debit to Insurance Expense and an $800 debit to Interest Expense. 


QS 3-8 


Interpreting adjusting entries 


(2 P2 





In making adjusting entries at the end of its accounting period, Gomez Consulting failed to record $1,600 
of insurance coverage that had expired. This $1,600 cost had been initially debited to the Prepaid Insurance 
account. The company also failed to record accrued salaries expense of $1,000. As a result of these two 
oversights, the financial statements for the reporting period will [choose one] (1) understate assets by 
$1,600; (2) understate expenses by $2,600; (3) understate net income by $1,000; or (4) overstate liabilities 
by $1,000. 


QS 3-9 
Determining effects of 
adjusting entries 


C3 | 





During the year, Lyle Co. recorded prepayments of expenses in asset accounts, and cash receipts of 
unearned revenues in liability accounts. At the end of its annual accounting period, the company must 
make three adjusting entries: (1) accrue salaries expense, (2) adjust the Unearned Services Revenue 
account to recognize earned revenue, and (3) record services revenue earned for which cash will be 
received the following period. For each of these adjusting entries (1), (2), and (3), indicate the account 
from a through i to be debited and the account to be credited. 


a. Prepaid Salaries d. Salaries Payable g. Unearned Services Revenue 


b. Salaries Expense e. Equipment h. Accounts Receivable 


c. Services Revenue f. Cash i. Accounts Payable 


QS 3-10 


Preparing adjusting entries 


C3 P1 





Yang Company reported net income of $37,925 and net sales of $390,000 for the current year. Calculate 
the company’s profit margin and interpret the result. Assume that its competitors earn an average profit 
margin of 15%. 


QOS 3-11 
Analyzing profit margin 


2g 





Diego Consulting initially records prepaid and unearned items in income statement accounts. Given this 

company’s accounting practices, which of the following applies to the preparation of adjusting entries at 

the end of its first accounting period? 

a. Earned but unbilled (and unrecorded) consulting fees are recorded with a debit to Unearned Consult- 
ing Fees and a credit to Consulting Fees Earned. 

b. Unpaid salaries are recorded with a debit to Prepaid Salaries and a credit to Salaries Expense. 

c. The cost of unused office supplies is recorded with a debit to Supplies Expense and a credit to Office 
Supplies. 

d. Unearned fees (on which cash was received in advance earlier in the period) are recorded with a debit 
to Consulting Fees Earned and a credit to Unearned Consulting Fees. 


QS 3-124 
Preparing adjusting entries 


C3 P4 





Answer each of the following questions related to international accounting standards. 

a. Do financial statements prepared under IFRS normally present assets from least liquid to most liquid 
or vice-versa? 

b. Do financial statements prepared under IFRS normally present liabilities from furthest from maturity 
to nearest to maturity or vice-versa? 


QS 3-13 
International accounting 
standards 


"B 
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EXERCISES 


Exercise 3-1 
Classifying adjusting entries 


C3 
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m connect’ 


In the blank space beside each adjusting entry, enter the letter of the explanation A through F that most 
closely describes the entry. 


A. To record this period’s depreciation expense. D. To record accrued interest revenue. 
B. To record accrued salaries expense. E. To record accrued interest expense. 
C. To record this period’s use of a prepaid F. To record the earning of previously 
expense. unearned income. 
I. SalaniesiEXpensclee et en ny etre ten ee ener re 13,280 
Salaniesanayabletreraraner ncn matin rie cima 13,280 
2. ARES SASS cooocagcenovaonsnousonevousanosonr 2,208 
interesti Payable ra n A E A ere tisren ta 2,208 
3. InsurancelExpenses tara. snr A E A A ot 3,180 
Rrepaidulnsurancessgicrareenciniestseticicn retiree 3,180 
4. Unearned Professional Fees marea erene ree e e an k 19,250 
Professional Fees Earned ooreen eenen en 19,250 
5. Interest Receivables e aa e a E E E mee FE 3,300 
Interest Revenue orenac E ea R EAE aR 3,300 
6. Depreciation Expense m n E et etn errr tr 38,217 
Accumulated Depreciation ...................... 38,217 





Exercise 3-2 
Preparing adjusting entries 


P1 


Check (e) Dr. Insurance Expense, 
$2,800; (f) Cr. Interest Revenue, $750 


For each of the following separate cases, prepare adjusting entries required of financial statements for the 
year ended (date of) December 31, 2011. (Assume that prepaid expenses are initially recorded in asset 
accounts and that fees collected in advance of work are initially recorded as liabilities.) 


One-third of the work related to $30,000 cash received in advance is performed this period. 


b. Wages of $9,000 are earned by workers but not paid as of December 31, 2011. 
c. 
d. The Office Supplies account had a $480 debit balance on December 31, 2010. During 2011, $5,349 of 


Depreciation on the company’s equipment for 2011 is $19,127. 


office supplies are purchased. A physical count of supplies at December 31, 2011, shows $587 of sup- 
plies available. 

The Prepaid Insurance account had a $5,000 balance on December 31, 2010. An analysis of insurance 
policies shows that $2,200 of unexpired insurance benefits remain at December 31, 2011. 

The company has earned (but not recorded) $750 of interest from investments in CDs for the year 
ended December 31, 2011. The interest revenue will be received on January 10, 2012. 


. The company has a bank loan and has incurred (but not recorded) interest expense of $3,500 for the 


year ended December 31, 2011. The company must pay the interest on January 2, 2012. 





Exercise 3-3 
Preparing adjusting entries 


P1 


Check (c) Dr. Office Supplies 
Expense, $2,626; (e) Dr. Insurance 
Expense, $4,600 


Prepare adjusting journal entries for the year ended (date of) December 31, 2011, for each of these separate 
situations. Assume that prepaid expenses are initially recorded in asset accounts. Also assume that fees col- 
lected in advance of work are initially recorded as liabilities. 


a. 
b. 


Depreciation on the company’s equipment for 2011 is computed to be $16,000. 

The Prepaid Insurance account had a $7,000 debit balance at December 31, 2011, before adjusting for 
the costs of any expired coverage. An analysis of the company’s insurance policies showed that $1,040 
of unexpired insurance coverage remains. 


. The Office Supplies account had a $300 debit balance on December 31, 2010; and $2,680 of office 


supplies were purchased during the year. The December 31, 2011, physical count showed $354 of sup- 
plies available. 


- One-half of the work related to $10,000 of cash received in advance was performed this period. 
. The Prepaid Insurance account had a $5,600 debit balance at December 31, 2011, before adjusting for 


the costs of any expired coverage. An analysis of insurance policies showed that $4,600 of coverage 
had expired. 


Wage expenses of $4,000 have been incurred but are not paid as of December 31, 2011. 
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The following three separate situations require adjusting journal entries to prepare financial statements as 
of April 30. For each situation, present both the April 30 adjusting entry and the subsequent entry during 
May to record the payment of the accrued expenses. 

a. On April 1, the company retained an attorney for a flat monthly fee of $2,500. This amount is paid to 
the attorney on the 12th day of the following month in which it was earned. 

b. A $780,000 note payable requires 9.6% annual interest, or $6,240 to be paid at the 20th day of each 
month. The interest was last paid on April 20 and the next payment is due on May 20. As of April 30, 
$2,080 of interest expense has accrued. 

c. Total weekly salaries expense for all employees is $9,000. This amount is paid at the end of the day 
on Friday of each five-day workweek. April 30 falls on Tuesday of this year, which means that the 
employees had worked two days since the last payday. The next payday is May 3. 


Exercise 3-4 
Adjusting and paying 
accrued expenses 


Al Pt 


Check (b) May 20 Dr. Interest 
Expense, $4,160 





Determine the missing amounts in each of these four separate situations a through d. 


Supplies available—prior year-end ................ $ 300 $1,600 $1,360 ? 

Supplies purchased during the current year......... 2,100 5,400 ? $6,000 
Supplies available—current year-end .............. 750 ? 1,840 800 
Supplies expense for the current year ............. ? 1,300 9,600 6,575 


Exercise 3-5 
Determining cost flows 
through accounts 


Ci Al P1 





Pablo Management has five part-time employees, each of whom earns $100 per day. They are normally 
paid on Fridays for work completed Monday through Friday of the same week. They were paid in full on 
Friday, December 28, 2011. The next week, the five employees worked only four days because New Year’s 
Day was an unpaid holiday. Show (a) the adjusting entry that would be recorded on Monday, December 31, 
2011, and (b) the journal entry that would be made to record payment of the employees’ wages on Friday, 
January 4, 2012. 


Exercise 3-6 
Adjusting and paying 
accrued wages 


Ci P1 





Following are two income statements for Kendall Co. for the year ended December 31. The left column is 
prepared before any adjusting entries are recorded, and the right column includes the effects of adjusting 
entries. The company records cash receipts and payments related to unearned and prepaid items in balance 
sheet accounts. Analyze the statements and prepare the eight adjusting entries that likely were recorded. 
(Note: 30% of the $6,000 adjustment for Fees Earned has been earned but not billed, and the other 70% has 
been earned by performing services that were paid for in advance.) 


KENDALL CO. 
Income Statements 
For Year Ended December 31 


Unadjusted Adjusted 











Revenues 
Feesearned tr o cena ete oe eae eta ee $24,000 $30,000 
Commissions -earned -oe casa ae Goad seoee eae ececs 42,500 42,500 
Totalrevenúes sesak Ghee eee e nas wee neko: 66,500 72,500 

Expenses 
Depreciation expense—Computers ............ 0 1,500 
Depreciation expense—Office furniture ......... 0 1,750 
Salaries expense. ss r otenn gare are TE 12,500 14,950 
Insurance expense cosmos eenen e a steve 0 1,300 
Rent expense eres nann oiiae EE E ss musts Oe 4,500 4,500 
Office supplies expense ...................05- 0 480 
Advertising expense i): ocr seuss sysretsseves syeleveisiels os 3,000 3,000 
Utilities expense swe: ccic sic eneen eae ee EE 1,250 1,320 
Total expenses i ansen ia a na ERE E eE ER 21,250 28,800 





NEtincome oies oae E E EREE S $45,250 $43,700 








Exercise 3-7 
Analyzing and preparing 
adjusting entries 


Al P1 P3 
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Exercise 3-8 
Determining assets and 
expenses for accrual and 
cash accounting 


(2 


Check 2011 insurance expense: 
Accrual, $5,400; Cash, $0. 

Dec. 31, 2011, asset: Accrual, $900; 
Cash, $0. 


On March 1, 2009, a company paid a $16,200 premium on a 36-month insurance policy for coverage begin- 
ning on that date. Refer to that policy and fill in the blanks in the following table. 


Balance Sheet Prepaid Insurance Asset Using 


Insurance Expense Using 





























Accrual Cash Accrual Cash 
Basis Basis Basis Basis 
Dec.31,2009 $ $ 2009 $ $ 
Dec. 31, 2010 2010 
Dec. 31, 2011 2011 
Dec. 31, 2012 2012 
Total $ $. 











Exercise 3-9 
Computing and interpreting 
profit margin 


A 


Use the following information to compute profit margin for each separate company a through e. 


Net Income Net Sales Net Income Net Sales 
a. $ 5,390 $ 44,830 d. $55,234 $1,458,999 
b. 87,644 398,954 e. 70,158 435,925 
c. 93,385 257,082 


Which of the five companies is the most profitable according to the profit margin ratio? Interpret that com- 
pany’s profit margin ratio. 





Exercise 3-10^ 
Recording and reporting 
revenues received in advance 


P4 


Check (c) Fees Earned—using 
entries from part b, $10,400 


Corbel Company experienced the following events and transactions during July. 


July 1 Received $2,000 cash in advance of performing work for Beth Oker. 
6 Received $8,400 cash in advance of performing work for Lisa Poe. 
12 Completed the job for Oker. 
18 Received $7,500 cash in advance of performing work for Henry Coe. 
27 Completed the job for Poe. 
31 None of the work for Coe has been performed. 


a. Prepare journal entries (including any adjusting entries as of the end of the month) to record these 
events using the procedure of initially crediting the Unearned Fees account when payment is received 
from a customer in advance of performing services. 

b. Prepare journal entries (including any adjusting entries as of the end of the month) to record these 
events using the procedure of initially crediting the Fees Earned account when payment is received 
from a customer in advance of performing services. 

c. Under each method, determine the amount of earned fees reported on the income statement for July 
and the amount of unearned fees reported on the balance sheet as of July 31. 





Exercise 3-114 

Adjusting for prepaids recorded 
as expenses and unearned 
revenues recorded as revenues 


P4 


On-The-Mark Construction began operations on December 1. In setting up its accounting procedures, the 

company decided to debit expense accounts when it prepays its expenses and to credit revenue accounts 

when customers pay for services in advance. Prepare journal entries for items a through d and the adjusting 

entries as of its December 31 period-end for items e through g. 

a. Supplies are purchased on December 1 for $3,000 cash. 

b. The company prepaid its insurance premiums for $1,440 cash on December 2. 

c. On December 15, the company receives an advance payment of $12,000 cash from a customer for 
remodeling work. 

d. On December 28, the company receives $3,600 cash from another customer for remodeling work to be 
performed in January. 
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e. A physical count on December 31 indicates that On-The-Mark has $1,920 of supplies available. 


. An analysis of the insurance policies in effect on December 31 shows that $240 of insurance coverage 


had expired. 


As of December 31, only one remodeling project has been worked on and completed. The $6,300 fee 
for this project had been received in advance. 
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Check (f) Cr. Insurance Expense, 
$1,200; (g) Dr. Remodeling Fees 
Earned, $9,300 





adidas AG reports the following balance sheet accounts for the year ended December 31, 2009 (euros 
in millions). Prepare the balance sheet for this company as of December 31, 2009, following usual IFRS 
practices. 


Tangible and other assets ............. €1,410 Intangible assets ............... €2,980 
Motalliequitty sa ouessa mann E stesso 3,776 Total current liabilities .......... 2,836 
Receivables and financial assets ........ 1,753 Inventories cccscacseseccdwas as 1,471 
Total noncurrent liabilities ............ 2,263 Total liabilities so. sacs Penis oe 5,099 
Cash and cash equivalents ............ 775 Other current assets ........... 486 
Total current assets. ece 34 re enes 4,485 Total noncurrent assets ......... 4,390 


m connect 
Meyer Co. follows the practice of recording prepaid expenses and unearned revenues in balance sheet ac- 


counts. The company’s annual accounting period ends on December 31, 2011. The following information 
concerns the adjusting entries to be recorded as of that date. 


The Office Supplies account started the year with a $3,000 balance. During 2011, the company pur- 
chased supplies for $12,400, which was added to the Office Supplies account. The inventory of sup- 
plies available at December 31, 2011, totaled $2,640. 


. An analysis of the company’s insurance policies provided the following facts. 


Months of 
Policy Date of Purchase Coverage Cost 
A April 1,2010 24 $15,840 
B April 1, 2011 36 13,068 
C August 1,2011 12 2,700 


The total premium for each policy was paid in full (for all months) at the purchase date, and the 
Prepaid Insurance account was debited for the full cost. (Year-end adjusting entries for Prepaid 
Insurance were properly recorded in all prior years.) 


. The company has 15 employees, who earn a total of $2,100 in salaries each working day. They are 


paid each Monday for their work in the five-day workweek ending on the previous Friday. Assume 
that December 31, 2011, is a Tuesday, and all 15 employees worked the first two days of that week. 
Because New Year’s Day is a paid holiday, they will be paid salaries for five full days on Monday, 
January 6, 2012. 


. The company purchased a building on January 1, 2011. It cost $855,000 and is expected to have a 


$45,000 salvage value at the end of its predicted 30-year life. Annual depreciation is $27,000. 


. Since the company is not large enough to occupy the entire building it owns, it rented space to a tenant 


at $2,400 per month, starting on November 1, 2011. The rent was paid on time on November 1, and the 
amount received was credited to the Rent Earned account. However, the tenant has not paid the Decem- 
ber rent. The company has worked out an agreement with the tenant, who has promised to pay both 
December and January rent in full on January 15. The tenant has agreed not to fall behind again. 


. On November 1, the company rented space to another tenant for $2,175 per month. The tenant paid 


five months’ rent in advance on that date. The payment was recorded with a credit to the Unearned 
Rent account. 


Exercise 3-12 
Preparing a balance sheet 
following IFRS 


"O 


PROBLEM SET A 


Problem 3-1A 
Preparing adjusting and 
subsequent journal entries 


Ci Al Pi 
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Check (1b) Dr. Insurance Expense, 
$12,312 (1d) Dr. Depreciation 
Expense, $27,000 
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Required 


1. Use the information to prepare adjusting entries as of December 31, 2011. 
2. Prepare journal entries to record the first subsequent cash transaction in 2012 for parts c and e. 





Problem 3-2A 
Identifying adjusting entries with 
explanations 


C3 P1 


For each of the following entries, enter the letter of the explanation that most closely describes it in the 
space beside each entry. (You can use letters more than once.) 

A. To record receipt of unearned revenue. E. To record an accrued expense. 

B. To record this period’s earning of prior To record an accrued revenue. 


C. To record payment of an accrued expense. 


F. 
unearned revenue. G. To record this period’s use of a prepaid expense. 
H. To record payment of a prepaid expense. 
l. 


D. To record receipt of an accrued revenue. To record this period’s depreciation expense. 


l. REMC r A 2,000 
RrepaidiRentenry re A A ce 2,000 

2. InterestEXpenscmenner ete nee Cre Tiere 1,000 
interesti Payable e A E E create etn 1,000 

3. DepreciatiomiExpens em e a aa tt eter tnt tenner 4,000 
Accumulated Depreciation ..................... 4,000 

4. Unearned Professional Fees ...............2---00ees 3,000 
Professional Fees Earned onn a ee e ee 3,000 

5. Insurance EXPENSE m ra E E E E 4,200 
Prepaidilnsurance e a a arent ts 4,200 

6. SalariesiRayable m TEE E E rece tenet rie 1,400 
Cash a T A AE EEA O N 1,400 

7. Prepaid RENCE A A Crna ra 4,500 
CISMA E nian O E E O trina 4,500 

8. SalaniesiExpense m i er A eter rere 6,000 
Salaniesirayablew ere enn A E ttre nr 6,000 

9. Interest Receivable o ee ne rocon rose as e e 5,000 
Interest Revenue aa Ae a e A E a AA 5,000 

10. Cashier a on A E E EEE AE OATES 9,000 
Accounts Receivable (from consulting) ........... 9,000 

lI. Cashion ee a E E ESEE ET E TENE 7,500 
Unearned Professional Fees .............-.-+2-- 7,500 

12. Cash kee n e E A E EA E E E O EA nares 2,000 
Interest Receivable n e ea e a e A ES 2,000 





Problem 3-3A 

Preparing adjusting entries, 
adjusted trial balance, and 
financial statements 


Al P1 P2 P3 
eXcel 
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Watson Technical Institute (WTI), a school owned by Tom Watson, provides training to individuals who 
pay tuition directly to the school. WTI also offers training to groups in off-site locations. Its unadjusted 
trial balance as of December 31, 2011, follows. WTI initially records prepaid expenses and unearned rev- 
enues in balance sheet accounts. Descriptions of items a through A that require adjusting entries on 
December 31, 2011, follow. 


Additional Information Items 


a. An analysis of WTI’s insurance policies shows that $3,000 of coverage has expired. 

b. An inventory count shows that teaching supplies costing $2,600 are available at year-end 2011. 
c. Annual depreciation on the equipment is $12,000. 

d. Annual depreciation on the professional library is $6,000. 


e. On November 1, WTI agreed to do a special six-month course (starting immediately) for a client. The 
contract calls for a monthly fee of $2,200, and the client paid the first five months’ fees in advance. 
When the cash was received, the Unearned Training Fees account was credited. The fee for the sixth 
month will be recorded when it is collected in 2012. 
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f. On October 15, WTI agreed to teach a four-month class (beginning immediately) for an individual 
for $3,000 tuition per month payable at the end of the class. The class started on October 15, but no 
payment has yet been received. (WTI’s accruals are applied to the nearest half-month; for example, 
October recognizes one-half month accrual.) 


g. WTI’s two employees are paid weekly. As of the end of the year, two days’ salaries have accrued at the 
rate of $100 per day for each employee. 


h. The balance in the Prepaid Rent account represents rent for December. 


BOE 
=18) x! 


X Microsoft Excel - Book! 
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WATSON TECHNICAL INSTITUTE 
Unadjusted Trial Balance 
December 31, 2011 








Debit Credit 






3 Cash $ 26,000 

4 | Accounts receivable 0 
5 Teaching supplies 10,000 

6 Prepaid insurance 15,000 

7 Prepaid rent 2,000 

8 | Professional library 30,000 

9 | Accumulated depreciation—Professional library $ 9,000 
10| Equipment 70,000 

11 | Accumulated depreciation— Equipment 16,000 
12| Accounts payable 36,000 




















13| Salaries payable 0 

14 | Unearned training fees 11,000 

45. T. Watson, Capital 63,600 

16| T. Watson, Withdrawals 40,000 

17 | Tuition fees earned 102,000 

18 | Training fees earned 38,000 

19 Depreciation expense — Professional library 0 

20 Depreciation expense — Equipment 0 

21 | Salaries expense 48,000 

2| Insurance expense 0 

23 Rent expense 22,000 

24| Teaching supplies expense 0 

25| Advertising expense 7,000 

26 Utilities expense 5,600 

27| Totals $ 275,600 $ 275,600 j 
Sra Sen CRET I ~ ig 

Required 


1. Prepare T-accounts (representing the ledger) with balances from the unadjusted trial balance. 


2. Prepare the necessary adjusting journal entries for items a through h and post them to the T-accounts. 
Assume that adjusting entries are made only at year-end. 


3. Update balances in the T-accounts for the adjusting entries and prepare an adjusted trial balance. 


4. Prepare Watson Technical Institute’s income statement and statement of owner’s equity for the year 
2011 and prepare its balance sheet as of December 31, 2011. 
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Check (2e) Cr. Training Fees 
Earned, $4,400; (2f) Cr. Tuition Fees 
Earned, $7,500; (3) Adj. Trial balance 
totals, $301,500; (4) Net income, 
$38,500; Ending T. Watson, Capital 
$62,100 





A six-column table for JJW Company follows. The first two columns contain the unadjusted trial balance 
for the company as of July 31, 2011. The last two columns contain the adjusted trial balance as of the 
same date. 


Required 
Analysis Component 


1. Analyze the differences between the unadjusted and adjusted trial balances to determine the eight ad- 
justments that likely were made. Show the results of your analysis by inserting these adjustment 
amounts in the table’s two middle columns. Label each adjustment with a letter a through h and pro- 
vide a short description of it at the bottom of the table. 


Problem 3-4A 

Interpreting unadjusted and 
adjusted trial balances, and 
preparing financial statements 


C3 Al P1 P2 P3 
eXcel 


mhhe.com/wildFAP20e 
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Preparation Component 


Check (2) Net income, $37,020; 2. Use the information in the adjusted trial balance to prepare the company’s (a) income statement and 
J. Winner, Capital (7/31/2011), its statement of owner’s equity for the year ended July 31, 2011 (note: J. Winner, Capital at July 31, 
$55,440; Total assets, $131,340 2010, was $28,420, and the current-year withdrawals were $10,000), and (b) the balance sheet as of 


July 31, 2011. 






















































































Unadjusted Adjusted 

Trial Balance Adjustments Trial Balance 
Gas er E E $ 27,000 $ 27,000 
Accounts receivable ........... 12,000 22,460 
Office supplies ................ 18,000 3,000 
Prepaid insurance ............. 7,320 4,880 
Office equipment ............. 92,000 92,000 
Accum. depreciation— 

Office equip: o- ree seas $ 12,000 $ 18,000 
Accounts payable ............. 9,300 10,200 
Interest payable ............... 0 800 
Salaries payable ............... 0 6,600 
Unearned consulting fees ....... 16,000 14,300 
Long-term notes payable ....... 44,000 44,000 
J. Winner, Capital ............. 28,420 28,420 
J. Winner, Withdrawals ......... 10,000 10,000 
Consulting fees earned ......... 156,000 168,160 
Depreciation expense— 

Office equip. 25. . ssceca ss 0 6,000 
Salaries expense .............. 71,000 77,600 
Interest expense .............. 1,400 2,200 
Insurance expense ............ 0 2,440 
Rent expense ................ 13,200 13,200 
Office supplies expense ........ 0 15,000 
Advertising expense ........... 13,800 14,700 
TOS E NE E tera Nets $265,720 $265,720 $290,480 $290,480 

Problem 3-5A The adjusted trial balance for Callahay Company as of December 31, 2011, follows. 


Preparing financial statements 


from the adjusted trial balance Debit Credit 


and calculating profit margin 


P3 M A? Gash PO ay me ER $ 22,000 
Accounts receivable .......... 0.0.00 cc eee eeeee 44,000 
Interest receivable .......... 00.0.0 ccc eee eee ee 10,000 
Notes receivable (due in 90 days) ............... 160,000 
@fficelsupplicserer eee eer eet er 8,000 
Automobiles serne avon tae wane E A rae 160,000 
Accumulated depreciation—Automobiles ......... $ 42,000 
EOP conondsoonosboocssoovumnonsooagdan 130,000 
Accumulated depreciation—Equipment .......... 10,000 
leita sondnoonendnoondaveousubonsonsnuounauae 70,000 
ACCOUNtS| payabl emer enn tne h errr 88,000 
Interest|payableenen nnn a ee eet ttre 12,000 
Salaniesipayablem rrr teeter eter eet eter 11,000 
Unearnedifees ereet os pen va an a ne es 22,000 
Long-term notes payable ..................005. 130,000 
)§Gallahay;Gapitalierece recente eter ren 247,800 
|5GallahayaVVithdrawalstennrerene rrr niente 38,000 


[continued on next page] 
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[continued from previous page] 





Fees earned nso ene owen eee meh me 420,000 
Interest earned neras an sees eee eee es 16,000 
Depreciation expense—Automobiles ............ 18,000 
Depreciation expense—Equipment .............. 10,000 

Salaries EXPENSE Ir A susie ieee a eteeneenye 180,000 

WEES OPENED ooccocasconcononapoagvanncones 32,000 
Interestiexpense k cn A E aries 24,000 
Officeisupplies expense EE rarer 26,000 

Advertising expense maae nit t ntti n etter: 50,000 

Repairs expense—Automobiles................. 16,800 

WIS scnasavavacocononaacanopadsoobonoogneds $998,800 $998,800 








Required 


1. Use the information in the adjusted trial balance to prepare (a) the income statement for the year ended 
December 31, 2011; (b) the statement of owner’s equity for the year ended December 31, 2011; and 
(c) the balance sheet as of December 31, 2011. 


2. Calculate the profit margin for year 2011. 


127 


Check (1) Total assets, $552,000 





Quisp Co. had the following transactions in the last two months of its year ended December 31. 


Nov. 1 Paid $1,500 cash for future newspaper advertising. 
1 Paid $2,160 cash for 12 months of insurance through October 31 of the next year. 
30 Received $3,300 cash for future services to be provided to a customer. 
Dec. 1 Paid $2,700 cash for a consultant’s services to be received over the next three months. 
15 Received $7,650 cash for future services to be provided to a customer. 
31 Of the advertising paid for on November 1, $900 worth is not yet used. 
31 A portion of the insurance paid for on November 1 has expired. No adjustment was made in 
November to Prepaid Insurance. 
31 Services worth $1,200 are not yet provided to the customer who paid on November 30. 
31 One-third of the consulting services paid for on December 1 have been received. 
31 The company has performed $3,000 of services that the customer paid for on December 15. 


Required 
1. Prepare entries for these transactions under the method that records prepaid expenses as assets and 
records unearned revenues as liabilities. Also prepare adjusting entries at the end of the year. 


2. Prepare entries for these transactions under the method that records prepaid expenses as expenses and 
records unearned revenues as revenues. Also prepare adjusting entries at the end of the year. 


Analysis Component 


3. Explain why the alternative sets of entries in requirements 1 and 2 do not result in different financial 
statement amounts. 


Nomo Co. follows the practice of recording prepaid expenses and unearned revenues in balance sheet 
accounts. The company’s annual accounting period ends on October 31, 2011. The following information 
concerns the adjusting entries that need to be recorded as of that date. 


a. The Office Supplies account started the fiscal year with a $500 balance. During the fiscal year, the 
company purchased supplies for $3,650, which was added to the Office Supplies account. The sup- 
plies available at October 31, 2011, totaled $700. 


b. An analysis of the company’s insurance policies provided the following facts. 


Months of 
Policy Date of Purchase Coverage Cost 
A April 1,2010 24 $3,000 
B April 1, 2011 36 3,600 


Cc August |, 2011 12 660 


Problem 3-6A4 
Recording prepaid expenses 
and unearned revenues 


P1 P4 


PROBLEM SET B 


Problem 3-1B 
Preparing adjusting and 
subsequent journal entries 


Ci Al P1 
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Check (1b) Dr. Insurance Expense, 


$2,675; (1d) Dr. Depreciation 
Expense, $5,400. 
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The total premium for each policy was paid in full (for all months) at the purchase date, and the 
Prepaid Insurance account was debited for the full cost. (Year-end adjusting entries for Prepaid 
Insurance were properly recorded in all prior fiscal years.) 


. The company has four employees, who earn a total of $800 for each workday. They are paid 


each Monday for their work in the five-day workweek ending on the previous Friday. Assume that 
October 31, 2011, is a Monday, and all four employees worked the first day of that week. They will 
be paid salaries for five full days on Monday, November 7, 2011. 


. The company purchased a building on November 1, 2010, that cost $155,000 and is expected to have 


a $20,000 salvage value at the end of its predicted 25-year life. Annual depreciation is $5,400. 


. Since the company does not occupy the entire building it owns, it rented space to a tenant at $600 per 


month, starting on September 1, 2011. The rent was paid on time on September 1, and the amount 
received was credited to the Rent Earned account. However, the October rent has not been paid. The 
company has worked out an agreement with the tenant, who has promised to pay both October and 
November rent in full on November 15. The tenant has agreed not to fall behind again. 


f. On September 1, the company rented space to another tenant for $525 per month. The tenant paid 
five months’ rent in advance on that date. The payment was recorded with a credit to the Unearned 
Rent account. 

Required 

1. Use the information to prepare adjusting entries as of October 31, 2011. 

2. Prepare journal entries to record the first subsequent cash transaction in November 2011 for parts 


cand e. 





Problem 3-2B 
Identifying adjusting entries 
with explanations 


C3 P1 


For each of the following entries, enter the letter of the explanation that most closely describes it in the 
space beside each entry. (You can use letters more than once.) 


A. To record payment of a prepaid expense. E. To record this period’s earning of prior unearned 
B. To record this period’s use of a prepaid revenue. 
expense. F. To record an accrued expense. 
C. To record this period’s depreciation G. To record payment of an accrued expense. 
expense. H. To record an accrued revenue. 
D. To record receipt of unearned revenue. I. To record receipt of accrued revenue. 
I. Unearned Professional Fees .............0ce cece eee 6,000 
Professional Fees Earned .............02eeeeeee 6,000 
2. Interest Receivable 2444 emne ee ane ase cand ea T n 3,500 
Interest Revenue e ee o oere e e e a a 3,500 
3. Salaries Payables cr aieeaa e a A A genet syoxs 9,000 
Cashis a a aee a aA EE E AAE E A 9,000 
4. DepreciationiExpense me a a tet ttt teri nt asta 8,000 
Accumulated Depreciation ..................... 8,000 
5. Cash e eA E E ore deve cis a a sree 9,000 
Unearned Professional Fees ................-005 9,000 
6. Insurance: Expense sores eraasi erst ye evs E ATES 4,000 
Prepaid Insurance -eoo eee eneee ea 4,000 
T Interest Expense cesce ciel ersteiats a pie eean eE 5,000 
InterestPayable v7 ccteracicctensiscane + ousteneteiere ee 5,000 
8. CAS sep esis EEE rete one Sa eer O E Cn Vee ors 1,500 
Accounts Receivable (from services) ............. 1,500 
9. Salaries Expense son aeus e a eea E A ASEA 7,000 
Salaries Payable coenae ceee e eee a 7,000 
10. Cashi: oae s Ea a E A AE ole nia AT 1,000 
Interest Receivable e eee a e e e ae 1,000 
Il. Prepaid IRENE: iss rorsrcreusiere char asscacate eusrsrovslavensare EEE E 3,000 
Cashar ee Eae E E E onsets 3,000 
12. Rent Expense. omes eese raen a sere e E Ia 7,500 


Prepaid Rent ocum: oa aie are eera orm tie oE oE 7,500 
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Following is the unadjusted trial balance for Alcorn Institute as of December 31, 2011, which initially 
records prepaid expenses and unearned revenues in balance sheet accounts. The Institute provides one-on- 
one training to individuals who pay tuition directly to the business and offers extension training to groups 
in off-site locations. Shown after the trial balance are items a through h that require adjusting entries as of 


D 





ecember 31, 2011. 


|S) Ee Edt view Insert Format Tools Data Accounting Window Help 
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ALCORN INSTITUTE 


yO -|BIU|\B%, 823] 


Unadjusted Trial Balance 


December 31, 2011 











1 

2 | Debit Credit 
3 | Cash $ 50,000 

4 | Accounts receivable 0 
5 | Teaching supplies 60,000 

6 | Prepaid insurance 18,000 

7 | Prepaid rent 2,600 

8 | Professional library 10,000 

9 | Accumulated depreciation—Professional library $ 1,500 
10| Equipment 30,000 

11| Accumulated depreciation—Equipment 16,000 
12| Accounts payable 12,200 
13| Salaries payable 0 
44] Unearned training fees 27,600 
15| M. Alcorn, Capital 68,500 
16 M. Alcorn, Withdrawals 20,000 

47 Tuition fees earned 105,000 
18. Training fees earned 62,000 
19 | Depreciation expense—Professional library 0 

20. | Depreciation expense—Equipment 0 

21 | Salaries expense 43,200 

2 Insurance expense 0 

23| Rent expense 28,600 

24 Teaching supplies expense 0 

25 | Advertising expense 18,000 

26 Utilities expense 12,400 

27| Totals $ 292,800 $292,800 
TCH She RTT Id — a 








A 


dditional Information Items 


b 
c. Annual depreciation on the equipment is $4,000. 

d. 

e. On November 1, the Institute agreed to do a special four-month course (starting immediately) for a 
client. The contract calls for a $4,600 monthly fee, and the client paid the first two months’ fees in 
advance. When the cash was received, the Unearned Training Fees account was credited. The last two 
month’s fees will be recorded when collected in 2012. 

On October 15, the Institute agreed to teach a four-month class (beginning immediately) to 
an individual for $2,200 tuition per month payable at the end of the class. The class started on 
October 15, but no payment has yet been received. (Alcorn’s accruals are applied to the nearest half- 


Annual depreciation on the professional library is $2,000. 


month; for example, October recognizes one-half month accrual.) 


. The Institute’s only employee is paid weekly. As of the end of the year, three days’ salaries have ac- 


crued at the rate of $180 per day. 


. The balance in the Prepaid Rent account represents rent for December. 


An analysis of the Institute’s insurance policies shows that $6,400 of coverage has expired. 
. An inventory count shows that teaching supplies costing $2,500 are available at year-end 2011. 


Problem 3-3B 

Preparing adjusting entries, 
adjusted trial balance, and 
financial statements 


A1 P1 P2 P3 
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Check (2e) Cr. Training Fees 
Earned, $9,200; (2f) Cr. Tuition Fees 
Earned, $5,500; (3) Adj. trial balance 
totals, $304,840; (4) Net income, 
$6,460; Ending M. Alcorn, Capital, 
$54,960 
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Required 
1. Prepare T-accounts (representing the ledger) with balances from the unadjusted trial balance. 


2. Prepare the necessary adjusting journal entries for items a through h, and post them to the T-accounts. 
Assume that adjusting entries are made only at year-end. 


3. Update balances in the T-accounts for the adjusting entries and prepare an adjusted trial balance. 


4. Prepare the company’s income statement and statement of owner’s equity for the year 2011, and pre- 
pare its balance sheet as of December 31, 2011. 





Problem 3-4B 

Interpreting unadjusted and 
adjusted trial balances, and 
preparing financial statements 


C3 Al P1 P2 P3 


Check (2) Net income, $37,460; 
D. Chen, Capital (12/31/11), $97,660; 
Total assets, $250,260 


A six-column table for Daxu Consulting Company follows. The first two columns contain the unadjusted 
trial balance for the company as of December 31, 2011, and the last two columns contain the adjusted trial 
balance as of the same date. 



















































































Unadjusted Adjusted 

Trial Balance Adjustments Trial Balance 
Gashanac an TE R A E $ 48,000 $ 48,000 
Accounts receivable ........... 70,000 76,660 
Office supplies ................ 30,000 7,000 
Prepaid insurance ............. 13,200 8,600 
Office equipment ............. 150,000 150,000 
Accumulated depreciation— 

Office equip. sa... eee oe $ 30,000 $ 40,000 
Accounts payable ............. 36,000 42,000 
Interest payable ............... 0 1,600 
Salaries payable ............... 0 11,200 
Unearned consulting fees ....... 30,000 17,800 
Long-term notes payable ....... 80,000 80,000 
D: Chen, Capital oane ern 70,200 70,200 
D. Chen, Withdrawals .......... 10,000 10,000 
Consulting fees earned ......... 264,000 282,860 
Depreciation expense— 

Office equip. ............... 0 10,000 
Salaries expense .............. 115,600 126,800 
Interest expense .............. 6,400 8,000 
Insurance expense ............ 0 4,600 
Rent expense ................ 24,000 24,000 
Office supplies expense ........ 0 23,000 
Advertising expense ........... 43,000 49,000 
Totals e oee a $510,200 $510,200 $545,660 $545,660 

Required 


Analysis Component 


1. Analyze the differences between the unadjusted and adjusted trial balances to determine the eight 
adjustments that likely were made. Show the results of your analysis by inserting these adjustment 
amounts in the table’s two middle columns. Label each adjustment with a letter a through h and pro- 
vide a short description of it at the bottom of the table. 


Preparation Component 


2. Use the information in the adjusted trial balance to prepare this company’s (a) income statement and 
its statement of owner’s equity for the year ended December 31, 2011 (note: D. Chen, Capital at 
December 31, 2010, was $70,200, and the current-year withdrawals were $10,000), and (b) the balance 
sheet as of December 31, 2011. 
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The adjusted trial balance for Lightning Courier as of December 31, 2011, follows. Problem 3-5B 
Preparing financial statements 


Debit Credit from the adjusted trial balance 


and calculating profit margin 





(CEU) Sugen enon soupuoavennesedessuouuon as $ 48,000 P3 A1 A? 
Accounts receivable. saree eaea EAT 110,000 

Interest receivable ................0 R 6,000 

Notes receivable (due in 90 days) ............. 200,000 
@fficelsupplicsiee eee eee ener ttre: 12,000 

TRES sescegoussonsoosemocovssaunavossuas 124,000 

Accumulated depreciation—Trucks ............ $ 48,000 
EquipmenGrrenRntaiti E 260,000 

Accumulated depreciation—Equipment ........ 190,000 
leis! son comdéoousdnadavodmogourd nen asonnone 90,000 

Accounts payable neve a princes eater ae eere 124,000 
Interest|payable enrich tt ett teeter 22,000 
Salanies|payable Taar ttt rrr ers 30,000 
Unearned delivery fees ..................000. 110,000 
Long-term notes payable ..................-. 190,000 
Eine EEE eee eae mercer eect tr rr 115,000 
J. Hallam, Withdrawals ...................00. 40,000 

Delivery fees earned ............ 0.000 cece eee 580,000 
Interest earned ces vay aw beatae teas 24,000 
Depreciation expense—Trucks ............... 24,000 

Depreciation expense—Equipment ............ 46,000 

Salaries expense n e E E E E EE 64,000 

Wagesi expense n e a e e e eer 290,000 

Interest expens@racn A eis eaters re 25,000 

Officea supplies expense m en irrtatsiarsrets 33,000 

Advertising expense). sis) erisle een sie > 26,400 

Repairs expense—Trucks .................00. 34,600 

THE ocoonagoosdadoossoneaseredusouoonods $1,433,000 $1,433,000 








Required 


1. Use the information in the adjusted trial balance to prepare (a) the income statement for the yearended Check (1) Total assets, $612,000 
December 31, 2011, (b) the statement of owner’s equity for the year ended December 31, 2011, and 
(c) the balance sheet as of December 31, 2011. 


2. Calculate the profit margin for year 2011. 





Quake Co. had the following transactions in the last two months of its fiscal year ended May 31. Problem 3-6B4 
Recording prepaid expenses and 


Apr. 1 Paid $3,450 cash to an accounting firm for future consulting services. 
unearned revenues 


1 Paid $2,700 cash for 12 months of insurance through March 31 of the next year. 
30 Received $7,500 cash for future services to be provided to a customer. P1 P4 
May 1 Paid $3,450 cash for future newspaper advertising. 
23 Received $9,450 cash for future services to be provided to a customer. 
31 Of the consulting services paid for on April 1, $1,500 worth has been received. 
31 A portion of the insurance paid for on April 1 has expired. No adjustment was made in April to 
Prepaid Insurance. 
31 Services worth $3,600 are not yet provided to the customer who paid on April 30. 
31 Of the advertising paid for on May 1, $1,050 worth is not yet used. 
31 The company has performed $4,500 of services that the customer paid for on May 23. 


Required 


1. Prepare entries for these transactions under the method that records prepaid expenses and unearned 
revenues in balance sheet accounts. Also prepare adjusting entries at the end of the year. 
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SERIAL PROBLEM 


Business Solutions 


P1 P2 P3 


gw 
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2. Prepare entries for these transactions under the method that records prepaid expenses and unearned 
revenues in income statement accounts. Also prepare adjusting entries at the end of the year. 


Analysis Component 


3. Explain why the alternative sets of entries in parts 1 and 2 do not result in different financial statement 
amounts. 


This serial problem began in Chapter 1 and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can still begin at this point. It is helpful, but not necessary, 
to use the Working Papers that accompany the book. 


SP 3 After the success of the company’s first two months, Santana Rey continues to operate Business 
Solutions. (Transactions for the first two months are described in the serial problem of Chapter 2.) The 
November 30, 2011, unadjusted trial balance of Business Solutions (reflecting its transactions for October 
and November of 2011) follows. 








No. Account Title Debit Credit 
LON Cash i iad. adie a Gendt wari e ade nE EEE Ea $38,264 
(06 -Accounts receivable 2.4: 25csc0saeuvase se ae wen wines o 12,618 
126 Computer Supplies- sares eere re enee eere e en a 2,545 
128 Prepaid insurance nreno e aee eea ee TE 2,220 
131 Prepaidirene acc rea mens nimon naneo EEEE ER 3,300 
163 Office equipment oieee eae e ee e e 8,000 
164 Accumulated depreciation—Office equipment ............ $ 0 
(67 Computer equipment.. -sm ere einen 20,000 
168 Accumulated depreciation—Computer equipment ........ 0 
201 “Accounts payable: sees as aa e sia-s a a eaeoe erouensie 0 
DO’, Wages payable orso si. cuscteaans'ss te nae SE wee 0 
236 Unearned computer services revenue ................+-+ 0 
301 4S: Rey, Capital: rriro anan E ones E EEE 73,000 
3020 S-Rey- Withdrawals e. me aee eae o Aa E e ee rs 5,600 
403 Computer services revenue ...............0.. 00 cece eee 25,659 
612 Depreciation expense—Office equipment ............... 0 
613 Depreciation expense—Computer equipment............ 0 
623 T Wages Expense. oaee ni ee ee ee e a e rere enn 2,625 
637 insúrance expense m a atsi | tslsi tii rsrstter rr erce ter T 0 
6401 RENT Expense wana e e e e E eran een 0 
652 Computer supplies expense ...............0.000 eee eee 0 
655 Advertising expense n atin r it) ret eietrt een 1,728 
676° Mileage expense sate acccc stance sncrern siarsisrevsrstereteinrecereuses oases 704 
677 Miscellaneous expenses a eel 250 
684 Repairs expense—Computer .............0000ee eee ee 805 

Totals. esea seora na AE oE EA A EEEE peice RE $98,659 $98,659 














Business Solutions had the following transactions and events in December 2011. 


Dec. 2 Paid $1,025 cash to Hillside Mall for Business Solutions’ share of mall advertising costs. 

3 Paid $500 cash for minor repairs to the company’s computer. 
4 Received $3,950 cash from Alex’s Engineering Co. for the receivable from November. 

10 Paid cash to Lyn Addie for six days of work at the rate of $125 per day. 

14 Notified by Alex’s Engineering Co. that Business Solutions’ bid of $7,000 on a proposed proj- 

ect has been accepted. Alex’s paid a $1,500 cash advance to Business Solutions. 

15 Purchased $1,100 of computer supplies on credit from Harris Office Products. 

16 Sent a reminder to Gomez Co. to pay the fee for services recorded on November 8. 

20 Completed a project for Liu Corporation and received $5,625 cash. 

22-26 Took the week off for the holidays. 
28 Received $3,000 cash from Gomez Co. on its receivable. 
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29 Reimbursed S. Rey for business automobile mileage (600 miles at $0.32 per mile). 
31 S. Rey withdrew $1,500 cash from the company for personal use. 


The following additional facts are collected for use in making adjusting entries prior to preparing 
financial statements for the company’s first three months: 


The December 31 inventory count of computer supplies shows $580 still available. 
Three months have expired since the 12-month insurance premium was paid in advance. 
As of December 31, Lyn Addie has not been paid for four days of work at $125 per day. 
The company’s computer is expected to have a four-year life with no salvage value. 

The office equipment is expected to have a five-year life with no salvage value. 


aol TD 


Three of the four months’ prepaid rent has expired. 


Required 

1. Prepare journal entries to record each of the December transactions and events for Business Solutions. 

Post those entries to the accounts in the ledger. 

Prepare adjusting entries to reflect a through f. Post those entries to the accounts in the ledger. 

Prepare an adjusted trial balance as of December 31, 2011. Check (3) Adjusted trial balance 
Prepare an income statement for the three months ended December 31, 2011. totals, $109,034 
Prepare a statement of owner’s equity for the three months ended December 31, 2011. 


Prepare a balance sheet as of December 31, 2011. (6) Total assets, $83,460 


Beyond the Numbers 


BTN 3-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. REPORTING IN 
1. Identify and write down the revenue recognition principle as explained in the chapter. ACTION 


2. Review Research In Motion’s footnotes to discover how it applies the revenue recognition principle (1 (2 Al A2 
and when it recognizes revenue. Report what you discover. a 


eoarhtwn 


3. What is Research In Motion’s profit margin for fiscal years ended February 28, 2009, and February RIM 
27, 2010. 





Fast Forward 


4. Access RIM’s annual report (10-K) for fiscal years ending after February 27, 2010, at its Website 
(RIM.com) or the SEC’s EDGAR database (www.SEC.gov). Assess and compare the February 27, 
2010, fiscal year profit margin to any subsequent year’s profit margin that you compute. 








BTN 3-2 Key figures for the recent two years of both Research In Motion and Apple follow. COMPARATIVE 
ANALYSIS 
Research In Motion Apple AQ 
($ millions) Current Year Prior Year Current Year Prior Year RI m 
Netincome............. $ 2,457 $ 1,893 $ 8,235 $ 6,119 
Net sales ............00. 14,953 11,065 42,905 37,491 Apple 
Current assets........... 5,813 4,842 31,555 30,006 
Current liabilities... ...... 2,432 2,115 11,506 11,361 


Required 


1. Compute profit margins for (a) Research In Motion and (b) Apple for the two years of data shown. 
2. Which company is more successful on the basis of profit margin? Explain. 





BTN 3-3 Jackie Bergez works for Sea Biscuit Co. She and Bob Welch, her manager, are preparing ad- ETHICS CHALLENGE 
justing entries for annual financial statements. Bergez computes depreciation and records it as cl C2 Al 


Depreciation Expense —Equipment............... 123,000 
Accumulated Depreciation—Equipment ......... 123,000 
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Welch agrees with her computation but says the credit entry should be directly to the Equipment account. 
Welch argues that while accumulated depreciation is technically correct, “it is less hassle not to use a 
contra account and just credit the Equipment account directly. And besides, the balance sheet shows the 
same amount for total assets under either method.” 


Required 
1. How should depreciation be recorded? Do you support Bergez or Welch? 


2. Evaluate the strengths and weaknesses of Welch’s reasons for preferring his method. 
3. Indicate whether the situation Bergez faces is an ethical problem. Explain. 





COMMUNICATING IN 
PRACTICE 


Ci A2 o 
5 


BTN 3-4 The class should be divided into teams. Teams are to select an industry (such as automobile 
manufacturing, airlines, defense contractors), and each team member is to select a different company in 
that industry. Each team member is to acquire the annual report of the company selected. Annual reports 
can be downloaded from company Websites or from the SEC’s EDGAR database at (www.SEC.goy). 


Required 

1. Use the annual report to compute the return on assets, debt ratio, and profit margin. 

2. Communicate with team members via a meeting, e-mail, or telephone to discuss the meaning of the 
ratios, how different companies compare to each other, and the industry norm. The team must pre- 
pare a single memo reporting the ratios for each company and identifying the conclusions or consen- 
sus of opinion reached during the team’s discussion. The memo is to be copied and distributed to the 
instructor and all classmates. 





TAKING IT TO 
THE NET 


"B O 


BTN 3-5 Access EDGAR online (www.sEC.goy) and locate the 10-K report of The Gap, Inc., (ticker 
GPS) filed on March 26, 2010. Review its financial statements reported for the year ended January 30, 
2010, to answer the following questions. 


Required 

1. What are Gap’s main brands? 

2. What is Gap’s fiscal year-end? 

3. What is Gap’s net sales for the period ended January 30, 2010? 

4. What is Gap’s net income for the period ended January 30, 2010? 

5. Compute Gap’s profit margin for the year ended January 30, 2010. 

6. Do you believe Gap’s decision to use a year-end of late January or early February relates to its natural 


business year? Explain. 





TEAMWORK IN 
ACTION 


C3 Al P1 


BTN 3-6 Four types of adjustments are described in the chapter: (1) prepaid expenses, (2) unearned 
revenues, (3) accrued expenses, and (4) accrued revenues. 


Required 
1. Form learning teams of four (or more) members. Each team member must select one of the four 
adjustments as an area of expertise (each team must have at least one expert in each area). 


2. Form expert teams from the individuals who have selected the same area of expertise. Expert teams 
are to discuss and write a report that each expert will present to his or her learning team addressing the 
following: 


a. Description of the adjustment and why it’s necessary. 

. Example of a transaction or event, with dates and amounts, that requires adjustment. 
. Adjusting entry(ies) for the example in requirement b. 

. Status of the affected account(s) before and after the adjustment in requirement c. 


oaos 


. Effects on financial statements of not making the adjustment. 


3. Each expert should return to his or her learning team. In rotation, each member should present his or 
her expert team’s report to the learning team. Team discussion is encouraged. 
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BTN 3-7 Review the opening feature of this chapter dealing with Cheezburger Network. ENTREPRENEURIAL 


Reauired DECISION 
‘equire a 
, R A 
1. Assume that Cheezburger Network sells a $300 gift certificate to a customer, collecting the $300 cash \ 
in advance. Prepare the journal entry for the (a) collection of the cash for delivery of the gift certificate 
to the customer and (b) revenue from the subsequent delivery of merchandise when the gift certificate 
is used. 


X 


How can keeping less inventory help to improve Cheezburger Network’s profit margin? 

3. Ben Huh understands that many companies carry considerable inventory, and Ben is thinking of 
carrying additional inventory of merchandise for sale. Ben desires your advice on the pros and cons 
of carrying such inventory. Provide at least one reason for and one reason against carrying addi- 
tional inventory. 





BTN 3-8 Visit the Website of a major company that interests you. Use the Investor Relations link at the HITTING THE ROAD 
Website to obtain the toll-free telephone number of the Investor Relations Department. Call the company, C1 

ask to speak to Investor Relations, and request a copy of the company’s most recent annual report. You 

should receive the requested report within one to two weeks. Once you have received your report, use it 

throughout the term to see that the principles you are learning in class are being applied in practice. 





BTN 3-9 Nokia (www.Nokia.com) is a leading global manufacturer of mobile devices and services. GLOBAL 


DECISION 
Required 


A2 Ci C2 a 
1. Locate the notes to its December 31, 2009, financial statements at the company’s Website, and read I | D 
note 7 Accounting Principles—Revenue Recognition, first paragraph only. When is revenue recognized 
: NOKIA 
by Nokia? 
2. Refer to Nokia’s financials in Appendix A. What is Nokia’s profit margin for the year ended December 
31, 2009? 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. b; the forgotten adjusting entry is: dr. Wages Expense, cr. Wages Payable. 4, a; Consulting fees earned = $3,600 X (2/6) = $1,200; adjusting entry 
2. c; Supplies used = $450 — $125 = $325 is: dr. Unearned Consulting Fee for $1,200, cr. Consulting Fees Earned 
3. b; Insurance expense = $24,000 X (8/24) = $8,000; adjusting entry for $1,200. 


is: dr. Insurance Expense for $8,000, cr. Prepaid Insurance for $8,000. 5. e; Profit margin = $15,000/$300,000 = 5% 








Completing the Accounting Cycle 








Chapter 3 explained the timing of reports. 
We described why adjusting accounts 

is key for recognizing revenues and 
expenses in the proper period. We 
prepared an adjusted trial balance and 
used it to prepare financial statements. 


Learning Objectives 





A Look Back 





A Look at This Chapter 


This chapter emphasizes the final steps 
in the accounting process and reviews 
the entire accounting cycle. We explain 
the closing process, including accounting 
procedures and the use of a post-closing 
trial balance. We show how a work sheet 
aids in preparing financial statements. 





CONCEPTUAL 


C1 Explain why temporary accounts are 
closed each period. (p. 142) 


C2 Identify steps in the accounting 
cycle. (p. 146) 


C3 Explain and prepare a classified 
balance sheet. (p. 147) 


A Look Ahead 





Chapter 5 looks at accounting for 
merchandising activities. We describe 
the sale and purchase of merchandise 
and their implications for preparing and 
analyzing financial statements. 








CAP 


ANALYTICAL 


A Compute the current ratio and 
describe what it reveals about a 
company's financial condition. (p. 150) 


kj 


LP4 


PROCEDURAL 


P1 Prepare a work sheet and explain its 
usefulness. (p. 138) 


P? Describe and prepare closing 
entries. (p. 143) 


P3 Explain and prepare a post-closing trial 
balance. (p. 144) 


P 4 Appendix 4A—Prepare reversing entries 
and explain their purpose. (p. 154) 


“ 





SAN DIEGO—"! have been battling greasy fingers and keyboard 
crumbs,” complained gamer Keith Mullin. “| thought ‘there has to 
be a better way!'" So, Keith-the-gamer morphed into Keith-the- 
entrepreneur. In 2008, Keith set up what he calls his “garage startup” 
and introduced G ib® (GamerGrub.com), which is perfor 
mance snack food for gamers. “! got tired of wiping my hands on my 
jeans,’ laughs Keith. “And, | like to multi-task.” 

Success, however, requires Keith to monitor and minimize 
costs. “| made the first Gamer Grub prototypes in my mom's 
kitchen,” explains Keith. He eventually set up an accounting sys- 
tem to track costs and match them with revenues. But, Keith 
says, it is a constant struggle as his business has been tripling in 
revenues each month. He explains that properly applying the ac- 
counting cycle, preparing classified financial statements, and 
acting on that information has helped in his success. However, 
admits Keith, “it is more of a collaborative effort.” 

To date, Keith has successfully controlled his costs while 
monitoring both revenues and customer needs. “You need to 
be in front of your customer, watch them taste it, watch them 





‘sT YOUR BRA! | 







| 
seul 


“Be in front of your customer... [and] have a little bit of an edge” 
—KEITH MULLIN (far left) 


understand what you're doing,” says Keith. “You have to be out 
there .. . we have given out at least 16,000 samples!” Keith 
adds that he applies the accounting cycle, including closing 
entries, to help identify and match costs with revenues for spe- 
cific time periods. He also relies on classified balance sheets to 
plan payment schedules. But, what keeps him going, admits 
Keith, is knowing that he offers “different ways to snack while 
you're computer gaming or multi-tasking.” 

Keith is on a mission. What motivates him, explains Keith, is 
the “Wow! If you get that ‘Wow’ reaction, that’s a really good 
thing.” To make that happen, he tracks the accounting numbers to 
be sure his “Wow food” is a money-making venture. “Gamer Grub 
allows gamers to consume healthy, game-enhancing snacks,” in- 
sists Keith. “Without greasy fingers or keyboard crumbs!” 


[Sources: GamerGrubWebsite, January 2011; Entrepreneur, October 
2009; Business Wire, September 2008; MGC Website, January 2010] 


Chapter Preview 





Many of the important steps leading to financial statements were account. A work sheet is shown to be a useful tool for these final 
explained in earlier chapters. We described how transactions and steps and in preparing financial statements. It also explains how 
events are analyzed, journalized, and posted. This chapter explains accounts are classified on a balance sheet to increase their useful- 
the closing process that readies revenue, expense, and withdrawal ness to decision makers. 

accounts for the next reporting period and updates the capital 


Completing the Accounting Cycle 


: : Classified 
| Work Sheet | Closing Process Accounting Cycle Balance Sheet 










e Benefits of a work e Temporary and e Definition of e Classification 
sheet permanent accounts accounting cycle structure 
e Use of a work sheet e Closing entries e Review of accounting e Classification 
e Post-closing trial cycle categories 
balance 





WORK SHEET AS A TOOL 


Information preparers use various analyses and internal documents when organizing informa- 
tion for internal and external decision makers. Internal documents are often called working 
papers. One widely used working paper is the work sheet, which is a useful tool for preparers 
in working with accounting information. It is usually not available to external decision makers. 


Benefits of a Work Sheet (Spreadsheet) 


A work sheet is not a required report, yet using a manual or electronic work sheet has several 
potential benefits. Specifically, a work sheet 





P Prepare a work sheet and 
explain its usefulness. 





@ Aids the preparation of financial statements. 

© Reduces the possibility of errors when working with many accounts and adjustments. 
e Links accounts and adjustments to their impacts in financial statements. 
° 


Assists in planning and organizing an audit of financial statements—as it can be used to 
reflect any adjustments necessary. 


© Helps in preparing interim (monthly and quarterly) financial statements when the journaliz- 
ing and posting of adjusting entries are postponed until year-end. 


© Shows the effects of proposed or “what-if” transactions. 


@ Decision Insig! 





High-Tech Work Sheet An electronic work sheet using spreadsheet software such as Excel allows 
us to easily change numbers, assess the impact of alternative strategies, and quickly prepare financial 
statements at less cost. It can also increase the available time for analysis and interpretation. E 


Use of a Work Sheet 


When a work sheet is used to prepare financial statements, it is constructed at the end of a period 
Point: Since a work sheet is not a before the adjusting process. The complete work sheet includes a list of the accounts, their balances 
required report or anvaccounting and adjustments, and their sorting into financial statement columns. It provides two columns each 
record, its format is flexible and can forth di Atrial bal head he-adi d trial bal hei 
beimodified iy its iene to fitihis/her or the unadjusted trial balance, the adjustments, the adjusted trial balance, the income statement, 
preferences. and the balance sheet (including the statement of owner’s equity). To describe and interpret the 
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work sheet, we use the information from FastForward. Preparing the work sheet has five important 
steps. Each step, 1 through 5, is color-coded and explained with reference to Exhibits 4.1 and 4.2. 


1 Step 1. Enter Unadjusted Trial Balance 


Refer to Exhibit 4.1. The first step in preparing a work sheet is to list the title of every account 
and its account number that is expected to appear on its financial statements. This includes all 
accounts in the ledger plus any new ones from adjusting entries. Most adjusting entries—including 
expenses from salaries, supplies, depreciation, and insurance—are predictable and recurring. 
The unadjusted balance for each account is then entered in the appropriate Debit or Credit 
column of the unadjusted trial balance columns. The totals of these two columns must be equal. 
Exhibit 4.1 shows FastForward’s work sheet after completing this first step. Sometimes blank 
lines are left on the work sheet based on past experience to indicate where lines will be needed 
for adjustments to certain accounts. Exhibit 4.1 shows Consulting Revenue as one example. An 
alternative is to squeeze adjustments on one line or to combine the effects of two or more adjust- 
ments in one amount. In the unusual case when an account is not predicted, we can add a new 
line for such an account following the Totals line. 


2 Step 2. Enter Adjustments 


Refer to Exhibit 4.la (turn over first transparency). The second step in preparing a work sheet 
is to enter adjustments in the Adjustments columns. The adjustments shown are the same ones 
shown in Exhibit 3.13. An identifying letter links the debit and credit of each adjusting entry. 
This is called keying the adjustments. After preparing a work sheet, adjusting entries must still 
be entered in the journal and posted to the ledger. The Adjustments columns provide the infor- 
mation for those entries. 


@ Step 3. Prepare Adjusted Trial Balance 


Refer to Exhibit 4.1b (turn over second transparency). The adjusted trial balance is prepared by 
combining the adjustments with the unadjusted balances for each account. As an example, the 
Prepaid Insurance account has a $2,400 debit balance in the Unadjusted Trial Balance columns. 
This $2,400 debit is combined with the $100 credit in the Adjustments columns to give Prepaid 
Insurance a $2,300 debit in the Adjusted Trial Balance columns. The totals of the Adjusted Trial 
Balance columns confirm the equality of debits and credits. 


@ Step 4. Sort Adjusted Trial Balance Amounts to Financial Statements 


Refer to Exhibit 4.1c (turn over third transparency). This step involves sorting account balances 
from the adjusted trial balance to their proper financial statement columns. Expenses go to the 
Income Statement Debit column and revenues to the Income Statement Credit column. Assets and 
withdrawals go to the Balance Sheet & Statement of Owner’s Equity Debit column. Liabilities and 
ownert’s capital go to the Balance Sheet & Statement of Owner’s Equity Credit column. 


Ð Step 5. Total Statement Columns, Compute Income or Loss, and Balance Columns 


Refer to Exhibit 4.1d (turn over fourth transparency). Each financial statement column (from 
Step 4) is totaled. The difference between the totals of the Income Statement columns is net in- 
come or net loss. This occurs because revenues are entered in the Credit column and expenses 
in the Debit column. If the Credit total exceeds the Debit total, there is net income. If the Debit 
total exceeds the Credit total, there is a net loss. For Fastforward, the Credit total exceeds the 
Debit total, giving a $3,785 net income. 

The net income from the Income Statement columns is then entered in the Balance Sheet & 
Statement of Owner’s Equity Credit column. Adding net income to the last Credit column im- 
plies that it is to be added to owner’s capital. If a loss occurs, it is added to the Debit column. 
This implies that it is to be subtracted from owner’s capital. The ending balance of owner’s 
capital does not appear in the last two columns as a single amount, but it is computed in the 
statement of owner’s equity using these account balances. When net income or net loss is added 

[continued on p. 142] 
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Point: A recordkeeper often can com- 
plete the procedural task of journalizing 
and posting adjusting entries by using a 
work sheet and the guidance that keying 
provides. 


Point: To avoid omitting the transfer of 
an account balance, start with the first 
line (cash) and continue in account order. 


EXHIBIT 4.1 
Work Sheet with Unadjusted Trial Balance 







































































í @ file Edit View Insert Format Tools Data Window Help Ea 
aA MSR) 4 L- SAG OS = fF EG -° +> BIUEEBHS%, BREE AA: 
A Lj c D E F G H 1 J K t M B 
FastForward 
Work Sheet 
For Month Ended December 31, 2011 
1 
2 
3 Q Balance Sheet & 
4 Unadjusted Adjusted Income Statement of 
5 Trial Balance | Adjustments Trial Balance Statement Owner’s Equity 
6 No. Account Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 
7 101 Cash 4,350 
8 
9 126 Supplies 9,720 
10 128 Prepaid insurance 2,400 
11 167 Equipment 26,000 
12 
13 201 Accounts payable 6,200 
14 
15 236 Unearned consulting revenue 3,000 
16 301 C. Taylor, Capital 30,000 
17 302 C. Taylor, Withdrawals 200 
18 403 Consulting revenue 5,800 
19 
20 406 Rental revenue 300 
21 
22 622 Salaries expense 1,400 
23 
24 640 Rent expense 1,000 
25 
26 690 Utilities expense 230 
27 Totals 45,300| 45,300 
28 
29 
30 
31 x 
bi piNisheett_(sieet2 7 stevie 7 [E KIC 
——— M — 
A 
A work sheet collects and summarizes 
List all accounts from the information used to prepare adjusting 
ledger (can include those entries, financial statements, and closing 
expected to arise from entries. 
adjusting entries). 





Enter all amounts available 
from ledger accounts. 
Column totals must be equal. 


EXHIBIT 4.1A 
Enter Adjustments in the Work Sheet 








106 


168 


209 


612 


637 


652 





Accounts receivable 


Accumulated depreciation—Equip. 


Salaries payable 


Depreciation expense—Equip. 
Insurance expense 


Supplies expense 








Add any accounts 
arising from adjusting 
entries. 


Enter adjustment amounts and use 
letters to cross-reference debit and 
credit adjustments. Column totals 
must be equal. 





EXHIBIT 4.1B 


Compute and Enter Amounts for the Adjusted Trial Balance 

















Combine unadjusted trial balance 
amounts with the adjustments to get 
the adjusted trial balance amounts. 
Column totals must be equal. 





EXHIBIT 4.1C 


Extend the Adjusted Trial Balance Amounts to the Financial Statement Columns 




















aod 


Id 


Extend all revenue Extend all asset, 


and expense liability, capital, 
amounts to the and withdrawals 
income statement amounts to 
columns. these columns. 


These column totals differ by the 
amount of net income or loss. 





EXHIBIT 4.1D 


Compute and Enter the Net Income or Loss and Complete the Work Sheet 




















Enter two new lines for the 
net income or loss and for 
the totals. 


Totals for the income 
statement columns dif- 
fer by the amount of net 
income or net loss. 


Net income (loss) is 
extended to the credit 
(debit) column of these — 
columns. 
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EXHIBIT 4.2 








FASTFORWARD 
Income Statement Financial Statements Prepared 
For Month Ended December 31, 2011 from the Work Sheet 

Revenues 

Consulting revenue ..................0. $ 7,850 

Rental revenue.. seeen ees asu es 300 

Total revenues es eneore aena ea ee $ 8,150 
Expenses 

Depreciation expense—Equipment ....... 375 

Salaries expense ...............00 00005 1,610 

Insurance expense m a 100 

Rent expense .............0 00 e eee 1,000 

Supplies expense mr etre tri illite 1,050 

Utilities expense mera ites 230 

Total expenses eeen eene ea 4,365 
Netincomes erae can o O A E A e IR $ 3,785 


FASTFORWARD 
Statement of Owner’s Equity 
For Month Ended December 31,2011 











C. Taylor, Capital, December | 
Add: Investment by owner. $30,000 
Neéetincome .cca den cece r rarae anan 3,785 33,785 
33,785 
Less: Withdrawals by owner .............. 200 
C.Taylor, Capital, December 31 ............ $33,585 








FASTFORWARD 
Balance Sheet 


December 31, 2011 








Gash tierce au nie otro eet enero: $ 4,350 
Accounts receivable ........... 00.0 c ee eee 1,800 
SUPPHES i ee e aee ee ciaaster ste 8,670 
Prepaid insurance ...................0005 2,300 
Equipment eeens ae an E severe, asteret $26,000 
Accumulated depreciation—Equipment .... (375) 25,625 
Total ass@ts ws ois wise aw eee es Ses ee $42,745 
Liabilities 
Accounts payable ..................0000. $ 6,200 
Salaniesipayable err er ere ener nice rn: 210 
Unearned consulting revenue.............. 2,750 
Totaliliabilities na n a e acess we ee one 9,160 
Equity 
@alaylorGapitaleerr crete T, 33,585 <—— 





Total liabilities and equity ................. $42,745 
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to the proper Balance Sheet & Statement of Owner’s Equity column, the totals of the last two 
columns must balance. If they do not, one or more errors have been made. The error can either 
be mathematical or involve sorting one or more amounts to incorrect columns. 





C) Decision Answer — p. 156 


Entrepreneur You make a printout of the electronic work sheet used to prepare financial statements. 
There is no depreciation adjustment, yet you own a large amount of equipment. Does the absence of 
depreciation adjustment concern you? W 


Work Sheet Applications and Analysis 


A work sheet does not substitute for financial statements. It is a tool we can use at the end of an ac- 
counting period to help organize data and prepare financial statements. FastForward’s financial state- 
ments are shown in Exhibit 4.2. Its income statement amounts are taken from the Income Statement 
columns of the work sheet. Similarly, amounts for its balance sheet and its statement of owner’s eq- 
uity are taken from the Balance Sheet & Statement of Owner’s Equity columns of the work sheet. 

Information from the Adjustments columns of a work sheet can be used to journalize adjust- 
ing entries. It is important to remember that a work sheet is not a journal. This means that even 
when a work sheet is prepared, it is necessary to both journalize adjustments and post them to 
the ledger. 

Work sheets are also useful in analyzing the effects of proposed, or what-if, transactions. This 
is done by entering financial statement amounts in the Unadjusted (what-if) columns. Proposed 
transactions are then entered in the Adjustments columns. We then compute “adjusted” amounts 
from these proposed transactions. The extended amounts in the financial statement columns show 
the effects of these proposed transactions. These financial statement columns yield pro forma 
financial statements because they show the statements as if the proposed transactions occurred. 


Quick Check Answers — p. 156 [vi 


1. Where do we get the amounts to enter in the Unadjusted Trial Balance columns of a work 
sheet? 


2. What are the advantages of using a work sheet to help prepare adjusting entries? 
3. What are the overall benefits of a work sheet? 


CLOSING PROCESS 








C Explain why temporary 
accounts are closed each 
period. 








Temporary Accounts 
(closed at period-end) 


Revenues 
Expenses 

Owner Withdrawals 
Income Summary 


Permanent Accounts 
(not closed at period-end) 
Assets 

Liabilities 

Owner Capital 


—_ 


The closing process is an important step at the end of an accounting period after financial state- 
ments have been completed. It prepares accounts for recording the transactions and the events 
of the next period. In the closing process we must (1) identify accounts for closing, (2) record 
and post the closing entries, and (3) prepare a post-closing trial balance. The purpose of the 
closing process is twofold. First, it resets revenue, expense, and withdrawals account balances 
to zero at the end of each period. This is done so that these accounts can properly measure in- 
come and withdrawals for the next period. Second, it helps in summarizing a period’s revenues 
and expenses. This section explains the closing process. 


Temporary and Permanent Accounts 


Temporary (or nominal) accounts accumulate data related to one accounting period. They 
include all income statement accounts, the withdrawals account, and the Income Summary 
account. They are temporary because the accounts are opened at the beginning of a period, used 
to record transactions and events for that period, and then closed at the end of the period. The 
closing process applies only to temporary accounts. Permanent (or real) accounts report on 
activities related to one or more future accounting periods. They carry their ending balances into 
the next period and generally consist of all balance sheet accounts. These asset, liability, and 
equity accounts are not closed. 
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Recording Closing Entries 

To record and post closing entries is to transfer the end-of-period balances in revenue, expense, 
and withdrawals accounts to the permanent capital account. Closing entries are necessary at the 
end of each period after financial statements are prepared because 


e@ Revenue, expense, and withdrawals accounts must begin each period with zero balances. 
© Owner’s capital must reflect prior periods’ revenues, expenses, and withdrawals. 


An income statement aims to report revenues and expenses for a specific accounting period. The 
statement of owner’s equity reports similar information, including withdrawals. Since revenue, 
expense, and withdrawals accounts must accumulate information separately for each period, they 
must start each period with zero balances. To close these accounts, we transfer their balances first 
to an account called Income Summary. Income Summary is a temporary account (only used for 
the closing process) that contains a credit for the sum of all revenues (and gains) and a debit for the 
sum of all expenses (and losses). Its balance equals net income or net loss and it is transferred to 
the capital account. Next the withdrawals account balance is transferred to the capital account. 
After these closing entries are posted, the revenue, expense, withdrawals, and Income Summary 
accounts have zero balances. These accounts are then said to be closed or cleared. 

Exhibit 4.3 uses the adjusted account balances of FastForward (from the Adjusted Trial Bal- 
ance columns of Exhibit 4.1 or from the left side of Exhibit 4.4) to show the four steps neces- 
sary to close its temporary accounts. We explain each step. 


Four-Step Closing Process 


Q) Close income statement credit balances 


| © Close income statement debit balances 


Expense Accounts 


Depreciation Expense—Equip. 
Balance 375 


Salaries Expense 
Balance 1,610 | 

Insurance Expense 
Balance 100 | 

Rent Expense 

Balance 1,000 | 

Supplies Expense 
Balance 1,050 | 

Utilities Expense 

Balance 230 | 



























| © Close income summary account 











| ® Close withdrawals account 





Revenue Accounts 
Consulting Revenue 


Balance 7,850 
























Rental Revenue 


300 [Balance 













300 














Balance 3,785 










































or, é | 
Balance 30,000 
3,785 


Balance 33,585 




















| als 


Balance 200 | 


Step I: Close Credit Balances in Revenue Accounts to Income Summary The 
first closing entry transfers credit balances in revenue (and gain) accounts to the Income Summary 
account. We bring accounts with credit balances to zero by debiting them. For FastForward, this 
journal entry is step 1 in Exhibit 4.4. This entry closes revenue accounts and leaves them with zero 
balances. The accounts are now ready to record revenues when they occur in the next period. The 
$8,150 credit entry to Income Summary equals total revenues for the period. 




















Step 2: Close Debit Balances in Expense Accounts to Income Summary The 
second closing entry transfers debit balances in expense (and loss) accounts to the Income 
Summary account. We bring expense accounts’ debit balances to zero by crediting them. With 
a balance of zero, these accounts are ready to accumulate a record of expenses for the next 
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Point: To understand the closing 
process, focus on its outcomes — updating 
the capital account balance to its proper 
ending balance, and getting temporary 
accounts to show zero balances for pur- 
poses of accumulating data for the next 
period. 


EXHIBIT 4.3 


Four-Step Closing Process 


Point: C. Taylor, Capital is the only 
permanent account in Exhibit 4.3. 





Describe and prepare 
closing entries. 


P 











Point: It is possible to close revenue 
and expense accounts directly to owner's 
capital. Computerized accounting 
systems do this. 
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FASTFORWARD 














Adjusted Trial Balance 
December 31, 2011 


Accounts receivable .. 
Supplies „ussen 
Prepaid insurance .. 








Equipment .........:-::cce 
Accumulated depreciation—Equip...... 
Accounts payable ........... 
Salaries payable ............. 
Unearned consulting revenue ............. 
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Step 1: General Journal 


Consulting REVenue........:::::cceceeeeeeeees 7,850 
Debit Credit Rental Revenue. -cairia 300 





Fereira INCOME SUMMALY..........:ceeceeeeeeeeeeeeee 8,150 


1,800 To close revenue accounts. 
8,670 
.. 2,300 
E 26,000 INCOME SUMMAN... 4,365 


Depreciation Expense—Equipment.. 375 
Salaries Expense.........-.seeseeeeeeereee 1,610 
Insurance Expense..........::ceeeeeeees 100 
Rent ExpenS@icic:csesccssceeececcerevieseesete 1,000 





























C. Taylor, Capital ......... sce Supplies Expense.........::c:escsceeeee 1,050 
C. Taylor, Withdrawals ...........:cccc 200 Utilities Expense... 230 
Consulting revenue .........::eseeeeeseeeee To close expense accounts. 
Rental revenue ..........:ccsccsssccssserseecoseees 
Depreciation expense—Equip............- 375 
Salaries expense ............cesecesreesteeeeees 1,610 Dec. 31 INCOME SUMMAN. .....esseseeseereerrerreerrern 3,785 
Insurance EXPENSE .....ssssssssesrresrernennn 100 C. Taylor, Capital m na 3,785 
REMHeXPCMSCererccsrerrscreseereserssessets 1,000 To close Income Summary account. 
Supplies expense .......cccccscscseeceeeesees 1,050 Step 4: 
Utilities expense ..........sccsseccseerseeteeeeee 230 
motas e e A ype $47,685 EEI Ceke e 200 
C. Taylor, Withdrawals 200 
D To close the withdrawals account. 
EXHIBIT 4.4 


Preparing Closing Entries 








P 


Explain and prepare a 
post-closing trial balance. 








period. This second closing entry for FastForward is step 2 in Exhibit 4.4. Exhibit 4.3 shows 
that posting this entry gives each expense account a zero balance. 


Step 3: Close Income Summary to Owner’s Capital After steps 1 and 2, the balance 
of Income Summary is equal to December’s net income of $3,785 ($8,150 credit less $4,365 debit). 
The third closing entry transfers the balance of the Income Summary account to the capital account. 
This entry closes the Income Summary account-see step 3 in Exhibit 4.4. The Income Summary 
account has a zero balance after posting this entry. It continues to have a zero balance until the clos- 
ing process again occurs at the end of the next period. (If a net loss occurred because expenses ex- 
ceeded revenues, the third entry is reversed: debit Owner Capital and credit Income Summary.) 


Step 4: Close Withdrawals Account to Owner’s Capital The fourth closing 
entry transfers any debit balance in the withdrawals account to the owner’s capital account—see 
step 4 in Exhibit 4.4. This entry gives the withdrawals account a zero balance, and the account 
is now ready to accumulate next period’s withdrawals. This entry also reduces the capital 
account balance to the $33,585 amount reported on the balance sheet. 

We could also have selected the accounts and amounts needing to be closed by identifying 
individual revenue, expense, and withdrawals accounts in the ledger. This is illustrated in Ex- 
hibit 4.4 where we prepare closing entries using the adjusted trial balance.' (Information for 
closing entries is also in the financial statement columns of a work sheet.) 


Post-Closing Trial Balance 


Exhibit 4.5 shows the entire ledger of FastForward as of December 31 after adjusting and clos- 
ing entries are posted. (The transaction and adjusting entries are in Chapters 2 and 3.) The tem- 
porary accounts (revenues, expenses, and withdrawals) have ending balances equal to zero. 


1 The closing process has focused on proprietorships. It is identical for partnerships with the exception that each owner 
has separate capital and withdrawals accounts (for steps 3 and 4). The closing process for a corporation is similar with 
the exception that it uses a Retained Earnings account instead of a Capital account, and a Dividend account instead of 
a Withdrawals account. 











EXHIBIT 4.5 


General Ledger after the Closing Process for FastForward 


Asset Accounts 


























































































































































































































Cash Acct. No. 101 Accounts Receivable Acct. No. 106 Prepaid Insurance Acct. No. 128 
Date Explan. | PR | Debit | Credit | Balance Date Explan. | PR | Debit | Credit | Balance Date Explan. | PR | Debit | Credit | Balance 
2011 2011 2011 
Dec. | (1) | GI} 30,000 30,000 Dec. 12} (8) |GI| 1,900 1,900 Dec. 6] (13) | GI} 2,400 2,400 
2} (2) |GI 2,500 | 27,500 22} (9) ĮGI 1,900 0 31] Adj.(a) | GI 100| 2,300 
3} (3) {GI 26,000} 1,500 311 Adj.(f) | GI | 1,800 1,800 Equipment Acct. No. 167 
ay ee el eee N Supplies Acct. No. 126 Date Explan. | PR | Debit | Credit | Balance 
Sj als) | Gl 2200 3:3900 Date Explan. | PR | Debit | Credit | Balance 2011 
12} (6) |GI 1,000) 2,300 
2011 Dec. 3! (3) |GI126,000 26,000 
eh ee eee 709 1899 Dec. 2| (2) |GI| 2,500 2,500 A lated D iati 
a o a ia Gia sa 6| (4) |GI) 7,100 9,600 ian ane A No. 168 
24| (10) |GI 900} 2,600 ee 
24) (11) ÍGI 200| 2,400 26 (14) GI 120 9,720 Date Explan. | PR | Debit | Credit | Balance 
31| Adj.(b) {GI 1,050! 8,670 
26| (12) |GI| 3,000 5,400 2011 
26) (14) |GI 120| 5,280 Dec. 31! Adj.(c) | GI 375 375 
26| (15) [GI 230| 5,050 
26| (16) IGI 700| 4,350 
Accounts Payable Acct. No. 201 Unearned Consulting C.Taylor, Capital Acct. No. 301 
Date Explan. | PR | Debit | Credit | Balance Revenue Acct. No. 236 Date Explan. | PR | Debit | Credit | Balance 
2011 Date Explan. | PR | Debit | Credit | Balance 2011 
Dec. 6| (4) |GI 7,100} 7,100 2011 Dec. | (1) IGI 30,000 | 30,000 
24| (10) IGI] 900 6,200 Dec. 26) (12) |GI 3,000) 3,000 31|Clos.(3)| GI 3,785 | 33,785 
Salaries Payable Acct. No. 209 31 Adit GI 20 29 311Clos.(4)1GI! 200 33,585 
Date Explan. | PR | Debit | Credit | Balance C. Taylor, Withdrawals Acct. No. 302 
2011 Date Explan. | PR | Debit | Credit | Balance 
Dec. 31| Adj.(e) | GI 210! 210 2011 
Dec. 24| (11) | GI} 200 200 
31/1 Clos.(4)| GI 200 0 
Consulting Revenue Acct. No. 403 Salaries Expense Acct. No. 622 Supplies Expense Acct. No. 652 
Date Explan. | PR | Debit | Credit | Balance Date Explan. | PR | Debit | Credit | Balance Date Explan. | PR | Debit | Credit | Balance 
2011 2011 2011 
Dec. 5| (5) |GI 4,200| 4,200 Dec. 12} (7) |GI| 700 700 Dec. 31| Adj.(b) | GI} 1,050 1,050 
12} (8) |GI 1,600} 5,800 26| (16) |GI| 700 1,400 31/1 Clos.(2)| GI 1,050 0 
31} Adj.(d) | GI 250} 6,050 31} Adj.(e) |GI| 210 1,610 Utilities Expense Acct. No. 690 
31} Adj.(f) | GI 1,800| 7,850 311Clos.(2)1 GI 1,610 0 Date Explan. | PR | Debit | Credit | Balance 
31 !Clos.(1)! GI! 7,850 0 Insurance Expense Acct. No. 637 aoii 
Rental Revenue Acct. No. 406 Date Explan. | PR | Debit | Credit | Balance Dec. 26} (15) |GI| 230 230 
Date Explan. | PR | Debit | Credit | Balance 2011 31|Clos.(2)| GI 230 0 
zon Dec. 31| Adj.(a) | GI 100 100 Income Summary Acct. No. 901 
Dec: 12). 18) el 309 ane ae eee | 159 q Date Explan. | PR | Debit | Credit | Balance 
31 |Clos.(1)!GI| 300 0 Rent Expense Acct. No. 640 2011 
Depreciation Expense— Date Explan. | PR | Debit | Credit | Balance Dec. 31 |Clos.(1)| GI 8,150 | 8,150 
Equipment: Acct Neel? 2011 31|Clos.(2)|GI| 4,365 3,785 
Date | Explan. | PR | Debit | Credit | Balance Dec. 12| (6) |GI/ 1,000 1,000 31|Clos.(3)| GI! 3,785 0 
zon 31 |Clos.(2)| GI 1,000 0 
Dec. 31} Adj.(c) | GI 375 375 
311Clos.(2)| GI 375 0 
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EXHIBIT 4.6 


Post-Closing Trial Balance 


Chapter 4 Completing the Accounting Cycle 


A post-closing trial balance is a list of permanent accounts and their balances from the led- 
ger after all closing entries have been journalized and posted. It lists the balances for all ac- 
counts not closed. These accounts comprise a company’s assets, liabilities, and equity, which 
are identical to those in the balance sheet. The aim of a post-closing trial balance is to verify that 
(1) total debits equal total credits for permanent accounts and (2) all temporary accounts have 
zero balances. FastForward’s post-closing trial balance is shown in Exhibit 4.6. The post-closing 
trial balance usually is the last step in the accounting process. 


FASTFORWARD 
Post-Closing Trial Balance 


December 31, 2011 


Debit Credit 








Sash eres aese e ansa saya e EIEEE EISE Rn rE $ 4,350 
Accounts receivable. ...4.. 456400 se40000 00% 1,800 
Supplies aenak e EE a cuyeny E E Non senses 8,670 
Prepaid insurance eones eeaeee eee E 2,300 
Equipment sa ee aa A E E SE 26,000 
Accumulated depreciation—Equipment ........ $ 375 
Accounts: payable eeke e e 6,200 
Salaries: payable sa eanne reene esse eeen eaa 210 
Unearned consulting revenue ................. 2,750 
C. Taylor Capital o eee sa e Ae e a 33,585 
Totals a en AE every SE T E AEA sess $43,120 $43,120 








ACCOUNTING CYCLE 





C2 Identify steps in the 
accounting cycle. 











EXHIBIT 4.7 
Steps in the Accounting Cycle* 


The term accounting cycle refers to the steps in preparing financial statements. It is called a 
cycle because the steps are repeated each reporting period. Exhibit 4.7 shows the 10 steps in the 
cycle, beginning with analyzing transactions and ending with a post-closing trial balance or 





H 1 a E 2 p E 3 i E fi T 
3 EN 7 —> . — P Pe) 
Analyze transactions. Journalize i Post l Prepare unadjuSiaa 
RSI ga = | es PN | trial balance | 
E 10. w M »> kg p a 
Reverse Accounting Adiu t 
z 9. = f p A w | 5 p a p 6. F) 
Prepare post- —_— : —_— 3 „7 “= Prepare adjusted 
“closing trial balance | Close | Prepare statements | | Talibana 





Explanations 
|. Analyze transactions 
2. Journalize 


Analyze transactions to prepare for journalizing. 
Record accounts, including debits and credits, in a journal. 


3. Post Transfer debits and credits from the journal to the ledger. 
4. Prepare unadjusted trial balance Summarize unadjusted ledger accounts and amounts. 
5. Adjust Record adjustments to bring account balances up to date; journalize and post adjustments. 


6. Prepare adjusted trial balance Summarize adjusted ledger accounts and amounts. 
7. Prepare statements Use adjusted trial balance to prepare financial statements. 
8. Close Journalize and post entries to close temporary accounts. 
9. Prepare post-closing trial balance Test clerical accuracy of the closing procedures. 
10. Reverse (optional) Reverse certain adjustments in the next period—optional step; see Appendix 4A. 


* Steps 4, 6, and 9 can be done on a work sheet. A work sheet is useful in planning adjustments, but adjustments (step 5) must always be 
journalized and posted. Steps 3, 4, 6, and 9 are automatic with a computerized system. 
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reversing entries. Steps 1 through 3 usually occur regularly as a company enters into transac- 
tions. Steps 4 through 9 are done at the end of a period. Reversing entries in step 10 are optional 
and are explained in Appendix 4A. 


Quick Check Answers — p. 156 [ví 


4. What are the major steps in preparing closing entries? 


5. Why are revenue and expense accounts called temporary? Identify and list the types of 
temporary accounts. 


6. What accounts are listed on the post-closing trial balance? 
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CLASSIFIED BALANCE SHEET 


Our discussion to this point has been limited to unclassified financial statements. This section 
describes a classified balance sheet. The next chapter describes a classified income statement. 
An unclassified balance sheet is one whose items are broadly grouped into assets, liabilities, 
and equity. One example is FastForward’s balance sheet in Exhibit 4.2. A classified balance 
sheet organizes assets and liabilities into important subgroups that provide more information to 
decision makers. 


Classification Structure 


A classified balance sheet has no required layout, but it usually contains the categories in Exhibit 
4.8. One of the more important classifications is the separation between current and noncurrent 
items for both assets and liabilities. Current items are those expected to come due (either col- 
lected or owed) within one year or the company’s operating cycle, whichever is longer. The 
operating cycle is the time span from when cash is used to acquire goods and services until 
cash is received from the sale of goods and services. “Operating” refers to company operations 
and “cycle” refers to the circular flow of cash used for company inputs and then cash received 
from its outputs. The length of a company’s operating cycle depends on its activities. For a ser- 
vice company, the operating cycle is the time span between (1) paying employees who perform 
the services and (2) receiving cash from customers. For a merchandiser selling products, the 
operating cycle is the time span between (1) paying suppliers for merchandise and (2) receiving 
cash from customers. 


Assets Liabilities and Equity 


Current assets Current liabilities 
Noncurrent assets Noncurrent liabilities 
Long-term investments Equity 


Plant assets 


Intangible assets 


Most operating cycles are less than one year. This means most companies use a one-year 
period in deciding which assets and liabilities are current. A few companies have an operating 
cycle longer than one year. For instance, producers of certain beverages (wine) and products 
(ginseng) that require aging for several years have operating cycles longer than one year. A bal- 
ance sheet lists current assets before noncurrent assets and current liabilities before noncurrent 
liabilities. This consistency in presentation allows users to quickly identify current assets that 
are most easily converted to cash and current liabilities that are shortly coming due. Items in 
current assets and current liabilities are listed in the order of how quickly they will be converted 
to, or paid in, cash. 





C Explain and prepare a 
classified balance sheet. 











EXHIBIT 4.8 


Typical Categories in a Classified 
Balance Sheet 
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EXHIBIT 4.9 


Example of a Classified 
Balance Sheet 
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SNOWBOARDING COMPONENTS 


Balance Sheet 
January 31, 2011 





Assets 

Current assets 

Gashi aeaaee rr e enee ote E a note we Camara elaine nage $ 6,500 

Short-term investments .............0c0 eee e ee eeee 2,100 

Accounts receivable, net eron rene 0.00.0 cece ee ee eee 4,400 

Merchandise inventory ...............0.ee eee eeeee 27,500 

Prepaid iexpensesaciersnserisiisncrne E acai uneeae ras 2,400 

Totalicurrent assets: 2s aoe ee ee en eae ny $ 42,900 
Long-term investments 

Notes:receivables 2.0400. .a0 ces eee ETENEE 1,500 

Investments in stocks and bonds ................... 18,000 

Land held for future expansion .................... 48,000 

Total long-term investments ....................00. 67,500 
Plant assets 

Equipment and buildings ........................0. 203,200 

Less accumulated depreciation..................... 53,000 

Equipment and buildings, net ...................... 150,200 

band e a A E A E A ENOTA E 73,200 

Totaliplant assets aer a a E Case aren waeente ras 223,400 
Intangibleʻassets aa ra eer eateries 10,000 
Totalassets Set men A six cin ar Sine MIS $343,800 

Liabilities 

Current liabilities 

Accounts payable -oree a aa rere caste once $ 15,300 

Wages payable n erori asee ae reon a na a e alae 3,200 

Notes payable oo meme eocenie ene susie) E ous stare 3,000 

Current portion of long-term liabilities .............. 7,500 

Total current liabilities.. oaeee e ee e a a ae $ 29,000 
Long-term liabilities (net of current portion)......... 150,000 
Total liabilities: s. are oe saa eae endow eee ee eae 179,000 

Equity 

einawic Capital a e cesta etcetera Te 164,800 
Total liabilities and equity ......................0000. $343,800 


Classification Categories 


This section describes the most common categories in a classified balance sheet. The balance 
sheet for Snowboarding Components in Exhibit 4.9 shows the typical categories. Its assets are 
classified as either current or noncurrent. Its noncurrent assets include three main categories: 
long-term investments, plant assets, and intangible assets. Its liabilities are classified as either 
current or long-term. Not all companies use the same categories of assets and liabilities for their 
balance sheets. K2 Inc., a manufacturer of snowboards, reported a balance sheet with only three 
asset classes: current assets; property, plant and equipment; and other assets. 


Current Assets Current assets are cash and other resources that are expected to be 
sold, collected, or used within one year or the company’s operating cycle, whichever is lon- 
ger. Examples are cash, short-term investments, accounts receivable, short-term notes 
receivable, goods for sale (called merchandise or inventory), and prepaid expenses. The 
individual prepaid expenses of a company are usually small in amount compared to many 
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other assets and are often combined and shown as a single item. The prepaid expenses in Ex- 
hibit 4.9 likely include items such as prepaid insurance, prepaid rent, office supplies, and 
store supplies. Prepaid expenses are usually listed last because they will not be converted to 
cash (instead, they are used). 


Long-Term Investments A second major balance sheet classification is long-term 
(or noncurrent) investments. Notes receivable and investments in stocks and bonds are long- 
term assets when they are expected to be held for more than the longer of one year or the 
operating cycle. Land held for future expansion is a long-term investment because it is not 
used in operations. 


Plant Assets Plant assets are tangible assets that are both long-lived and used to produce or 
sell products and services. Examples are equipment, machinery, buildings, and land that are 
used to produce or sell products and services. The order listing for plant assets is usually from 
most liquid to least liquid such as equipment and machinery to buildings and land. 


Intangible Assets Intangible assets are long-term resources that benefit business opera- 
tions, usually lack physical form, and have uncertain benefits. Examples are patents, trade- 
marks, copyrights, franchises, and goodwill. Their value comes from the privileges or rights 
granted to or held by the owner. K2, Inc., reported intangible assets of $228 million, which is 
nearly 20 percent of its total assets. Its intangibles included trademarks, patents, and licensing 
agreements. 


Current Liabilities Current liabilities are obligations due to be paid or settled within one 
year or the operating cycle, whichever is longer. They are usually settled by paying out current 
assets such as cash. Current liabilities often include accounts payable, notes payable, wages 
payable, taxes payable, interest payable, and unearned revenues. Also, any portion of a long- 
term liability due to be paid within one year or the operating cycle, whichever is longer, is a 
current liability. Unearned revenues are current liabilities when they will be settled by delivering 
products or services within one year or the operating cycle, whichever is longer. Current liabili- 
ties are reported in the order of those to be settled first. 


Long-Term Liabilities Long-term liabilities are obligations not due within one year or 
the operating cycle, whichever is longer. Notes payable, mortgages payable, bonds payable, 
and lease obligations are common long-term liabilities. If a company has both short- and 
long-term items in each of these categories, they are commonly separated into two accounts 
in the ledger. 


Equity Equity is the owner’s claim on assets. For a proprietorship, this claim is reported in 
the equity section with an owner’s capital account. (For a partnership, the equity section reports 
a capital account for each partner. For a corporation, the equity section is divided into two main 
subsections, common stock and retained earnings.) 


Quick Check Answers — p. 156 [vj 


7. Classify the following assets as (1) current assets, (2) plant assets, or (3) intangible assets: 
(a) land used in operations, (b) office supplies, (c) receivables from customers due in 10 months, 
(d) insurance protection for the next 9 months, (e) trucks used to provide services to customers, 
(f) trademarks. 

8. Cite at least two examples of assets classified as investments on the balance sheet. 


9. Explain the operating cycle for a service company. 
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Point: Current is also called short- 
term, and noncurrent is also called 
long-term. 


Point: Plant assets are also called fixed 
assets; property, plant and equipment; or 
long-lived assets. 


Point: Many financial ratios are distorted 
if accounts are not classified correctly. 


Point: Only assets and liabilities are 
classified as current or noncurrent. 
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GLOBAL VIEW 





Decision Analysis ea B 





A Compute the current 
ratio and describe what 
it reveals about a 
company’s financial 
condition. 











EXHIBIT 4.10 


Current Ratio 


EXHIBIT 4.11 


Limited Brands’ Current Ratio 


Millions Ratio 
$3,500 


$3,000 
$2,500 
$2,000 
$1,500 
$1,000 
$500 
$0 





5 
.0 


2010 2009 2008 2007 2006 


Limited: |_| Current Liabilities ($) |_| Current Assets ($) — Current Ratio 


We explained that accounting under U.S. GAAP is similar, but not identical, to that under IFRS. This 
section discusses differences in the closing process and in reporting assets and liabilities on a balance 
sheet. 


Closing Process The closing process is identical under U.S. GAAP and IFRS. Although unique 
accounts can arise under either system, the closing process remains the same. 


Reporting Assets and Liabilities The definition of an asset is similar under U.S. GAAP and 
IFRS and involves three basic criteria: (1) the company owns or controls the right to use the item, (2) the 
right arises from a past transaction or event, and (3) the item can be reliably measured. Both systems de- 
fine the initial asset value as historical cost for nearly all assets. After acquisition, one of two asset mea- 
surement systems is applied: historical cost or fair value. Generally, U.S. GAAP defines fair value as the 
amount to be received in an orderly sale. IFRS defines fair value as exchange value—either replacement 
cost or selling price. We describe these differences, and the assets to which they apply, in later chapters. 

The definition of a liability is similar under U.S. GAAP and IFRS and involves three basic criteria: (1) 
the item is a present obligation requiring a probable future resource outlay, (2) the obligation arises from 
a past transaction or event, and (3) the obligation can be reliably measured. As with assets, both systems 
apply one of two measurement systems to liabilities: historical cost or fair value. Later chapters discuss 
specific differences. 





Current Ratio 


An important use of financial statements is to help assess a company’s ability to pay its debts in the near 
future. Such analysis affects decisions by suppliers when allowing a company to buy on credit. It also af- 
fects decisions by creditors when lending money to a company, including loan terms such as interest rate, 
due date, and collateral requirements. It can also affect a manager’s decisions about using cash to pay 
debts when they come due. The current ratio is one measure of a company’s ability to pay its short-term 
obligations. It is defined in Exhibit 4.10 as current assets divided by current liabilities. 


Current assets 





Current ratio = 
g : Current liabilities 


Using financial information from Limited Brands, Inc., we compute its current ratio for the recent four- 
year period. The results are in Exhibit 4.11. 


$ in millions 





Current assets ................ $3,250 $2,867 $2,919 $2,771 $2,784 
Current liabilities............. $1,322 $1,255 $1,374 $1,709 $1,575 
Current ratio .............. 2.5 2.3 2.1 1.6 1.8 
Industry current ratio ......... 1.9 2.0 2.1 2.3 2.4 


Limited Brands’ current ratio averaged 2.1 for its fiscal years 2006 through 2010. The current ratio for 
each of these years suggests that the company’s short-term obligations can be covered with its short-term 
assets. However, if its ratio would approach 1.0, Limited would expect to face challenges in covering 
liabilities. If the ratio were less than 1.0, current liabilities would exceed current assets, and the compa- 
ny’s ability to pay short-term obligations could be in doubt. 
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5) Decision Answer — p. 156 


Analyst You are analyzing the financial condition of a company to assess its ability to meet upcoming 
loan payments. You compute its current ratio as 1.2. You also find that a major portion of accounts receiv- 
able is due from one client who has not made any payments in the past 12 months. Removing this receiv- 
able from current assets lowers the current ratio to 0.7. What do you conclude? Ei 


DEMONSTRATION PROBLEM 


The partial work sheet of Midtown Repair Company at December 31, 2011, follows. 


Balance Sheet and 
Adjusted Trial Income Statement of 
Balance Statement Owner’s Equity 


Debit Credit Debit Credit Debit Credit 














Cash oae E A 95,600 

Notes receivable (current) ............... 50,000 

Prepaid insurance oee me a a 16,000 

Prepaid renta ane A e ici e 4,000 

Equipments a E E E eerie: 170,000 
Accumulated depreciation—Equipment .... 57,000 
Accounts payable ...................05. 52,000 
Long-term notes payable ................ 63,000 
Carout Capital ee cert A 178,500 
C. Trout, Withdrawals ................08 30,000 

Repair services revenue ................. 180,800 
Interest revenue .......... 00.00 cece eae 7,500 
Depreciation expense—Equipment ........ 28,500 

Wages expense ......... 000. e eee eee ee 85,000 
Rentiexpensernys r a a 48,000 

Insurance expense .................0005 6,000 

Interest expense ................0 0.00 5,700 

Tatler ara ee ee 538,800 538,800 i 

Required 


1. Complete the work sheet by extending the adjusted trial balance totals to the appropriate financial 
statement columns. 


2. Prepare closing entries for Midtown Repair Company. 


3. Set up the Income Summary and the C. Trout, Capital account in the general ledger (in balance column 
format) and post the closing entries to these accounts. 


4. Determine the balance of the C. Trout, Capital account to be reported on the December 31, 2011, 
balance sheet. 


5. Prepare an income statement, statement of owner’s equity, and classified balance sheet (in report form) 
as of December 31, 2011. 


PLANNING THE SOLUTION 


@ Extend the adjusted trial balance account balances to the appropriate financial statement columns. 

© Prepare entries to close the revenue accounts to Income Summary, to close the expense accounts to In- 
come Summary, to close Income Summary to the capital account, and to close the withdrawals account 
to the capital account. 
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© Post the first and second closing entries to the Income Summary account. Examine the balance of 
income summary and verify that it agrees with the net income shown on the work sheet. 


© Post the third and fourth closing entries to the capital account. 


@ Use the work sheet’s two right-most columns and your answer in part 4 to prepare the classified 
balance sheet. 


SOLUTION TO DEMONSTRATION PROBLEM 
1. Completing the work sheet. 


Balance Sheet and 
Adjusted Trial Income Statement of 
Balance Statement Owner’s Equity 


Debit Credit Debit Credit Debit Credit 

















CaS oee sya cece E A E 95,600 95,600 

Notes receivable (current) .............. 50,000 50,000 

Prepaid insurance noaee e 16,000 16,000 

Prepaid Tente AA E E 4,000 4,000 

Equipment crs sete 170,000 170,000 
Accumulated depreciation—Equipment ... 57,000 57,000 
Accounts payable ne a 52,000 52,000 
Long-term notes payable ............... 63,000 63,000 
C rout Capital ert aeree neem 178,500 178,500 
C. Trout, Withdrawals 3.75465 scwaen see 30,000 30,000 

Repair services revenue ................ 180,800 180,800 

Interest revenue .......... 0000 cece eee 7,500 7,500 

Depreciation expense—Equipment ....... 28,500 28,500 

WERES GENES maaan 85,000 85,000 

Rentexpense se a a a cose elertiaitomes 48,000 48,000 

Insurance expense orooro usarem uneka 6,000 6,000 

Interest expense nn. nerne e 5,700 5,700 

Totali rate e E E EE E AET 538,800 538,800 173,200 188,300 365,600 350,500 
Netincome eeen aaa e a A 15,100 15,100 
Totals eae a E E 188,300 188,300 365,600 365,600 








2. Closing entries. 


Dec. 31 Repaifschviccsiheven chin at atti innit te etnies 180,800 
Interest Revenüe sore temsionenek are rE TREERNE DA 7,500 
Incomesummary ee a a nn re 188,300 


To close revenue accounts. 


Dec. 31 IncomesSummany ear a ere e niin rrr 173,200 
Depreciation Expense—Equipment ............ 28,500 
Mages Expense ma E E A 85,000 
RentlExpense vin A E A AE AE 48,000 
Insurance Expense n A a A 6,000 
Interest EXPENSE m e a E E 5,700 
To close expense accounts. 
Dec. 31 Income Summary e eee a a nies 15,100 
Gmlrout}Gapitall eae en eer 15,100 
To close the Income Summary account. 
Dec. 31 crout Capital ern cerns cnet cena err nian tater 30,000 
C. Trout, Withdrawals on. acne nv new mew meee 30,000 


To close the withdrawals account. 
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3. Set up the Income Summary and the capital ledger accounts and post the closing entries. 


Income Summary Account No. 901 





Explanation Balance 

2011 
Jan. | Beginning balance ................. 0 
Dec. 31 Close revenue accounts ............ 188,300 188,300 
31 Close expense accounts ............ 173,200 15,100 
31 Close income summary ............ 15,100 0 


C. Trout, Capital Account No. 301 


Explanation Credit Balance 





Jan. | Beginning balance ................. 178,500 
Dec. 31 Close Income Summary ............ 15,100 193,600 
31 Close C. Trout, Withdrawals ........ 30,000 163,600 


4. The final capital balance of $163,600 (from part 3) will be reported on the December 31, 2011, bal- 
ance sheet. The final capital balance reflects the increase due to the net income earned during the year 
and the decrease for the owner’s withdrawals during the year. 


5. 


MIDTOWN REPAIR COMPANY 


Income Statement 
For Year Ended December 31, 2011 





Revenues 

Repair services revenue .................. $180,800 

Interest revenue .......... 0.00 e cece eee 7,500 

Total revenues... os es base toe eee Sees $188,300 
Expenses 

Depreciation expense—Equipment ......... 28,500 

WES ODES sosodsovassgcnuvasdcogoas 85,000 

Rentexpenscie rien nt ett tien ten ene: 48,000 

MUMS SPESS mm mue 6,000 

Interest expense .............. 000.0 e ue 5,700 

ilotaliexpensestarecrrer etter nites 173,200 
Nerincome o con ocag oevocan ss dooaunenecas $ 15,100 


MIDTOWN REPAIR COMPANY 


Statement of Owner’s Equity 
For Year Ended December 31, 2011 





C. Trout, Capital, December 31,2010 ............ $178,500 
Add: Investment by owner .................00. $ 0 

Netincome eene o ar sone cons coe barnes 15,100 15,100 

193,600 

Less: Withdrawals by owner .................- 30,000 


C. Trout, Capital, December 31,2011 ............ $163,600 
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MIDTOWN REPAIR COMPANY 


Balance Sheet 
December 31, 2011 





Assets 
Current assets 
Gash en ei Peo E EN EREE sue EREA EEEE $ 95,600 
Notes receivable... runa e a e R E Ra 50,000 
Prepaidiinsurance n en E E E 16,000 
Rrepaidinentstsu-sca e E A AA 4,000 
Total current assets oen eom e a a E a 165,600 
Plant assets 
Equipment AAA E server ear erry A rr nti $170,000 
Less: Accumulated depreciation—Equipment ......... (57,000) 
lotaliplantiassets@aamiet ret re Cece 113,000 
Totallassets eye vg tl yore task E a pee ne eR OR $278,600 
Liabilities 


Current liabilities 
Accounts! payables. ezoci aas oea a tiers RE $ 52,000 


Long-term liabilities 


Long-term notes payable m 63,000 
Total liabilities: ereraa eae ea E E E A, 115,000 
Equity 
Carout Capita ME n A E A E AE E 163,600 
Total liabilities and equity .......................000. $278,600 


APPENDIX 


heversing Entries 





Point: As a general rule, adjusting 
entries that create new asset or liability 


accounts are likely candidates for reversing. 





p Prepare reversing entries 
and explain their purpose. 











Reversing entries are optional. They are recorded in response to accrued assets and accrued liabilities 
that were created by adjusting entries at the end of a reporting period. The purpose of reversing entries is 
to simplify a company’s recordkeeping. Exhibit 4A.1 shows an example of FastForward’s reversing 
entries. The top of the exhibit shows the adjusting entry FastForward recorded on December 31 for 
its employee’s earned but unpaid salary. The entry recorded three days’ salary of $210, which increased 
December’s total salary expense to $1,610. The entry also recognized a liability of $210. The expense is 
reported on December’s income statement. The expense account is then closed. The ledger on January 1, 
2012, shows a $210 liability and a zero balance in the Salaries Expense account. At this point, the choice 
is made between using or not using reversing entries. 


Accounting without Reversing Entries The path down the left side of Exhibit 4A.1 is de- 
scribed in the chapter. To summarize here, when the next payday occurs on January 9, we record payment 
with a compound entry that debits both the expense and liability accounts and credits Cash. Posting that 
entry creates a $490 balance in the expense account and reduces the liability account balance to zero be- 
cause the debt has been settled. The disadvantage of this approach is the slightly more complex entry re- 
quired on January 9. Paying the accrued liability means that this entry differs from the routine entries 
made on all other paydays. To construct the proper entry on January 9, we must recall the effect of the 
December 31 adjusting entry. Reversing entries overcome this disadvantage. 


Accounting with Reversing Entries The right side of Exhibit 4A.1 shows how a reversing 
entry on January 1 overcomes the disadvantage of the January 9 entry when not using reversing entries. 
A reversing entry is the exact opposite of an adjusting entry. For FastForward, the Salaries Payable liabil- 
ity account is debited for $210, meaning that this account now has a zero balance after the entry is 
posted. The Salaries Payable account temporarily understates the liability, but this is not a problem since 
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Accrue salaries expense on December 31, 2011 
















































































































































































Salaries Expense ......... .. 210 
Salaries Payable 000.0000... 210 
Salaries Expense 
Date Expl. | Debit | Credit | Balance 
2011 
Dec. 12 | (7) | 700 700 
26 | (16) | 700 1,400 
31| €) | 210 1,610 
Salaries Payable 
Date Expl. | Debit | Credit | Balance 
2011 
Dec. 31 | (e) 210 210 
WITHOUT Reversing Entries WITH Reversing Entries 
No reversing entry recorded on = Ohi Reversing entry recorded on 
January 1, 2012 January 1, 2012 
Salaries Payable ................... 210 
NO ENTRY Salaries Expense ................... 210 
Salaries Expense Salaries Expense* 
Date |Expl. | Debit | Credit| Balance Date _| Expl. | Debit | Credit | Balance 
2012 2012 
Salaries Payable gandi Zio ED 
Date Expl. | Debit | Credit| Balance Salaries Payable 
2011 Date Expl. | Debit | Credit | Balance 
Dec. 31 | (e) 210 210 2011 
2012 Dec. 31 | (e) 210 210 
2012 
Jan. 1 210 0 
Pay the accrued and current salaries on January 9, the first payday in 2012 
Salaries Expense 0.0.0... 490 Salaries Expense 0.0... 700 
Salaries Payable 00.0... 210 Cashin Mil Varn iors shite 700 
Cashen eee ue 700 Salaries Expense* 
Salaries Expense Date Expl. | Debit | Credit | Balance 
Date Expl. | Debit | Credit} Balance 2012 
2012 Jan. 1 210 
Jan. 9 490 490 Jan. 9 700 490 
Salaries Payable Salaries Payable 
Date |Expl. | Debit | Credit| Balance Date _| Expl. | Debit | Credit | Balance 
2011 Zoi 
2012 eoa 
Jan. 9 210 0 Jan. 1 210 0 
























































Under both approaches, the expense and liability accounts have 
identical balances after the cash payment on January 9. 





Salaries Expense .......0........... $490 
Salaries Payable .... 








*Circled numbers in the Balance column indicate abnormal balances. 


financial statements are not prepared before the liability is settled on January 9. The credit to the Salaries 
Expense account is unusual because it gives the account an abnormal credit balance. We highlight an 
abnormal balance by circling it. Because of the reversing entry, the January 9 entry to record payment is 
straightforward. This entry debits the Salaries Expense account and credits Cash for the full $700 paid. 
It is the same as all other entries made to record 10 days’ salary for the employee. Notice that after the 
payment entry is posted, the Salaries Expense account has a $490 balance that reflects seven days’ salary 
of $70 per day (see the lower right side of Exhibit 4A.1). The zero balance in the Salaries Payable ac- 
count is now correct. The lower section of Exhibit 4A.1 shows that the expense and liability accounts 
have exactly the same balances whether reversing entries are used or not. This means that both approaches 
yield identical results. 


EXHIBIT 4A.1 


Reversing Entries for an 
Accrued Expense 
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Summary 


C Explain why temporary accounts are closed each period. 

Temporary accounts are closed at the end of each accounting 
period for two main reasons. First, the closing process updates the 
capital account to include the effects of all transactions and events 
recorded for the period. Second, it prepares revenue, expense, and 
withdrawals accounts for the next reporting period by giving them 
zero balances. 


C2 Identify steps in the accounting cycle. The accounting cycle 
consists of 10 steps: (1) analyze transactions, (2) journalize, 

(3) post, (4) prepare an unadjusted trial balance, (5) adjust accounts, 

(6) prepare an adjusted trial balance, (7) prepare statements, 

(8) close, (9) prepare a post-closing trial balance, and (10) prepare 

(optional) reversing entries. 


C3 Explain and prepare a classified balance sheet. Classified 

balance sheets report assets and liabilities in two categories: 
current and noncurrent. Noncurrent assets often include long-term 
investments, plant assets, and intangible assets. Owner’s equity for 
proprietorships (and partnerships) report the capital account bal- 
ance. A corporation separates equity into common stock and 
retained earnings. 


M Compute the current ratio and describe what it reveals 
about a company’s financial condition. A company’s current 

ratio is defined as current assets divided by current liabilities. We 

use it to evaluate a company’s ability to pay its current liabilities 

out of current assets. 


Guidance Answers to Decision Maker and Decision Ethics 


Entrepreneur Yes, you are concerned about the absence of a de- 
preciation adjustment. Equipment does depreciate, and financial 
statements must recognize this occurrence. Its absence suggests an 
error or a misrepresentation (there is also the possibility that equip- 
ment is fully depreciated). 


Guidance Answers to Quick Checks 


1. Amounts in the Unadjusted Trial Balance columns are taken from 
current account balances in the ledger. The balances for new ac- 
counts expected to arise from adjusted entries can be left blank or 
set at zero. 

2. A work sheet offers the advantage of listing on one page all nec- 
essary information to make adjusting entries. 


3. A work sheet can help in (a) accounting efficiency and avoiding 
errors, (b) linking transactions and events to their effects in finan- 
cial statements, (c) showing adjustments for audit purposes, 
(d) preparing interim financial statements, and (e) showing ef- 
fects from proposed, or what-if, transactions. 

4. The major steps in preparing closing entries are to close 
(1) credit balances in revenue accounts to Income Summary, 
(2) debit balances in expense accounts to Income Summary, 
(3) Income Summary to owner’s capital, and (4) any withdrawals 
account to owner’s capital. 
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P1 Prepare a work sheet and explain its usefulness. A work 

sheet can be a useful tool in preparing and analyzing finan- 
cial statements. It is helpful at the end of a period in preparing 
adjusting entries, an adjusted trial balance, and financial state- 
ments. A work sheet usually contains five pairs of columns: 
Unadjusted Trial Balance, Adjustments, Adjusted Trial Balance, 
Income Statement, and Balance Sheet & Statement of Owner’s 
Equity. 

Describe and prepare closing entries. Closing entries in- 

volve four steps: (1) close credit balances in revenue (and 
gain) accounts to Income Summary, (2) close debit balances in 
expense (and loss) accounts to Income Summary, (3) close Income 
Summary to the capital account, and (4) close withdrawals account 
to owner’s capital. 


9 Explain and prepare a post-closing trial balance. A post- 
closing trial balance is a list of permanent accounts and their 
balances after all closing entries have been journalized and posted. 
Its purpose is to verify that (1) total debits equal total credits for 
permanent accounts and (2) all temporary accounts have zero 
balances. 


P 4A Prepare reversing entries and explain their purpose. 

Reversing entries are an optional step. They are applied to 
accrued expenses and revenues. The purpose of reversing entries is 
to simplify subsequent journal entries. Financial statements are un- 
affected by the choice to use or not use reversing entries. 





Analyst A current ratio of 1.2 suggests that current assets are suffi- 
cient to cover current liabilities, but it implies a minimal buffer in case 
of errors in measuring current assets or current liabilities. Removing the 
past due receivable reduces the current ratio to 0.7. Your assessment is 
that the company will have some difficulty meeting its loan payments. 


vi 


5. Revenue (and gain) and expense (and loss) accounts are called 
temporary because they are opened and closed each period. The 
Income Summary and owner’s withdrawals accounts are also 
temporary. 

6. Permanent accounts make up the post-closing trial balance, which 
consist of asset, liability, and equity accounts. 

7. Current assets: (b), (c), (d). Plant assets: (a), (e). Item (f) is an 
intangible asset. 

8. Investment in common stock, investment in bonds, and land held 
for future expansion. 

9. For a service company, the operating cycle is the usual time 
between (1) paying employees who do the services and (2) re- 
ceiving cash from customers for services provided. 
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Key Terms mhhe.com/wildFAP20e 


Accounting cycle (p. 146) 
Classified balance sheet (p. 147) 
Closing entries (p. 143) 

Closing process (p. 142) 
Current assets (p. 148) 

Current liabilities (p. 149) 
Current ratio (p. 150) 


Multiple Choice Quiz 


Income summary (p. 143) 
Intangible assets (p. 149) 
Long-term investments (p. 149) 
Long-term liabilities (p. 149) 
Operating cycle (p. 147) 
Permanent accounts (p. 142) 
Post-closing trial balance (p. 146) 


Pro forma financial statements (p. 142) 
Reversing entries (p. 154) 

Temporary accounts (p. 142) 
Unclassified balance sheet (p. 147) 
Working papers (p. 138) 

Work sheet (p. 138) 


mhhe.com/wildFAP20e 


Answers on p. 177 





Additional Quiz Questions are available at the book’s Website. 


1. G. Venda, owner of Venda Services, withdrew $25,000 from b. Entering a liability amount in the balance sheet and state- 
the business during the current year. The entry to close the ment of owner’s equity credit column. 

withdrawals account at the end of the year is: c. Entering an expense account in the balance sheet and state- 
ment of owner’s equity debit column. 

d. Entering an asset account in the income statement debit 


a. G. Venda, Withdrawals.............. 25,000 column. 
G. Venda, Capital .............. 25,000 e. Entering a liability amount in the income statement credit 
b. Income Summary .................. 25,000 column. 


G. Venda, Capital .............. 25,000 4. The temporary account used only in the closing process to hold 
c. G.Venda,Withdrawals .............. 25,000 the amounts of revenues and expenses before the net difference 
etre ee eter ene, 25.000 is added or subtracted from the owner’s capital account is 
d. G. Venda, Capital .........0. 20.000 25,000 a the : 
a. Closing account. 
Salary Expense .....40<00.s00s. 25,000 3 
% ” b. Nominal account. 
e. G. Venda, Capital ................0. 25,000 
c. Income Summary account. 
G. Venda, Withdrawals .......... 25,000 


d. Balance Column account. 
e. Contra account. 
5. Based on the following information from Repicor Company’s 


2. The following information is available for the R. Kandamil beiknee siest wiat i Ranea Camp mm s cumo rio? 


Company before closing the accounts. After all of the closing 
entries are made, what will be the balance in the R. Kandamil, 
Capital account? 


Current assets............. $ 75,000 
Investments .............5. 30,000 
Total revenues ................. $300,000 Plant assets .........-...-- 300,000 
Total expenses oo... o...on. 195,000 Current liabilities........... 50,000 
R. Kandamil, Capital ............ 100,000 Eong-termn ltabilities EEEE 60,000 
R. Kandamil, Withdrawals ....... 45,000 D. Repicor, Capital .......... 295,000 
a. $360,000 d. $150,000 me on = ise 
b. $250,000 e. $60,000 oo ci 
c. $160,000 To 


3. Which of the following errors would cause the balance sheet 
and statement of owner’s equity columns of a work sheet to be 
out of balance? 

a. Entering a revenue amount in the balance sheet and state- 
ment of owner’s equity debit column. 
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all Superscript letter A denotes assignments based on Appendix 4A. 
Icon denotes assignments that involve decision making. 


Discussion Questions 


1. What accounts are affected by closing entries? What accounts 11. What are the characteristics of plant assets? 





not affected? 12.^ How do reversing entries simplify recordkeeping? 

2. What two purposes are accomplished by recording closing 13.AIf a company recorded accrued salaries expense of $500 at 
entries? the end of its fiscal year, what reversing entry could be made? 

3. What are the steps in recording closing entries? When would it be made? 

4. What is the purpose of the Income Summary account? 14. Refer to the balance sheet for Research In 

5. Explain whether an error has occurred if a post-closing Motion in Appendix A. What five main noncurrent RIM 
trial balance includes a Depreciation Expense account. asset categories are used on its classified balance sheet? 

6. What tasks are aided by a work sheet? 15. Refer to Nokia’s balance sheet in Appendix A. NOKIA 


7. Why are the debit and credit entries in the Adjustments col- Identify and list its 9 current assets. 


umns of the work sheet identified with letters? 16. @ Refer to Apple’s balance sheet in Appendix A. ante 
Identify the three accounts listed as current liabilities. P 

17. Gg Refer to Palm’s financial statements in Appen- 
dix A. What journal entry was likely recorded as of 
May 31, 2009, to close its Income Summary account? 


8. What is a company’s operating cycle? 
9. What classes of assets and liabilities are shown on a typical 
classified balance sheet? 
10. How is unearned revenue classified on the balance sheet? 


e la connect 


QUICK STUDY List the following steps of the accounting cycle in their proper order. 
a. Preparing the post-closing trial balance. f. Analyzing transactions and events. 
QS 4-1 b. Posting the journal entries. g. Preparing the financial statements. 
Identifying the accounting cycle c. Journalizing and posting adjusting entries. h. Preparing the unadjusted trial balance. 
(2 d. Preparing the adjusted trial balance. i. Journalizing transactions and events. 
e. Journalizing and posting closing entries. 











QS 4-2 Complete the following descriptions related to temporary and permanent accounts. 
Explaining temporary and 1. Temporary accounts accumulate data related to _______ accounting period. 
permanent accounts 2. Permanent accounts report on activities related to _______ future accounting periods, and they carry 
C1 their ending balances into the next period. 
3. _____ accounts include all income statement accounts, the withdrawals account, and the Income 
Summary account. 
4. _____ accounts generally consist of all balance sheet accounts, and these accounts are not closed. 
QS 4-3 Compute Jamar Company’s current ratio using the following information. 
Identifying current accounts and 
computing the current ratio Accounts receivable ........ $15,000 Long-term notes payable .......... $20,000 
Al Accounts payable .......... 10,000 Office'supplies o ae terete 1,800 
Buildings 52 a 42,000 Prepaid insurance ................ 2,500 
eG er Ole neta vines vee 6,000 Unearned services revenue ........ 4,000 
OS 4-4 The following are common categories on a classified balance sheet. 
Classifying balance sheet items A. Current assets D. Intangible assets 
(3 B. Long-term investments E. Current liabilities 


C. Plant assets F. Long-term liabilities 
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For each of the following items, select the letter that identifies the balance sheet category where the item 
typically would appear. 


—____—. 5. Cash 
____ 6. Wages payable 


1. Trademarks 





2. Accounts receivable 


3. Land not currently used in operations ___ 7. Store equipment 





4. Notes payable (due in three years) —— 8. Accounts payable 
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In preparing a work sheet, indicate the financial statement Debit column to which a normal balance in the QOS 4-5 
following accounts should be extended. Use IS for the Income Statement Debit column and BS for the Bal- Applying a work sheet 
ance Sheet and Statement of Owner’s Equity Debit column. P1 
a. Insurance expense d. Depreciation expense—Equipment 
b. Equipment e. Prepaid rent 
c. Owner, Withdrawals f. Accounts receivable 
List the following steps in preparing a work sheet in their proper order by writing numbers 1-5 in the QOS 4-6 


blank spaces provided. 








a. Prepare an adjusted trial balance on the work sheet. 

b. Prepare an unadjusted trial balance on the work sheet. 

c. Enter adjustments data on the work sheet. 

d. Extend adjusted balances to appropriate financial statement columns. 

e. Total the statement columns, compute net income (loss), and complete work sheet. 





Ordering work sheet steps 


P1 





The following selected information is taken from the work sheet for Wayman Company as of December 31, 
2011. Using this information, determine the amount for K. Wayman, Capital, that should be reported on its 
December 31, 2011, balance sheet. 


Balance Sheet and 
Statement of 
Owner’s Equity 


Income 


Statement 








K. Wayman, Capital ............ 
K. Wayman, Withdrawals ....... 


65,000 
32,000 








moa a E E EEEE 115,000 174,000 


QS 4-7 
Interpreting a work sheet 


"A 





The ledger of Terrel Company includes the following unadjusted normal balances: Prepaid Rent $800, 
Services Revenue $11,600, and Wages Expense $5,000. Adjusting entries are required for (a) accrued rent 
expense $240; (b) accrued services revenue $180; and (c) accrued wages expense $160. Enter these unad- 
justed balances and the necessary adjustments on a work sheet and complete the work sheet for these 
accounts. Note: Also include the following accounts: Accounts Receivable, Wages Payable, and Rent 
Expense. 


QS 4-8 


Preparing a partial work sheet 


"P 





The ledger of Avril Company includes the following accounts with normal balances: L. Avril, Capital 
$6,000; L. Avril, Withdrawals $400; Services Revenue $10,000; Wages Expense $5,200; and Rent Expense 
$800. Prepare the necessary closing entries from the available information at December 31. 


QS 4-9 
Prepare closing entries from 
the ledger P2 





Identify the accounts listed in QS 4-9 that would be included in a post-closing trial balance. 


QS 4-10 
Identify post-closing accounts P3 





On December 31, 2010, Lester Co. prepared an adjusting entry for $6,700 of earned but unrecorded 
management fees. On January 16, 2011, Lester received $15,500 cash in management fees, which included 
the accrued fees earned in 2010. Assuming the company uses reversing entries, prepare the January 1, 
2011, reversing entry and the January 16, 2011, cash receipt entry. 


QS 4-114 
Reversing entries 


P4 
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OS 4-12 Answer each of the following questions related to international accounting standards. 
International accounting a. Explain how the closing process is different between accounting under IFRS versus U.S. GAAP. 
standards P2 b. What basic principle do U.S. GAAP and IFRS rely upon in recording the initial acquisition value for 
nearly all assets? 
ma connect 
EXERCISES Use the March 31 fiscal year-end information from the following ledger accounts (assume that all accounts 


have normal balances) to prepare closing journal entries and then post those entries to the appropriate led- 


Exercise 4-1 ger accounts. 


Preparing and posting General Ledger 
closing entries 


























































































































P2 M. Mallon, Capital Acct. No. 301 Salaries Expense Acct. No. 622 
Date PR Debit Credit | Balance Date PR Debit Credit | Balance 
Mar. 31 | G2 42,000 Mar. 31 | G2 21,000 
M. Mallon, Withdrawals Acct. No. 302 Insurance Expense Acct. No. 637 
Date PR Debit Credit | Balance Date PR Debit Credit | Balance 
Mar. 31 | G2 25,000 Mar. 31 | G2 4,500 
Check M. Mallon, Capital (ending Services Revenue Acct. No. 401 Rent Expense Acct. No. 640 
balance), $38,900 
Date PR Debit Credit | Balance Date PR Debit Credit | Balance 
Mar. 31 | G2 74,000 Mar. 31 | G2 9,600 
Depreciation Expense Acct. No. 603 Income Summary Acct. No. 901 
Date PR Debit Credit | Balance Date PR Debit Credit | Balance 
Mar. 31 | G2 17,000 
Exercise 4-2 The adjusted trial balance for Sundance Marketing Co. follows. Complete the four right-most columns of 
Preparing closing entries and a the table by first entering information for the four closing entries (keyed 7 through 4) and second by com- 
post-closing trial balance pleting the post-closing trial balance. 
P2 P3 
Adjusted Closing Entry Post-Closing 
Account Title Trial Balance Information Trial Balance 
Dr. Cr. Dr. Cr. Dr. Cr. 
TOM Se @ashe see russ EE EE A E S E $ 8,200 
106 Accounts receivable . .... 64.5.0. eeren ae 24,000 
[53% Equipments: rers eee oa r e e e 41,000 
154 Accumulated depreciation—Equipment ........ $ 16,500 
193 Franchisen a eaa A A N A A AER, 30,000 
201 Accounts payable seecae eere ee eee 14,000 
209. Salaries payable re ne erae A R 3,200 
233 Unearnedi fees oroare oaee e EE, 2,600 
301 H. Sundance, Capital -nre ane eee e 64,500 
302 H. Sundance, Withdrawals .............00000e 14,400 
40l Marketing fees earned ...................00. 79,000 
6ll Depreciation expense—Equipment ............ 11,000 
622 Salaries expense n an a e A EE 31,500 
640 Rent expense eog eee E EE E EE E 12,000 
677 Miscellaneous expenses ..................04. 7,700 


901 Income summary ~dcavsowmactme eatarra es 
Totals ore issscacs ne nen rE T REEE $179,800 $179,800 
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The following adjusted trial balance contains the accounts and balances of Showers Company as of Decem- 
ber 31, 2011, the end of its fiscal year. (1) Prepare the December 31, 2011, closing entries for Showers 
Company. (2) Prepare the December 31, 2011, post-closing trial balance for Showers Company. 


No. 


101 
126 
128 
167 
168 
301 
302 
404 
612 
622 
637 
640 
652 


Account Title Debit Credit 
E a eee eae ras rar error nee $18,000 
SUPPER E E EAE A A rer ater tres 12,000 
Prepaidiinsurance n a E sere trae 2,000 
Equipment a itera rire 23,000 
Accumulated depreciation—Equipment ........ $ 6,500 
Re Showers Capital Se a teeter aati 46,600 
R. Showers,Withdrawals .............000000- 6,000 
Servic@s revenue o oaa A E EA AE 36,000 
Depreciation expense—Equipment............ 2,000 
Salaries expense en e seyeiasiainieter ste 21,000 
Insurance expense nn e an a 000 eee eee 1,500 
Rentrexpenseaer uy cme ert irene A 2,400 
SUPPIIES SPEEA soc oaecosoosonooucasnonuens 1,200 





$89,100 $89,100 











Exercise 4-3 
Preparing closing entries and a 
post-closing trial balance 


P2 P3 


Check (2) R. Showers, Capital 
(ending), $48,500; Total debits, 
$55,000 





Use the following adjusted trial balance of Webb Trucking Company to prepare the (1) income statement 
and (2) statement of owner’s equity, for the year ended December 31, 2011. The K. Webb, Capital, account 


balance is $161,000 at December 31, 2010. 


Account Title Debit Credit 
Gash aye E E E E Ae EE $ 7,000 

Accounts receivable -soner sesane no eee 16,500 

Office SUPpliES oeron ereere 2,000 

TUKS HRA R A AA A OAA 170,000 
Accumulated depreciation—Trucks ......... $ 35,000 
landin eiere a E EE AAE 75,000 

Accounts payable sses seats veel: 11,000 
Interest payable .................00000005 3,000 
Long-term notes payable ................. 52,000 
K. Webb; Capital coec emee oee ne nes oe aes 161,000 
K. Webb, Withdrawals .............2.0085 19,000 

Trucking fees earned .................000. 128,000 
Depreciation expense—Trucks ............ 22,500 
Salariesiexpense marsen orenen ieni ne 60,000 

Office supplies expense .................- 7,000 

Repairs expense— Trucks ................. 11,000 

Totals aeee ne aan ens eae e em eae $390,000 $390,000 


Exercise 4-4 
Preparing the financial 
statements 


(2 





Use the information in the adjusted trial balance reported in Exercise 4-4 to prepare Webb Trucking Com- 


pany’s classified balance sheet as of December 31, 2011. 


Exercise 4-5 
Preparing a classified balance 
sheet (3 


Check Total assets, $235,500; 
K. Webb, Capital, $169,500 
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Exercise 4-6 Use the information in the adjusted trial balance reported in Exercise 4-4 to compute the current ratio as of 
Computing the current ratio the balance sheet date (round the ratio to two decimals). Interpret the current ratio for the Webb Trucking 
Al Company. (Assume that the industry average for the current ratio is 1.5.) 
| 
-j 
Exercise 4-7 Calculate the current ratio in each of the following separate cases (round the ratio to two decimals). Identify 
Computing and analyzing the the company case with the strongest liquidity position. (These cases represent competing companies in the 
current ratio same industry.) 
‘ 
Casel ooreen $ 78,000 $31,000 
Casein a 104,000 75,000 
Case 3 oaeiio 44,000 48,000 
Case 4 ........ 84,500 80,600 
Case Sacro oio: 60,000 99,000 
Exercise 4-8 These 16 accounts are from the Adjusted Trial Balance columns of a company’s 10-column work sheet. In 
Extending adjusted account the blank space beside each account, write the letter of the appropriate financial statement column (A, B, C, 
balances on a work sheet or D) to which a normal account balance is extended. 
P1 A. Debit column for the Income Statement columns. 


B. Credit column for the Income Statement columns. 

C. Debit column for the Balance Sheet and Statement of Owner’s Equity columns. 
D. Credit column for the Balance Sheet and Statement of Owner’s Equity columns. 
9. Service Fees Revenue 





1. Office Supplies 


























—— ~ 2. Accounts Payable 10. Insurance Expense 
—— 3. Owner, Capital 11. Accumulated Depreciation 
4. Wages Payable 12. Interest Revenue 
—— ~ 5. Machinery 13. Accounts Receivable 
—— ~ 6. Interest Receivable 14. Rent Expense 
—— ~ 7. Interest Expense 15. Depreciation Expense 
—— 8. Owner, Withdrawals 16. Cash 
Exercise 4-9 Use the following information from the Adjustments columns of a 10-column work sheet to prepare the 


Preparing adjusting entries from necessary adjusting journal entries (a) through (e). 
a work sheet P1 

















Cc 





H l J K L 






















































































































































m | U a ees, ses Se Balance Sheet 
2 | | Unadjusted Adjusted Income | and Statement of 
2 | | Trial Balance Trial Balance Statement | Owner’s Equity 
4 . Account Title 

5 109| Interest receivable (d) $ 580 

6 124| Office supplies (b) $1,650 

7 128| Prepaid insurance (a) 900 

8 164 Accumulated depreciation—Office equipment (c) 3,300 

9 209 Salaries payable (e) 660 

10 409) Interest revenue (d) 580 

11 612| Depreciation expense—Office equipment (c) 3,300 

12 620| Office salaries expense (e) 660 

13 636) Insurance expense—Office equipment (a) 432 

14 637| Insurance expense—Store equipment (a) 468 

15 650} Office supplies expense (b) 1,650 

16 | Totals $7,090 $7,090 

17 | 
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The Adjusted Trial Balance columns of a 10-column work sheet for Propel Company follow. Complete the 
work sheet by extending the account balances into the appropriate financial statement columns and by en- 
tering the amount of net income for the reporting period. 


Exercise 4-10 
Extending accounts in a 
work sheet P1 




















A B Cc D [= E G H l J K L 
1 | Balance Sheet and 
2 Unadjusted | Adjusted Income Statement of 
3l Trial Balance | Adjustments Trial Balance Statement Owner’s Equity 
4 No. Account Title Dr. Cr. Dr. Cr. | Dr. Cr. Dr. Cr. Dr. Cr. 
5 101| Cash $ 6,000 
6 106 Accounts receivable 26,200 
7 153) Trucks 41,000 
8 154 Accumulated depreciation—Trucks $ 16,500 
9 183) Land 30,000 
10 201| Accounts payable 14,000 
11 209| Salaries payable 3,200 
12 233) Unearned fees 2,600 
13 301| J. Propel, Capital 64,500 
14 302| J. Propel, Withdrawals 14,400 
15 401| Plumbing fees earned 79,000 
16 611; Depreciation expense—Trucks 5,500 
17 622| Salaries expense 37,000 
18 640 Rent expense 12,000 
19 677| Miscellaneous expenses 7,700 
20 Totals $179,800 | $179,800 
21 | 
22 | 





Check Net income, $16,800 





These partially completed Income Statement columns from a 10-column work sheet are for Welch’s Red 
Sail Rental Company. (1) Use the information to determine the amount that should be entered on the net 
income line of the work sheet. (2) Prepare the company’s closing entries. The owner, L. Welch, did not 
make any withdrawals this period. 


Account Title Debit Credit 
Renteanned meri e treat tt et 102,000 
SalanicsiexpenscCunnn ret ernie tnt res 45,300 

Insurance expense ................. 6,400 

Dock rental expense................ 15,000 

Boat supplies expense ............... 3,200 
Depreciation expense—Boats ........ 19,500 

ISIS odoavcansomssnnbonvesopovons == 
NERS soceccusoosnovsocsucoe ss 

masa sob ooons 


Exercise 4-11 
Completing the income 
statement columns and 
preparing closing entries 


P1 P2 


Check Net income, $12,600 





The following unadjusted trial balance contains the accounts and balances of Dalton Delivery Company as 
of December 31, 2011, its first year of operations. 


(1) Use the following information about the company’s adjustments to complete a 10-column work 
sheet. 


a. Unrecorded depreciation on the trucks at the end of the year is $35,000. 
b. The total amount of accrued interest expense at year-end is $8,000. 
c. The cost of unused office supplies still available at the year-end is $1,000. 


(2) Prepare the year-end closing entries for this company, and determine the capital amount to be reported 
on its year-end balance sheet. 


Exercise 4-12 
Preparing a work sheet and 
recording closing entries 


P1 P2 
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Check Adj. trial balance totals, 


$817,000; Net income, $15,000 
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A B Cc 
1 Unadjusted Trial Balance 
2 Account Title Credit 
3 Cash $ 14,000 
4 Accounts receivable 33,000 
5 Office supplies 4,000 
6 Trucks 340,000 
7 Accumulated depreciation—Trucks $70,000 
8 Land 150,000 
9 Accounts payable 22,000 
10 Interest payable 6,000 
11 Long-term notes payable 104,000 
12 V. Dalton, Capital 322,000 
13 V. Dalton, Withdrawals 38,000 
14 Delivery fees earned 256,000 
15 Depreciation expense—Truck 45,000 
16 Salaries expense 120,000 
17. Office supplies expense 14,000 
18 Interest expense 6,000 
19 Repairs expense—Trucks 16,000 
20 Totals $780,000 $780,000 
21 

















Exercise 4-134 
Preparing reversing entries 


P4 


The following two events occurred for Tanger Co. on October 31, 2011, the end of its fiscal year. 

a. Tanger rents a building from its owner for $3,200 per month. By a prearrangement, the company 
delayed paying October’s rent until November 5. On this date, the company paid the rent for both 
October and November. 

b. Tanger rents space in a building it owns to a tenant for $750 per month. By prearrangement, the tenant 
delayed paying the October rent until November 8. On this date, the tenant paid the rent for both 
October and November. 


Required 


1. Prepare adjusting entries that the company must record for these events as of October 31. 

2. Assuming Tanger does nof use reversing entries, prepare journal entries to record Tanger’s payment of 
rent on November 5 and the collection of rent on November 8 from Tanger’s tenant. 

3. Assuming that the company uses reversing entries, prepare reversing entries on November 1 and 


the journal entries to record Tanger’s payment of rent on November 5 and the collection of rent on 
November 8 from Tanger’s tenant. 





Exercise 4-144 
Preparing reversing entries 


P4 


Hinson Company records prepaid assets and unearned revenues in balance sheet accounts. The following 
information was used to prepare adjusting entries for the company as of August 31, the end of the compa- 
ny’s fiscal year. 


The company has earned $5,000 in service fees that were not yet recorded at period-end. 
The expired portion of prepaid insurance is $2,700. 

The company has earned $1,900 of its Unearned Service Fees account balance. 
Depreciation expense for office equipment is $2,300. 


ono 5 B 


Employees have earned but have not been paid salaries of $2,400. 


Prepare any necessary reversing entries for the accounting adjustments a through e assuming that the com- 
pany uses reversing entries in its accounting system. 





Exercise 4-15 
Determining effects of 
closing entries 


lg 


Argosy Company began the current period with a $14,000 credit balance in the D. Argosy, Capital account. 
At the end of the period, the company’s adjusted account balances include the following temporary 
accounts with normal balances. 


Service fees earned ........... $35,000 Interest revenue ................ $3,500 
Salaries expense ............. 19,000 D. Argosy, Withdrawals .......... 6,000 
Depreciation expense ......... 4,000 Utilities expense ................ 2,300 


After closing the revenue and expense accounts, what will be the balance of the Income Summary account? 
After all closing entries are journalized and posted, what will be the balance of the D. Argosy, Capital 
account? 
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Following are Nintendo’s revenue and expense accounts for a recent calendar year (yen in millions). Pre- 
pare the company’s closing entries for its revenues and its expenses. 


Net sales a oeme sane eee ¥1,838,622 
Gost Of sales marere ee nemen 1,044,981 
Advertising expense ........ 117,308 
Other expense, net ......... 397,244 


Exercise 4-16 
Preparing closing entries 


"B 





The following data are taken from the unadjusted trial balance of the Madison Company at December 31, 
2011. Each account carries a normal balance and the accounts are shown here in alphabetical order. 


Accounts Payable................. $2 Prepaid Insurance .. $6 T. Madison, Withdrawals... $2 
Accounts Receivable .............- 4 Revenue .......... 25 Unearned Revenue....... 4 
Accumulated Depreciation—Equip. . . 5 Salaries Expense.... 6 Utilities Expense ......... 4 
CN soncosssepuvocageovasagsene 7 Supplies manera ess 8 
Equipment a E rater tenet tartar 13 T. Madison, Capital . . 14 


1. Use the data above to prepare a worksheet. Enter the accounts in proper order and enter their balances 
in the correct debit or credit column. 


2. Use the following adjustment information to complete the worksheet. 
a. Depreciation on equipment, $1 d. Supplies available at December 31, 2011, $5 
b. Accrued salaries, $2 e. Expired insurance, $5 
c. The $4 of unearned revenue has been earned 
la connect 
In the blank space beside each numbered balance sheet item, enter the letter of its balance sheet classifica- 
tion. If the item should not appear on the balance sheet, enter a Z in the blank. 
A. Current assets D. Intangible assets F. Long-term liabilities 
B. Long-term investments E. Current liabilities G. Equity 
C. Plant assets 


—___ 1. Office equipment 11. Depreciation expense—Building 





. Office supplies 12. Prepaid rent 





- Buildings 13. Interest receivable 








. Store supplies 14. Taxes payable 
15. Automobiles 


16. Notes payable (due in 3 years) 


. Accumulated depreciation—Trucks 





. Land (used in operations) 








. Repairs expense 
. Cash 


. Current portion of long-term 
note payable 


17. Accounts payable 

18. Prepaid insurance 

19. Owner, Capital 

20. Unearned services revenue 





OMAN OO AWN 








_____ 10. Long-term investment in stock 


Exercise 4-17 
Completing a worksheet 


P1 


PROBLEM SET A 


Problem 4-1A 
Determining balance sheet 
classifications 


C3 





On April 1, 2011, Jennifer Stafford created a new travel agency, See-It-Now Travel. The following trans- 
actions occurred during the company’s first month. 


April 1 Stafford invested $20,000 cash and computer equipment worth $40,000 in the company. 
2 The company rented furnished office space by paying $1,700 cash for the first month’s (April) 
rent. 
3 The company purchased $1,100 of office supplies for cash. 
10 The company paid $3,600 cash for the premium on a 12-month insurance policy. Coverage 
begins on April 11. 
14 The company paid $1,800 cash for two weeks’ salaries earned by employees. 
24 The company collected $7,900 cash on commissions from airlines on tickets obtained for 
customers. 
28 The company paid $1,800 cash for two weeks’ salaries earned by employees. 
29 The company paid $250 cash for minor repairs to the company’s computer. 
30 The company paid $650 cash for this month’s telephone bill. 
30 Stafford withdrew $1,500 cash from the company for personal use. 


Problem 4-2A 
Applying the accounting cycle 


Cl C2 P2 P3 
eXcel 


mhhe.com/wildFAP20e 
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The company’s chart of accounts follows: 


101 Cash 405 Commissions Earned 
106 Accounts Receivable 612 Depreciation Expense—Computer Equip. 
124 Office Supplies 622 Salaries Expense 
128 Prepaid Insurance 637 Insurance Expense 
167 Computer Equipment 640 Rent Expense 
168 Accumulated Depreciation—Computer Equip. 650 Office Supplies Expense 
209 Salaries Payable 684 Repairs Expense 
301 J. Stafford, Capital 688 Telephone Expense 
302 J. Stafford, Withdrawals 901 Income Summary 
Required 


1. Use the balance column format to set up each ledger account listed in its chart of accounts. 
2. Prepare journal entries to record the transactions for April and post them to the ledger accounts. The 


Check (3) Unadj. trial balance company records prepaid and unearned items in balance sheet accounts. 
totals, $67,900 3. Prepare an unadjusted trial balance as of April 30. 

(4a) Dr. Insurance 4. Use the following information to journalize and post adjusting entries for the month: 
Expense, $200 a. Two-thirds of one month’s insurance coverage has expired. 


b. At the end of the month, $700 of office supplies are still available. 
c. This month’s depreciation on the computer equipment is $600. 
d. Employees earned $320 of unpaid and unrecorded salaries as of month-end. 








(5) Net income, $1,830: e. The company earned $1,650 of commissions that are not yet billed at month-end. 
J. Stafford, Capital (4/30/2011), 5. Prepare the income statement and the statement of owner’s equity for the month of April and the bal- 
$60,330; Total assets, $60,650 ance sheet at April 30, 2011. 
(7) P-C trial balance totals 6. Prepare journal entries to close the temporary accounts and post these entries to the ledger. 
$61,250 7. Prepare a post-closing trial balance. 
Problem 4-3A The adjusted trial balance of Kobe Repairs on December 31, 2011, follows. 
Preparing trial balances, closing 
entries, and financial statements KOBE REPAIRS 
Adjusted Trial Balance 
(3 P2 P3 o December 31,2011 
b Account Title Debit Credit 
& m 101 Gaslitarns cronies eesyerater E eer eteyel a eerie $ 13,000 
124: Office SUppleS -cur merren eee over es e e 1,200 
128 Prepaidiinsurance me ea ee Aa 1,950 
excel 167 Equipment me e aer a a E seus an 48,000 
mhhe.com/wildFAP20e 168 Accumulated depreciation—Equipment ........ $ 4,000 
201 Accounts payable ................0..00-000- 12,000 
210 Wages payable orsa s as aee oee e ee ee nees ee 500 
301 S- Kobe Capital oree eee e ee E e 40,000 
302 S. Kobe, Withdrawals «sas cecs enere essen eesis 15,000 
40l Repair fees earned ...............0 0.00 eee 77,750 
612 Depreciation expense—Equipment............ 4,000 
623 M Wagés expense nereo e a 36,500 
637 insurance expense oaee e 700 
640 Rent expense anosa oeae nae EE E were 9,600 
650 Office supplies expense m 2,600 
690 Utilities expense neee run e cece eee eee 1,700 
TOtals iss fara ereccrsusishlsy ater ances, E EECA AE a $134,250 $134,250 
Required 
Check (1) Ending capital balance, 1. Prepare an income statement and a statement of owner’s equity for the year 2011, and a classified bal- 


$47,650; net income, $22,650 ance sheet at December 31, 2011. There are no owner investments in 2011. 
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2. Enter the adjusted trial balance in the first two columns of a six-column table. Use columns three and (2) P-C trial balance totals, 
four for closing entry information and the last two columns for a post-closing trial balance. Insert an $64.150 
Income Summary account as the last item in the trial balance. 


3. Enter closing entry information in the six-column table and prepare journal entries for it. 


Analysis Component 


4. Assume for this part only that 


a. None of the $700 insurance expense had expired during the year. Instead, assume it is a prepay- 
ment of the next period’s insurance protection. 


b. There are no earned and unpaid wages at the end of the year. (Hint: Reverse the $500 wages pay- 
able accrual.) 


Describe the financial statement changes that would result from these two assumptions. 





The adjusted trial balance for Sharp Construction as of December 31, 2011, follows. Problem 4-4A 
Preparing closing entries, 


SHARP CONSTRUCTION financial statements, and ratios 
Adjusted Trial Balance (3 Al P2 


December 31, 2011 


Account Title Debit Credit ba 





WOITE Cashi e e a e E $ 4,000 
104 Short-term investments ............000 cee eo 22,000 
126 “Supplies és sceyccsqaes eae eee o eeaeee m 7,100 
128 Prepaid insurance es aeee oes ane a i ee aoee 6,000 
167 Equipment ey scscsctierereresctsvs ocersvcisuencnsnaves« e 39,000 
168 Accumulated depreciation—Equipment ........ $ 20,000 
|173 Building seor eos eonna eneee i e sas anetarapens 130,000 
174 Accumulated depreciation—Building .......... 55,000 
183. and sonene ee e E E 45,000 
201 Accounts) payable n.se esee eee e ee e ae 15,500 
203 ` Interest payable cuneese eee eee suststsrrsiers 1,500 
208: Rent payable ne esie eee eee e a 2,500 
ZNO) WWagesipayable -n nnee eee e a 1,500 
213 Property taxes payable ...................... 800 
233 Unearned professional fees .................. 6,500 
251 Long-term notes payable .................... 66,000 
30) Sharp,Gapitall eunes eee eee 82,700 
302 J-Sharp, Withdrawals -esne ee ee eee eea ee e 12,000 
401 Professional fees earned oen eee eene 000 e eae 96,000 
406 Rentearned ...c6 sus deuvsa da nevds sane awn 13,000 
407 Dividends earned oeme ere eener ee n eaae 1,900 
409 Interest earned T ana Aa E AA AES 1,000 
606 Depreciation expense—Building .............. 10,000 
612 Depreciation expense—Equipment............ 5,000 
623 WATS expense noer e e 31,000 
633 Interest expense . .....ciceeicse esc cieie ie ernea 4,100 
637 Insurance expense <jer<cseeuere/e-e cues eoelere os eieier vyerers 9,000 
640 Rent expense ss jar.) roie Are e RE EIEE A ENSS e Ene 12,400 
652 ee Suppliesiexpense n a e asieetster a tsttsrrrs 6,400 
682 [Resets OGIES M A 3,200 
683 Property taxes expense ..................0-- 4,000 
684 Repairs expense a A A 7,900 
688 Telephone expense mE 2,200 
690 Utilities expense suces cps. oee sireenin na a 3,600 


Totals ea eoe ee a e a EEE T REN $363,900 $363,900 


168 


Check (1) Total assets (12/31/2011), 
$178,100; Net income, $13,100 
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J. Sharp invested $50,000 cash in the business during year 2011 (the December 31, 2010, credit balance 
of the J. Sharp, Capital account was $32,700). Sharp Construction is required to make a $6,600 payment 
on its long-term notes payable during 2012. 


Required 

1. Prepare the income statement and the statement of owner’s equity for the calendar year 2011 and the 
classified balance sheet at December 31, 2011. 

2. Prepare the necessary closing entries at December 31, 2011. 


3. Use the information in the financial statements to compute these ratios: (a) return on assets (total 
assets at December 31, 2010, was $200,000), (b) debt ratio, (c) profit margin ratio (use total revenues 
as the denominator), and (d) current ratio. 





Problem 4-5A 

Preparing a work sheet, 
adjusting and closing entries, 
and financial statements 


C3 P1 P2 


The following unadjusted trial balance is for Adams Construction Co. as of the end of its 2011 fiscal year. 
The June 30, 2010, credit balance of the owner’s capital account was $52,660, and the owner invested 
$25,000 cash in the company during the 2011 fiscal year. 




















A B C D 

1 ADAMS CONSTRUCTION CO. 
2 Unadjusted Trial Balance 
3 June 30, 2011 
4 No. Account Title Debit Credit 
5 101| Cash $ 17,500 
6 126 Supplies 8,900 
7 128) Prepaid insurance 6,200 
8 167) Equipment 131,000 
9 168) Accumulated depreciation— Equipment $ 25,250 
10 201 | Accounts payable 5,800 
11 203| Interest payable 0 
12 208| Rent payable 0 
13 210| Wages payable 0 
14 213| Property taxes payable 0 
15 251| Long-term notes payable 24,000 
16 301 S. Adams, Capital 77,660 
17 302| S. Adams, Withdrawals 30,000 
18 401 Construction fees earned 134,000 
19 612| Depreciation expense—Equipment 0 
20 623 | Wages expense 45,860 
21 633 Interest expense 2,640 
22 637 | Insurance expense 0 
23 640 | Rent expense 13,200 
24 652 | Supplies expense 0 
25 683 | Property taxes expense 4,600 
26 684 Repairs expense 2,810 
27 690 Utilities expense 4,000 
28 Totals $266,710 $266,710 
29 

Required 


1. Prepare a 10-column work sheet for fiscal year 2011, starting with the unadjusted trial balance and 
including adjustments based on these additional facts. 


a. The supplies available at the end of fiscal year 2011 had a cost of $3,200. 
b. The cost of expired insurance for the fiscal year is $3,900. 

c. Annual depreciation on equipment is $8,500. 
d 


. The June utilities expense of $550 is not included in the unadjusted trial balance because the bill 
arrived after the trial balance was prepared. The $550 amount owed needs to be recorded. 


The company’s employees have earned $1,600 of accrued wages at fiscal year-end. 


TA 


The rent expense incurred and not yet paid or recorded at fiscal year-end is $200. 


g. Additional property taxes of $900 have been assessed for this fiscal year but have not been paid or 
recorded in the accounts. 


h. 
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The long-term note payable bears interest at 12% per year. The unadjusted Interest Expense 
account equals the amount paid for the first 11 months of the 2011 fiscal year. The $240 accrued 
interest for June has not yet been paid or recorded. (The company is required to make a $5,000 
payment toward the note payable during the 2012 fiscal year.) 


2. Enter adjusting and closing information in the work sheet; then journalize the adjusting and closing 
entries. 


3. Prepare the income statement and the statement of owner’s equity for the year ended June 30 and the 
classified balance sheet at June 30, 2011. 


Analysis Component 


4. Analyze the following separate errors and describe how each would affect the 10-column work sheet. 
Explain whether the error is likely to be discovered in completing the work sheet and, if not, the effect 
of the error on the financial statements. 


b. 


Assume that the adjustment for supplies used consisted of a credit to Supplies and a debit to 
Supplies Expense for $3,200, when the correct amount was $5,700. 

When the adjusted trial balance in the work sheet is completed, assume that the $17,500 Cash bal- 
ance is incorrectly entered in the Credit column. 
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Check (3) Total assets, $120,250; 
Current liabilities, $14,290; Net 
income, $39,300 





The following six-column table for Bullseye Ranges includes the unadjusted trial balance as of 
December 31, 2011. 























A B Cc D E [F G 
1 BULLSEYE RANGES 
2 December 31, 2011 
3 Unadjusted Adjusted 
4 Trial Balance Adjustments Trial Balance 
5 Account Title Dr. Cr. Dr. Cr. Dr. Cr. 
6 Cash $ 13,000 
7 Accounts receivable 0 
8 Supplies 5,500 
9 Equipment 130,000 
10 Accumulated depreciation—Equipment $ 25,000 
11 Interest payable 0 
12 Salaries payable 0 
13 Unearned member fees 14,000 
14 Notes payable 50,000 
15 T. Allen, Capital 58,250 
16 T. Allen, Withdrawals 20,000 
17 Member fees earned 53,000 
18 Depreciation expense—Equipment 0 
19 Salaries expense 28,000 
20 Interest expense 3,750 
21 Supplies expense 0 
22 Totals $200,250 | $200,250 
23 
Required 


1. Complete the six-column table by entering adjustments that reflect the following information. 


b. 
c. 


As of December 31, 2011, employees had earned $900 of unpaid and unrecorded salaries. The next 
payday is January 4, at which time $1,600 of salaries will be paid. 

The cost of supplies still available at December 31, 2011, is $2,700. 

The notes payable requires an interest payment to be made every three months. The amount of 
unrecorded accrued interest at December 31, 2011, is $1,250. The next interest payment, at an 
amount of $1,500, is due on January 15, 2012. 


. Analysis of the unearned member fees account shows $5,600 remaining unearned at December 31, 


2011. 


. In addition to the member fees included in the revenue account balance, the company has earned 


another $9,100 in unrecorded fees that will be collected on January 31, 2012. The company is also 
expected to collect $8,000 on that same day for new fees earned in January 2012. 


. Depreciation expense for the year is $12,500. 


Problem 4-6A4 
Preparing adjusting, reversing, 
and next period entries 


P4 


Check (1) Adjusted trial balance 
totals, $224,000 
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2. Prepare journal entries for the adjustments entered in the six-column table for part 1. 
3. Prepare journal entries to reverse the effects of the adjusting entries that involve accruals. 
4. Prepare journal entries to record the cash payments and cash collections described for January. 





PROBLEM SETB In the blank space beside each numbered balance sheet item, enter the letter of its balance sheet classifica- 
tion. If the item should not appear on the balance sheet, enter a Z in the blank. 
Problem 4-1B A. Current assets E. Current liabilities 
Determining balance sheet B. Long-term investments F. Long-term liabilities 
classifications C. Plant assets G. Equity 
C3 D. Intangible assets 
—— 1. Machinery —— ~ T1. Office supplies 
—___ 2. Prepaid insurance —__ 12. Interest payable 
—___ 8. Current portion of long-term —— 13. Owner, Capital 
note payable _______ 14. Notes receivable (due in 120 days) 
——— 4. Interest receivable ______ 15. Accumulated depreciation—Trucks 
—___ 5. Rent receivable ____ 16. Salaries payable 
—— 6. Land (used in operations) ___ -17. Commissions earned 
——— 7. Copyrights —— 18. Income taxes payable 
—___ 8. Rent revenue ____ 19. Office equipment 
—— ~ 9. Depreciation expense—Trucks —— 20. Notes payable (due in 
—— ~ 10. Long-term investment in stock 15 years) 
Problem 4-2B On July 1, 2011, Lucinda Fogle created a new self-storage business, KeepSafe Co. The following transac- 
Applying the accounting cycle tions occurred during the company’s first month. 
Ci C2 P2 P3 July 1 Fogle invested $20,000 cash and buildings worth $120,000 in the company. 


2 The company rented equipment by paying $1,800 cash for the first month’s (July) rent. 
5 The company purchased $2,300 of office supplies for cash. 
10 The company paid $5,400 cash for the premium on a 12-month insurance policy. Coverage 
begins on July 11. 
14 The company paid an employee $900 cash for two weeks’ salary earned. 
24 The company collected $8,800 cash for storage fees from customers. 
28 The company paid $900 cash for two weeks’ salary earned by an employee. 
29 The company paid $850 cash for minor repairs to a leaking roof. 
30 The company paid $300 cash for this month’s telephone bill. 
31 Fogle withdrew $1,600 cash from the company for personal use. 


The company’s chart of accounts follows: 


101 Cash 401 Storage Fees Earned 

106 Accounts Receivable 606 Depreciation Expense—Buildings 
124 Office Supplies 622 Salaries Expense 

128 Prepaid Insurance 637 Insurance Expense 

173 Buildings 640 Rent Expense 

174 Accumulated Depreciation—Buildings 650 Office Supplies Expense 

209 Salaries Payable 684 Repairs Expense 

301 L. Fogle, Capital 688 Telephone Expense 

302 L. Fogle, Withdrawals 901 Income Summary 


Required 
1. Use the balance column format to set up each ledger account listed in its chart of accounts. 


2. Prepare journal entries to record the transactions for July and post them to the ledger accounts. Record 
Check (3) Unadj. trial balance prepaid and unearned items in balance sheet accounts. 
totals, $148,800 3. Prepare an unadjusted trial balance as of July 31. 
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4. Use the following information to journalize and post adjusting entries for the month: 
a. Two-thirds of one month’s insurance coverage has expired. (4a) Dr. Insurance Expense, 
b. At the end of the month, $1,550 of office supplies are still available. $300 
c. This month’s depreciation on the buildings is $1,200. 
d. An employee earned $180 of unpaid and unrecorded salary as of month-end. 





e. The company earned $950 of storage fees that are not yet billed at month-end. 5) Netincome, $2,570; 
5. Prepare the income statement and the statement of owner’s equity for the month of July and the bal- L. Fogle, Capital (7/31/2011), $140,970; 
ance sheet at July 31, 2011. Total assets, $141,150 
6. Prepare journal entries to close the temporary accounts and post these entries to the ledger. (7) Pe rial balance totale, 
7. Prepare a post-closing trial balance. $142,350 
Heel-To-Toe Shoes’ adjusted trial balance on December 31, 2011, follows. Problem 4-3B 


Preparing trial balances, closing 
entries, and financial statements 
HEEL-TO-TOE SHOES 


Adjusted Trial Balance C3 P2 P3 


December 31,2011 


Account Title 





OL {Chon oaddicovosttonnoosboonossbenepadsans $ 13,450 
125 Store: Supplies n a A A A A 4,140 
IDSIe ere paldiinsUnance aaee ntti tenth rset: 2,200 
GY Equ pment E 33,000 
168 Accumulated depreciation—Equipment ........ $ 9,000 
201 Accounts payable ...................0.-005- 1,000 
DOR Vasesipayableteerrra i ristieania tanta teat t 3,200 
30 ee PloltxGapital liver tant aren tener tenes 31,650 
302 P Holt Withdrawals aee ae e areas 16,000 
401 Repalatcestcaincd inte tat E 62,000 
612 Depreciation expense—Equipment............ 3,000 
623 Wages expense: n ma shone: A witeere 28,400 
637 Insurance expense oree e eee eieststie idles 1,100 
Can) RENC Ex pense mE E E 2,400 
651 Store supplies expense ..................04. 1,300 
690 U tilitiesiexpense Pra a 1,860 

MAAG nosacovsen coonoohtaovensgendnasbede $106,850 $106,850 


Required 

1. Prepare an income statement and a statement of owner’s equity for the year 2011, and a classified bal- Check (1) Ending capital balance, 
ance sheet at December 31, 2011. There are no owner investments in 2011. $39,590 

2. Enter the adjusted trial balance in the first two columns of a six-column table. Use the middle two (2) P-C trial balance totals, 


columns for closing entry information and the last two columns for a post-closing trial balance. Insert $52,790 
an Income Summary account (No. 901) as the last item in the trial balance. 


3. Enter closing entry information in the six-column table and prepare journal entries for it. 


Analysis Component 


4. Assume for this part only that 


a. None of the $1,100 insurance expense had expired during the year. Instead, assume it is a prepay- 
ment of the next period’s insurance protection. 


b. There are no earned and unpaid wages at the end of the year. (Hint: Reverse the $3,200 wages pay- 
able accrual.) 


Describe the financial statement changes that would result from these two assumptions. 
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Problem 4-4B 
Preparing closing entries, 
financial statements, and ratios 


C3 Al P2 


Check (1) Total assets (12/31/2011), 
$145,500; Net income, $19,440 


The adjusted trial balance for Giovanni Co. as of December 31, 2011, follows. 





101 
104 
126 
128 
167 
168 
173 
174 
183 
201 
203 
208 
210 
213 
233 
251 
301 
302 
401 
406 
407 
409 
606 
612 
623 
633 
637 
640 
652 
682 
683 
684 
688 
690 


GIOVANNI COMPANY 
Adjusted Trial Balance 


December 31, 2011 


Account Title Debit 

CHAN apsdocsapenocanisoadsgnepoveunanonat $ 6,400 
Short-term investments ............0.000e0ee 10,200 
SUPPUIES <n ovea pono cancenensoscnacsamenenes 3,600 
Rrepaidlinsujance a ema e dta tae tera tt ts 800 
eine e 18,000 
Accumulated depreciation—Equipment ........ 

EMitWy coocdonenocanessoceonenaseananenas 90,000 
Accumulated depreciation—Building .......... 

et) npcoocdgnevodauessoconsenousanenenas 28,500 


Accountsipayable merr tetramer tnt enacts 
Interestipayable m m r 
Rent payable m A etter ten ats 
Wagesipayabie m a 
Property taxes payable ...................... 
Unearned professional fees .................. 
Long-term notes payable .................... 
J- Gioyanni Capitali re meter rier rir ret ers 
J. Giovanni, Withdrawals .................... 6,000 
Professional fees earned .................... 
RENEGAMEE] sone gooannendosnGeovoaubeouods 
Dividendsicanned ea e E tr nena rene: 


Interestiearned oemoer cucu een e rE e iia 


Depreciation expense—Building .............. 2,000 
Depreciation expense—Equipment............ 1,000 
WEES XGEIES coocoogenoasuscnacagnencoas 17,500 
Interestiexpenseie a e A E 1,200 
Insurance expense oo oeee eeen eee nee 1,425 
Rent eXPENS EAA A E A A set 1,800 
SUPPIIESIEXPENS E oocaccenccnosevovecesnceas 900 
Rostagerexpense rrer E tr etree 310 
Propeneyitaxesiexpens emm ern E lta tanta tet 3,825 
Repairsrexpense Pera E T 579 
Melephonelexpense arre e 421 
Wtilities EXPENSE n n e a E ate 1,820 
TAE oevocegnendcoupavonaonendepanensods $196,280 


Credit 


$ 3,000 
9,000 


2,500 
1,400 
200 
1,180 
2,330 
650 
32,000 
91,800 


47,000 
3,600 
500 
1,120 


$196,280 


J. Giovanni invested $30,000 cash in the business during year 2011 (the December 31, 2010, credit balance 
of the J. Giovanni, Capital account was $61,800). Giovanni Company is required to make a $6,400 payment 
on its long-term notes payable during 2012. 


Required 


1. Prepare the income statement and the statement of owner’s equity for the calendar year 2011 and the 
classified balance sheet at December 31, 2011. 


2. Prepare the necessary closing entries at December 31, 2011. 


3. Use the information in the financial statements to calculate these ratios: (a) return on assets (total as- 
sets at December 31, 2010, were $150,000), (b) debt ratio, (c) profit margin ratio (use total revenues 
as the denominator), and (d) current ratio. 
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The following unadjusted trial balance is for Crush Demolition Company as of the end of its April 30, 
2011, fiscal year. The April 30, 2010, credit balance of the owner’s capital account was $36,900, and the 
owner invested $30,000 cash in the company during the 2011 fiscal year. 























A B Cc 

1 CRUSH DEMOLITION COMPANY 
2 Unadjusted Trial Balance 
3 April 30, 2011 
4 No. Account Title Debit Credit 
5 101 Cash $ 9,000 
6 126| Supplies 18,000 
7 128| Prepaid insurance 14,600 
8 167| Equipment 140,000 
9 168| Accumulated depreciation—Equipment $ 10,000 
10 201 Accounts payable 16,000 
11 203 Interest payable 0 
12 208 Rent payable 0 
13 210) Wages payable 0 
14 213 Property taxes payable 0 
15 251 Long-term notes payable 20,000 
16 301| J. Bonair, Capital 66,900 
17 302| J. Bonair, Withdrawals 24,000 
18 401 | Demolition fees earned 177,000 
19 612| Depreciation expense—Equipment 0 
20 623 Wages expense 51,400 
21 633 Interest expense 2,200 
22 637 | Insurance expense 0 
23 640 Rent expense 8,800 
24 652 | Supplies expense 0 
25 683 | Property taxes expense 8,400 
26 684 Repairs expense 6,700 
27 690 | Utilities expense 6,800 
28 Totals $289,900 $289,900 
29 

Required 


1. Prepare a 10-column work sheet for fiscal year 2011, starting with the unadjusted trial balance and 
including adjustments based on these additional facts. 


a. The supplies available at the end of fiscal year 2011 had a cost of $8,100. 
b. The cost of expired insurance for the fiscal year is $11,500. 

c. Annual depreciation on equipment is $18,000. 
d 


. The April utilities expense of $700 is not included in the unadjusted trial balance because the bill 
arrived after the trial balance was prepared. The $700 amount owed needs to be recorded. 


e 


The company’s employees have earned $2,200 of accrued wages at fiscal year-end. 


Ti 


The rent expense incurred and not yet paid or recorded at fiscal year-end is $5,360. 


g. Additional property taxes of $450 have been assessed for this fiscal year but have not been paid or 
recorded in the accounts. 


h. The long-term note payable bears interest at 12% per year. The unadjusted Interest Expense ac- 
count equals the amount paid for the first 11 months of the 2011 fiscal year. The $200 accrued in- 
terest for April has not yet been paid or recorded. (Note that the company is required to make a 
$4,000 payment toward the note payable during the 2012 fiscal year.) 
2. Enter adjusting and closing information in the work sheet; then journalize the adjusting and closing 
entries. 


3. Prepare the income statement and the statement of owner’s equity for the year ended April 30 and the 
classified balance sheet at April 30, 2011. 
Analysis Component 


4. Analyze the following separate errors and describe how each would affect the 10-column work sheet. 
Explain whether the error is likely to be discovered in completing the work sheet and, if not, the effect 
of the error on the financial statements. 


a. Assume the adjustment for expiration of the insurance coverage consisted of a credit to Prepaid 
Insurance and a debit to Insurance Expense for $3,100, when the correct amount was $11,500. 

b. When the adjusted trial balance in the work sheet is completed, assume that the $6,700 Repairs 
Expense account balance is extended to the Debit column of the balance sheet columns. 


Problem 4-5B 

Preparing a work sheet, 
adjusting and closing entries, 
and financial statements 


C3 Pi P2 


Check (3) Total assets, $132,200; 
current liabilities, $28,910; Net 
income, $44,390 
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Problem 4-6B4 The following six-column table for Solutions Co. includes the unadjusted trial balance as of December 31, 
Preparing adjusting, reversing, 2011. 
and next period entries 
P4 A B C D E F G 
1 SOLUTIONS COMPANY 
2 December 31, 2011 
3 Unadjusted Adjusted 
A Trial Balance Adjustments | Trial Balance 
5 Account Title 3 
6 Cash $ 9,000 
7 Accounts receivable 0 
8 Supplies 6,600 
9 Machinery 40,100 
10 Accumulated depreciation—Machinery $15,800 
11 Interest payable 0 
12 Salaries payable 0 
13 Unearned rental fees 5,200 
14 Notes payable 20,000 
15 G. Clay, Capital 13,200 
16 G. Clay, Withdrawals 10,500 
17 Rental fees earned 37,000 
18 Depreciation expense—Machinery 0 
19 Salaries expense 23,500 
20 Interest expense 1,500 
21 Supplies expense 0 
22 Totals $91,200 $91,200 
23 
Required 


1. Complete the six-column table by entering adjustments that reflect the following information: 

a. As of December 31, 2011, employees had earned $420 of unpaid and unrecorded wages. The next 
payday is January 4, at which time $1,250 in wages will be paid. 

b. The cost of supplies still available at December 31, 2011, is $2,450. 

c. The notes payable requires an interest payment to be made every three months. The amount of 
unrecorded accrued interest at December 31, 2011, is $500. The next interest payment, at an 
amount of $600, is due on January 15, 2012. 

d. Analysis of the unearned rental fees shows that $3,100 remains unearned at December 31, 2011. 

e. In addition to the machinery rental fees included in the revenue account balance, the company has 
earned another $2,350 in unrecorded fees that will be collected on January 31, 2012. The company 


Check (1) Adjusted trial balance is also expected to collect $4,400 on that same day for new fees earned in January 2012. 
totals, $98,270 f. Depreciation expense for the year is $3,800. 
2. Prepare journal entries for the adjustments entered in the six-column table for part 1. 


3. Prepare journal entries to reverse the effects of the adjusting entries that involve accruals. 
4. Prepare journal entries to record the cash payments and cash collections described for January. 


SERIAL PROBLEM (This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 
Business Solutions ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
P? P3 the Working Papers that accompany the book.) 
SP 4 The December 31, 2011, adjusted trial balance of Business Solutions (reflecting its transactions 
from October through December of 2011) follows. 
No. Account Title Debit Credit 
101 Cash oa e a cin E E ST E E EEE EES $ 48,372 
106 Accountsireceivables rone a a aa aE E a A RA EE 5,668 
PEC omputerdsUpplies eaa tt tat etre ee 580 
128 Rrepaidtinsunancewer onrerern ici ren trae ee nc 1,665 


[continued on next page] 
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[continued from previous page] 


131 Prepaid rent spimes e useses exsasie saone Saans PE E EU aE 825 

lés OES EJUPMEN E E E E eres 8,000 

164 Accumulated depreciation—Office equipment ............ $ 400 

1675 SsGomputerequipment wae irae crate vente ere eters 20,000 

168 Accumulated depreciation—Computer equipment ........ 1,250 

201 ACCOUNTS payable@an a ern rte rT A 1,100 

2\OtNNages payablesereatern mete eet were rei eer 500 

236 Unearned computer services revenue ................0. 1,500 

30 SiRey:Gapitaler st teta ret eet eer ween re eer 73,000 

302 S Rey: Withdrawals ee cet ere ery meer eer 7,100 

403 Computer services revenue ...............0ee cece cues 31,284 

612 Depreciation expense—Office equipment ............... 400 

613 Depreciation expense—Computer equipment ............ 1,250 

623: 9 = Wageslexpense merrer eseese ean e eean ea e 3,875 

637 Insurance expense meere demic cs cere se e a EG 555 

640 Rentiexpense ro ame o ie E E EE EEE 2,475 

652 Computer supplies expense n. n m a a eee eee 3,065 

655 Advertising expense nnn e a ri iietirr retire 2,753 

676  Mileageexpense mee ene ee eee a a siete 896 

677 Miscellaneous expenses ...............00 0c scence eee 250 

684 Repairs expense—Computer ..................000000e 1,305 

901 Income summary ma eer cee terrence A 0 
Aer eer ea eon A een re enn carte $109,034 $109,034 


Required 


1. Record and post the necessary closing entries for Business Solutions. 
2. Prepare a post-closing trial balance as of December 31, 2011. 


Beyond the Numbers 


BTN 4-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. 


Required 

1. For the fiscal year ended February 27, 2010, what amount is credited to Income Summary to summarize 
its revenues earned? 

2. For the fiscal year ended February 27, 2010, what amount is debited to Income Summary to summarize 
its expenses incurred? 

3. For the fiscal year ended February 27, 2010, what is the balance of its Income Summary account 
before it is closed? 

4. In its statement of cash flows for the year ended February 27, 2010, what amount of cash is paid in 
dividends to common stockholders? 


Fast Forward 


5. Access RIM’s annual report for fiscal years ending after February 27, 2010, at its Website (RIM.com) 
or the SEC’s EDGAR database (www.SEc.gov). How has the amount of net income closed to Income 
Summary changed in the fiscal years ending after February 27, 2010? How has the amount of cash 
paid as dividends changed in the fiscal years ending after February 27, 2010? 


BTN 4-2 Key figures for the recent two years of Research In Motion and Apple follow. 





y Research In Motion Apple 
Key Figures = 
($ millions) Current Year Prior Year Current Year Prior Year 
Current assets........... $5,813 $4,842 $31,555 $30,006 
Current liabilities......... 2,432 2,115 11,506 11,361 
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Check Post-closing trial balance 
totals, $85,110 


REPORTING IN 
ACTION 


C1 z A 


RIM 





COMPARATIVE 
ANALYSIS 


Al a 
RIM 
Apple 
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Required 

1. Compute the current ratio for both years for both companies. 

2. Which company has the better ability to pay short-term obligations according to the current ratio? 
3. Analyze and comment on each company’s current ratios for the past two years. 

4. How do RIM’s and Apple’s current ratios compare to their industry (assumed) average ratio of 2.4? 





ETHICS CHALLENGE 


am I | 


BTN 4-3 On January 20, 2011, Tamira Nelson, the accountant for Picton Enterprises, is feeling pressure to 
complete the annual financial statements. The company president has said he needs up-to-date financial state- 
ments to share with the bank on January 21 at a dinner meeting that has been called to discuss Picton’s obtain- 
ing loan financing for a special building project. Tamira knows that she will not be able to gather all the needed 
information in the next 24 hours to prepare the entire set of adjusting entries. Those entries must be posted 
before the financial statements accurately portray the company’s performance and financial position for the 
fiscal period ended December 31, 2010. Tamira ultimately decides to estimate several expense accruals at the 
last minute. When deciding on estimates for the expenses, she uses low estimates because she does not want 
to make the financial statements look worse than they are. Tamira finishes the financial statements before the 
deadline and gives them to the president without mentioning that several account balances are estimates that 
she provided. 


Required 


1. Identify several courses of action that Tamira could have taken instead of the one she took. 
2. If you were in Tamira’s situation, what would you have done? Briefly justify your response. 





COMMUNICATING 
IN PRACTICE 


Ci P2 


BTN 4-4 Assume that one of your classmates states that a company’s books should be ongoing and 
therefore not closed until that business is terminated. Write a half-page memo to this classmate explaining 
the concept of the closing process by drawing analogies between (1) a scoreboard for an athletic event and 
the revenue and expense accounts of a business or (2) a sports team’s record book and the capital account. 
(Hint: Think about what would happen if the scoreboard is not cleared before the start of a new game.) 





TAKING IT TO 
THE NET 


“© 8 


BTN 4-5 Access Motley Fool’s discussion of the current ratio at Fool.com/School/Valuation/ 
CurrentAndQuickRatio.htm. (If the page changed, search that site for the current ratio.) 








Required 

1. What level for the current ratio is generally regarded as sufficient to meet near-term operating needs? 
2. Once you have calculated the current ratio for a company, what should you compare it against? 

3. What are the implications for a company that has a current ratio that is too high? 





TEAMWORK IN 
ACTION 


P1 P2 P3 


BTN 4-6 The unadjusted trial balance and information for the accounting adjustments of Noseworthy In- 
vestigators follow. Each team member involved in this project is to assume one of the four responsibilities 
listed. After completing each of these responsibilities, the team should work together to prove the accounting 
equation utilizing information from teammates (1 and 4). If your equation does not balance, you are to work 
as a team to resolve the error. The team’s goal is to complete the task as quickly and accurately as possible. 


Unadjusted Trial Balance 





Account Title Debit Credit 
Cashi ninia EREE E OEE $15,000 
Supplies: {4 miine EEE EEEE I E EE 11,000 
Prepaid insurance ................0 00 eee eee 2,000 
Equipment s.cnsseoee Citas kates Gs Tina 24,000 
Accumulated depreciation—Equipment ........ $ 6,000 
Accounts payable ............. 0.00.00 e eee 2,000 
D. Noseworthy, Capital ...............0.0000, 31,000 
D. Noseworthy, Withdrawals ..............00. 5,000 
Investigation fees earned ............00..0005 32,000 
Rent expense .......... 0. cece cece 14,000 





MO tal Se 2 sical edit angie herent dar Gies eenean s $71,000 $71,000 
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Additional Year-End Information 


a. Insurance that expired in the current period amounts to $1,200. 

b. Equipment depreciation for the period is $3,000. 

c. Unused supplies total $4,000 at period-end. 

d. Services in the amount of $500 have been provided but have not been billed or collected. 


Responsibilities for Individual Team Members 

1. Determine the accounts and adjusted balances to be extended to the balance sheet columns of the work 
sheet for Noseworthy. Also determine total assets and total liabilities. 

2. Determine the adjusted revenue account balance and prepare the entry to close this account. 

3. Determine the adjusted account balances for expenses and prepare the entry to close these accounts. 


4. Prepare T-accounts for both D. Noseworthy, Capital (reflecting the unadjusted trial balance amount) and 
Income Summary. Prepare the third and fourth closing entries. Ask teammates assigned to parts 2 and 3 
for the postings for Income Summary. Obtain amounts to complete the third closing entry and post both 
the third and fourth closing entries. Provide the team with the ending capital account balance. 


5. The entire team should prove the accounting equation using post-closing balances. 
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BTN 4-7 Review this chapter’s opening feature involving Keith Mullin and his Gamer Grub business. 


1. Explain how a classified balance sheet can help Keith Mullin know what bills are due when, and 
whether he has the resources to pay those bills. 


2. Why is it important for Keith Mullin to match costs and revenues in a specific time period? How do 
closing entries help him in this regard? 


3. What objectives are met when Keith Mullin applies closing procedures each fiscal year-end? 


ENTREPRENEURIAL 
DECISION 


NEROB 





BTN 4-8 Select a company that you can visit in person or interview on the telephone. Call ahead to the 
company to arrange a time when you can interview an employee (preferably an accountant) who helps prepare 
the annual financial statements. Inquire about the following aspects of its accounting cycle: 


1. Does the company prepare interim financial statements? What time period(s) is used for interim 
statements? 

Does the company use the cash or accrual basis of accounting? 

Does the company use a work sheet in preparing financial statements? Why or why not? 

Does the company use a spreadsheet program? If so, which software program is used? 


VCP wr 


How long does it take after the end of its reporting period to complete annual statements? 


HITTING THE 
ROAD 


2@ 





BTN 4-9 Nokia (www.Nokia.com) is a leading global manufacturer of mobile devices and services. The 
following selected information is available from Nokia’s financial statements. 


(Euro millions) CurrentYear Prior Year 


Current assets ........... 23,613 24,470 
Current liabilities......... 15,188 20,355 


Required 


1. Compute Nokia’s current ratio for both the current year and the prior year. 
2. Comment on any change from the prior year to the current year for the current ratio. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. 
2. 
3. 


© oO 0 
o 


GLOBAL DECISION 
"a 


NOKIA 


-Accounting for 
Merchandising Operations 











A Look Back A Look at This Chapter A Look Ahead 


Chapters 3 and 4 focused on the final This chapter emphasizes merchandising Chapter 6 extends our analysis of 

steps of the accounting process. We activities. We explain how reporting mer merchandising activities and focuses on 
explained the importance of proper chandising activities differs from reporting the valuation of inventory. Topics include 
revenue and expense recognition and service activities. We also analyze and the items in inventory, costs assigned, 
described the adjusting and closing record merchandise purchases and sales costing methods used, and inventory 
processes. We also prepared financial transactions, and explain the adjustments estimation techniques. 

statements. and closing process for merchandisers. 
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CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Describe merchandising activities and A Compute the acid-test ratio and explain P1 Analyze and record transactions for 
identify income components for a its use to assess liquidity. (p. 196) merchandise purchases using a 
merchandising company. (p. 180) ; perpetual system. (p. 182) 
A Compute the gross margin ratio 
C2 Identify and explain the inventory and explain its use to assess P? Analyze and record transactions for 
asset and cost flows of a profitability. (p. 196) merchandise sales using a perpetual 


merchandising company. (p. 181) system. (p. 187) 


P3 Prepare adjustments and close 
accounts for a merchandising 
company. (p. 190) 


P4 Define and prepare multiple- 
step and single-step income 
statements. (p. 192) 


Ph Appendix 5A—Record and compare 

merchandising transactions using both 
periodic and perpetual inventory 

LP5 systems. (p. 201) 





“We are changing history and . . . we are all going to make a 
whole lot of money” 


— SELENA CUFFE 





LOS ANGELES—Selena Cuffe was in Johannesburg as part of a 
student exchange program when she discovered wine at the 
Soweto Wine Festival. “They have wine here?” asked a puzzled 
Selena. That festival unleashed Selena’s passion to pursue 
the merchandising of wine. But not just any wine—she would 
import and distribute wine produced by indigenous African 
vintners. She and her husband, Khary, launched 

(HeritageLinkBrands.com). Our mission, says Selena, 
is “to showcase the very best wines from Africa and the 
African Diaspora.” 

But the start-up was a struggle. “Our business is a family 
business so whatever decisions we make have to be made 
with the best interest of my family and those we work with,” 
explains Selena. She describes how the business required a 
merchandising accounting system to account for purchases and 
sales transactions and to effectively track the levels of the vari- 
ous wines. Inventory was especially important to account for 
and monitor. Khary explains, “It is very easy to underestimate 
expenses.” 

To succeed, Selena and Khary needed to make smart busi- 
ness decisions. They set up an accounting system to capture and 





communicate costs and sales information. Tracking merchandis- 
ing activities was necessary to set prices and to manage dis- 
counts, allowances, and returns of both sales and purchases. A 
perpetual inventory system enabled them to stock the right kind 
and amount of merchandise and to avoid the costs of out-of-stock 
and excess inventory. Khary stressed that they monitored current 
assets and current liabilities (working capital). “Understand work- 
ing capital,” insists Khary. “If you don’t understand working capi- 
tal, stop right here and open an accounting book.” 

Mastering accounting for merchandising is a means to an 
end for Selena and Khary. “My training is really about how to run 
a successful business,” says Selena. “How to get the most 
profit you can out of something.” Still, Selena recognizes that 
her merchandising business is more than profits and losses. 
“What we're able to do and how we're able to make an impact 
with this business only matters in as much as the people here 
and on the continent are able to be successful and thrive.” 


[Sources: Heritage Link Brands Website, January 2011; TIME, September 
2007; Black Enterprise, May 2009; Inc, March 2009] 





Chapter Preview 





Buyers of merchandise expect many products, discount prices, | merchandising activities and explain the new financial statement 
inventory on demand, and high quality. This chapter introduces items created by merchandising activities. We also analyze and 
the accounting practices used by companies engaged in record merchandise purchases and sales, and explain the 
merchandising. We show how financial statements reflect adjustments and the closing process for these companies. 


Accounting for Merchandising Operations 


Merchandising Merchandising Merchandising AccountinaGicie Financial 
Activities Purchases Sales a Statement Formats 


e Reporting income e Purchase discounts e Sales of e Adjusting entries e Multiple-step 

e Reporting inventory e Purchase returns merchandise e Preparing financial income statement 
e Operating cycles and allowances e Sales discounts statements e Single-step income 
e Inventory systems e Transportation costs e Sales returns and e Closing entries statement 





e Classified balance 
sheet 


allowances 





MERCHANDISING ACTIVITIES 


Describe merchandisa Previous chapters emphasized the accounting and reporting activities of service companies. A 
C1 activities and identify merchandising company’s activities differ from those of a service company. Merchandise 
income components for a consists of products, also called goods, that a company acquires to resell to customers. A 
merchandising company. merchandiser earns net income by buying and selling merchandise. Merchandisers are often 
identified as either wholesalers or retailers. A wholesaler is an intermediary that buys products 
from manufacturers or other wholesalers and sells them to retailers or other wholesalers. A 
retailer is an intermediary that buys products from manufacturers or wholesalers and sells them 

to consumers. Many retailers sell both products and services. 














Reporting Income for a Merchandiser 


Net income for a merchandiser equals revenues from selling merchandise minus both the cost of 
merchandise sold to customers and the cost of other expenses for the period, see Exhibit 5.1. The 


EXHIBIT 5.1 Service Company 
Computing Income for a Minus Equals NE 
Merchandising Company Revenues = Expenses = 4 3 
versus a Service Company income 
Merchandiser 
Minus Equals Minus Equals 
Net Cost of Gross | Expenses i : Net 
sales goods sold profit income 


usual accounting term for revenues from selling merchandise is sales, and the term used for the 
expense of buying and preparing the merchandise is cost of goods sold. (Some service companies 
use the term sales instead of revenues; and cost of goods sold is also called cost of sales.) 

; : The income statement for Z-Mart in Exhibit 5.2 illustrates these key components of a 
Point: Fleming, SuperValu, and fandi p . The fi li h h d ited f 
SYSCO are wholesalers. Gap, Oakley, Merchandiser’s net income. The first two lines show that products are acquired at a cost o 
Target, and Walmart are retailers. $230,400 and sold for $314,700. The third line shows an $84,300 gross profit, also called 
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a EXHIBIT 5.2 


Income Statement Merchandiser’s Income Statement 


For Year Ended December 31, 2011 





WNetssles.4 ea ne E a A e aA $314,700 
Cost of goods sold ......... 230,400 
Gross profit e eee 84,300 
Expenses r a 71,400 
Net income ree ereo see aea $ 12,900 





. ; ae Point: Analysis of gross profit is 
gross margin, which equals net sales less cost of goods sold. Additional expenses of $71,400 ihibeneavie to efectiva busiñess daciatiina, 


are reported, which leaves $12,900 in net income. and is described later in the chapter. 


Reporting Inventory for a Merchandiser 





A merchandiser’s balance sheet includes a current asset called merchandise inventory, an item identi and explain the 
not on a service company’s balance sheet. Merchandise inventory, or simply inventory, refers C2 inventory asset and cost 
to products that a company owns and intends to sell. The cost of this asset includes the cost flows of a merchandising 
incurred to buy the goods, ship them to the store, and make them ready for sale. company. 











Operating Cycle for a Merchandiser 


A merchandising company’s operating cycle begins by 
purchasing merchandise and ends by collecting cash 
from selling the merchandise. The length of an operat- 
ing cycle differs across the types of businesses. Depart- 
ment stores often have operating cycles of two to five 
months. Operating cycles for grocery merchants usu- 
ally range from two to eight weeks. 

Exhibit 5.3 illustrates an operating cycle for a 
merchandiser with credit sales. The cycle moves from 
(a) cash purchases of merchandise to (b) inventory for 
sale to (c) credit sales to (d) accounts receivable to 
(e) cash. Companies try to keep their operating cycles 
short because assets tied up in inventory and receivables 
are not productive. Cash sales shorten operating cycles. 


EXHIBIT 5.3 
Merchandiser's Operating Cycle 





(b) Merchandise 
inventory 


(d) Accounts 
receivable 


(C) Creat 58°” 


Inventory Systems 


Cost of goods sold is the cost of merchandise sold to customers during a period. It is often the 
largest single expense on a merchandiser’s income statement. Inventory refers to products a 
company owns and expects to sell in its normal operations. Exhibit 5.4 shows that a company’s 
merchandise available for sale consists of what it begins with (beginning inventory) and what it 


Beginning Net EXHIBIT 5.4 
inventory T purchases Merchandiser's Cost Flow for a 
Single Time Period 
I Point: Mathematically, Exhibit 5.4 says 
BI + NP = MAS, 


= Merchandise ; eiei : 
‘lable f al where BI is beginning inventory, NP is 
ee ale torsa net purchases, and MAS is merchandise 


available for sale. Exhibit 5.4 also says 
MAS = El + COGS, 
which can be rewritten as MAS — El = 


Ending Cost of COGS or MAS — COGS = El, where 
+ goods sold El is ending inventory and COGS is cost 


invento 
2 of goods sold. 
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Point: Growth of superstores such as 
Costco and Sam’s is fueled by efficient 
use of perpetual inventory. 
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purchases (net purchases). The merchandise available is either sold (cost of goods sold) or kept 
for future sales (ending inventory). 

Two alternative inventory accounting systems can be used to collect information about cost of 
goods sold and cost of inventory: perpetual system or periodic system. The perpetual inventory 
system continually updates accounting records for merchandising transactions—specifically, for 
those records of inventory available for sale and inventory sold. The periodic inventory system 
updates the accounting records for merchandise transactions only at the end of a period. Techno- 
logical advances and competitive pressures have dramatically increased the use of the perpetual 
system. It gives managers immediate access to detailed information on sales and inventory levels, 
where they can strategically react to sales trends, cost changes, consumer tastes, and so forth, to 
increase gross profit. (Some companies use a hybrid system where the perpetual system is used 
for tracking units available and the periodic system is used to compute cost of sales.) 


Quick Check Answers — p. 207 [ví 


1. Describe a merchandiser's cost of goods sold. 
2. What is gross profit for a merchandising company? 
3. Explain why use of the perpetual inventory system has dramatically increased. 





The following sections, consisting of the next 10 pages on purchasing, selling, and adjusting merchandise, 
use the perpetual system. Appendix 5A uses the periodic system (with the perpetual results on the side). An 
instructor can choose to cover either one or both inventory systems. 











ACCOUNTING FOR MERCHANDISE PURCHASES 





P1 Analyze and record 
transactions for 
merchandise purchases 
using a perpetual system. 











Assets = Liabilities + Equity 
+1,200 
—1,200 


Point: The Merchandise Inventory 
account reflects the cost of goods 
available for resale. 


The cost of merchandise purchased for resale is recorded in the Merchandise Inventory asset 
account. To illustrate, Z-Mart records a $1,200 cash purchase of merchandise on November 2 
as follows: 


Nov. 2 Merchandise Inventory -< se ere eee reee e e e 1,200 
Caserne deca cine aE ERE E OREN 1,200 
Purchased merchandise for cash. 


The invoice for this merchandise is shown in Exhibit 5.5. The buyer usually receives the origi- 
nal invoice, and the seller keeps a copy. This source document serves as the purchase invoice 
of Z-Mart (buyer) and the sales invoice for Trex (seller). The amount recorded for merchandise 
inventory includes its purchase cost, shipping fees, taxes, and any other costs necessary to 
make it ready for sale. This section explains how we compute the recorded cost of merchandise 
purchases. 


@ Decision Ir 





Trade Discounts When a manufacturer or wholesaler prepares a catalog of items it has for sale, it usu- 
ally gives each item a list price, also called a catalog price. However, an item's intended selling price equals 
list price minus a given percent called a trade discount. The amount of trade discount usually depends on 
whether a buyer is a wholesaler, retailer, or final consumer. A wholesaler buying in large quantities is often 
granted a larger discount than a retailer buying in smaller quantities. A buyer records the net amount of 

list price minus trade discount. For example, in the November 2 purchase of merchandise by Z-Mart, the 
merchandise was listed in the seller's catalog at $2,000 and Z-Mart received a 40% trade discount. This 
meant that Z-Mart's purchase price was $1,200, computed as $2,000 — (40% x $2,000). E 
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INVOICE ” TRE : 


























SOLD TO ®© 
| Firm Name | Z-Mart Invoice 
AOUT] Tom Novak, Purchasing Agent Date | Number 














11/2/11 





10 Michigan Street 
Chicago 
BES inos 3/6052 











































P.O. Date | Salesperson | Terms | — Freight 


10/30/11 #141 2/10, n/30 FOB Destination 







Model No. Description | Quantity | 


Challenger X7 
Speed Demon 














490 
710 








See reverse for terms of sale and returns. SubTotal 
a Tax | 
G) Total 








Key: © Seller © Invoice date ©) Purchaser ©) Order date © Credit terms 
(©) Freight terms (T) Goods (8) Total invoice amount 


ce 








Purchase Discounts 


The purchase of goods on credit requires a clear statement of expected future payments and 
dates to avoid misunderstandings. Credit terms for a purchase include the amounts and timing 
of payments from a buyer to a seller. Credit terms usually reflect an industry’s practices. To 
illustrate, when sellers require payment within 10 days after the end of the month of the invoice 
date, the invoice will show credit terms as “n/10 EOM,” which stands for net 10 days after end 
of month (EOM). When sellers require payment within 30 days after the invoice date, the in- 
voice shows credit terms of “n/30,” which stands for net 30 days. 

Exhibit 5.6 portrays credit terms. The amount of time allowed before full payment is due is 
called the credit period. Sellers can grant a cash discount to encourage buyers to pay earlier. A 
buyer views a cash discount as a purchase discount. A seller views a cash discount as a sales 
discount. Any cash discounts are described in the credit terms on the invoice. For example, 
credit terms of “2/10, n/60” mean that full payment is due within a 60-day credit period, but 
the buyer can deduct 2% of the invoice amount if payment is made within 10 days of the invoice 
date. This reduced payment applies only for the discount period. 


Credit period 


Credit OO  — — Eyl 
Terms Discount* period 
—_ 
Date of 
invoice 
Te 
es | _—_—-—r-——r—FHHe 
Amount Due: Invoice price Due: Invoice price 
Due minus discount* 


*Discount refers to a purchase discount for a buyer and a sales discount for a seller. 
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EXHIBIT 5.5 


Invoice 


Point: Since both the buyer and seller 
know the invoice date, this date is used in 
setting the discount and credit periods. 


EXHIBIT 5.6 


Credit Terms 
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Point: Appendix 5A repeats journal en- 
tries a through f using a periodic 
inventory system. 


Assets = Liabilities + Equity 
+1,200 +1,200 


Assets = Liabilities + Equity 
—24 —1,200 
—1,176 


Point: These entries illustrate what is 
called the gross method of accounting for 
purchases with discount terms. 


Point: The sender (maker) of a debit 
memorandum will debit the account of 

the memo’s receiver. The memo’s receiver 
will credit the sender’s account. 
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To illustrate how a buyer accounts for a purchase discount, assume that Z-Mart’s $1,200 pur- 
chase of merchandise is on credit with terms of 2/10, n/30. Its entry is 


(a) Nov. 2 Merchandise Inventory aaa e A 1,200 


Accounts Payables er seein ons sarees aersenree cass 1,200 


Purchased merchandise on credit, invoice 
dated Nov. 2, terms 2/10, n/30. 


If Z-Mart pays the amount due on (or before) November 12, the entry is 


1,200 
Merchandise Inventory ................0.0005 24 
1,176 


(b) Nov. 12 


Paid for the $1,200 purchase of Nov. 2 less the 
discount of $24 (2% X $1,200). 


The Merchandise Inventory account after these entries reflects the net cost of merchandise 
purchased, and the Accounts Payable account shows a zero balance. Both ledger accounts, in 
T-account form, follow: 


Merchandise Inventory Accounts Payable 





Nov. 2 1,200 | Nov. 12 24 Nov. 12 1,200 | Nov. 2 1,200 





Balance 0 








Balance 1,176 


A buyer’s failure to pay within a discount period can be expensive. To illustrate, if Z-Mart does 
not pay within the 10-day 2% discount period, it can delay payment by 20 more days. This de- 
lay costs Z-Mart $24, computed as 2% X $1,200. Most buyers take advantage of a purchase 
discount because of the usually high interest rate implied from not taking it.’ Also, good cash 
management means that no invoice is paid until the last day of the discount or credit period. 


Answer — p. 206 





© Decision 


Entrepreneur You purchase a batch of products on terms of 3/10, n/90, but your company has limited 
cash and you must borrow funds at an 11% annual rate if you are to pay within the discount period. Do you 
take advantage of the purchase discount? W 


Purchase Returns and Allowances 


Purchase returns refer to merchandise a buyer acquires but then returns to the seller. A purchase 
allowance is a reduction in the cost of defective or unacceptable merchandise that a buyer 
acquires. Buyers often keep defective but still marketable merchandise if the seller grants an 
acceptable allowance. When a buyer returns or takes an allowance on merchandise, the buyer 
issues a debit memorandum to inform the seller of a debit made to the seller’s account in the 
buyer’s records. 


1 The implied annual interest rate formula is: 
(365 days + [Credit period — Discount period]) X Cash discount rate. 


For terms of 2/10, n/30, missing the 2% discount for an additional 20 days is equal to an annual interest rate of 
36.5%, computed as [365 days/(30 days — 10 days)] X 2% discount rate. Favorable purchase discounts are those 
with implied annual interest rates that exceed the purchaser’s annual rate for borrowing money. 
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Purchase Allowances To illustrate purchase allowances, assume that on November 15, 
Z-Mart (buyer) issues a $300 debit memorandum for an allowance from Trex for defective mer- 
chandise. Z-Mart’s November 15 entry to update its Merchandise Inventory account to reflect 
the purchase allowance is 


(c) Nov. 15 INET HALE 50 non ovagnovousgnovoorguonouess 300 
Merchandise Inventory ...................... 300 
Allowance for defective merchandise. 


The buyer’s allowance for defective merchandise is usually offset against the buyer’s current 
account payable balance to the seller. When cash is refunded, the Cash account is debited in- 
stead of Accounts Payable. 


Purchase Returns Returns are recorded at the net costs charged to buyers. To illustrate 
the accounting for returns, suppose Z-Mart purchases $1,000 of merchandise on June 1 with 
terms 2/10, n/60. Two days later, Z-Mart returns $100 of goods before paying the invoice. 
When Z-Mart later pays on June 11, it takes the 2% discount only on the $900 remaining bal- 
ance. When goods are returned, a buyer can take a purchase discount on only the remaining 
balance of the invoice. The resulting discount is $18 (2% X $900) and the cash payment is 
$882 ($900 — $18). The following entries reflect this illustration. 


June | Merchandisellnyentory erea e a tert 1,000 
Accounts Payable n aa oee R 1,000 


Purchased merchandise, invoice dated June |, 
terms 2/10, n/60. 


June 3 Accounts Payables es see eresas se ea ause aoeeoe siese 100 
Merchandise Inventory ...............+.2005- 100 


Returned merchandise to seller. 


une ccounts:Payablena aie) nera a reyes sus EIE svsnetenecousitets 

lI A Payabl 900 
Merchandise Inventory ..............-+00005 18 
Gases sie cloacae sia «aye grapana vara eranave eysya soniye oonient 882 


Paid for $900 merchandise ($1,000 — $100) 
less $18 discount (2% X $900). 


CX) Decision Answer — p. 206 





Credit Manager As a new credit manager, you are being trained by the outgoing manager. She explains 

that the system prepares checks for amounts net of favorable cash discounts, and the checks are dated the 

last day of the discount period. She also tells you that checks are not mailed until five days later, adding that 

“the company gets free use of cash for an extra five days, and our department looks better. When a supplier 
complains, we blame the computer system and the mailroom.” Do you continue this payment policy? E 


Transportation Costs and Ownership Transfer 


The buyer and seller must agree on who is responsible for paying any freight costs and who 
bears the risk of loss during transit for merchandising transactions. This is essentially the same 
as asking at what point ownership transfers from the seller to the buyer. The point of transfer is 
called the FOB (free on board) point, which determines who pays transportation costs (and 
often other incidental costs of transit such as insurance). 

Exhibit 5.7 identifies two alternative points of transfer. (1) FOB shipping point, also called 
FOB factory, means the buyer accepts ownership when the goods depart the seller’s place of 
business. The buyer is then responsible for paying shipping costs and bearing the risk of damage 
or loss when goods are in transit. The goods are part of the buyer’s inventory when they are in 
transit since ownership has transferred to the buyer. 1-800-FLOWERS.COM, a floral and gift 
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Assets = Liabilities + Equity 
—300 —300 


Example: Assume Z-Mart pays $980 
cash for $1,000 of merchandise pur- 
chased within its 2% discount period. 
Later, it returns $100 of the original 


$1,000 merchandise. The return entry is 
Casier eeren pukina 98 
Merchandise Inventory .... 98 
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EXHIBIT 5.7 


Ownership Transfer and 
Transportation Costs 


Point: The party not responsible for 
shipping costs sometimes pays the carrier. 
In these cases, the party paying these costs 
either bills the party responsible or, more 
commonly, adjusts its account payable or 
account receivable with the other party. 
For example, a buyer paying a carrier when 
terms are FOB destination can decrease 
its account payable to the seller by the 
amount of shipping cost. 


Assets = Liabilities + Equity 
+75 
=75 


EXHIBIT 5.8 


Itemized Costs of 
Merchandise Purchases 


Point: Some companies have separate 
accounts for purchase discounts, returns 
and allowances, and transportation-in. 
These accounts are then transferred to 
Merchandise Inventory at period-end. 
This is a hybrid system of perpetual and 
periodic. That is, Merchandise Inventory 
is updated on a perpetual basis but only 
for purchases and cost of goods sold. 
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Destination 


Shipping point Carrier 











Ownership Transfers | Transportation Costs 
When Goods Passed to Paid by 
FOB shipping point Carrier Buyer 
FOB destination Buyer Seller 

















merchandiser, and Bare Escentuals, a cosmetic manufacturer, both use FOB shipping point. 
(2) FOB destination means ownership of goods transfers to the buyer when the goods arrive 
at the buyer’s place of business. The seller is responsible for paying shipping charges and bears 
the risk of damage or loss in transit. The seller does not record revenue from this sale until 
the goods arrive at the destination because this transaction is not complete before that point. 
Kyocera, a manufacturer, uses FOB destination. 

Z-Mart’s $1,200 purchase on November 2 is on terms of FOB destination. This means Z-Mart 
is not responsible for paying transportation costs. When a buyer is responsible for paying trans- 
portation costs, the payment is made to a carrier or directly to the seller depending on the agree- 
ment. The cost principle requires that any necessary transportation costs of a buyer (often called 
transportation-in or freight-in) be included as part of the cost of purchased merchandise. To 
illustrate, Z-Mart’s entry to record a $75 freight charge from an independent carrier for mer- 
chandise purchased FOB shipping point is 


Merchandise Inventory .............00:0e eee eeeee 75 
Cashi eose ea sens av aneisuaveres overs E E eee Sauere ERE 75 
Paid freight costs on purchased merchandise. 


(d) Nov. 24 


A seller records the costs of shipping goods to customers in a Delivery Expense account when 
the seller is responsible for these costs. Delivery Expense, also called transportation-out or 
freight-out, is reported as a selling expense in the seller’s income statement. 

In summary, purchases are recorded as debits to Merchandise Inventory. Any later purchase dis- 
counts, returns, and allowances are credited (decreases) to Merchandise Inventory. Transportation- 
in is debited (added) to Merchandise Inventory. Z-Mart’s itemized costs of merchandise purchases 
for year 2011 are in Exhibit 5.8. 


Z-MART 


Itemized Costs of Merchandise Purchases 
For Year Ended December 31, 2011 





Invoice cost of merchandise purchases ............ $235,800 
Less: Purchase discounts received ................ (4,200) 

Purchase returns and allowances ............ (1,500) 
Add: Costs of transportation-in ................. 2,300 
Total cost of merchandise purchases ......... $232,400 


The accounting system described here does not provide separate records (accounts) for 
total purchases, total purchase discounts, total purchase returns and allowances, and total 
transportation-in. Yet nearly all companies collect this information in supplementary records 
because managers need this information to evaluate and control each of these cost elements. 
Supplementary records, also called supplemental records, refer to information outside the 
usual general ledger accounts. 
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Quick Check Answers — p. 207 


4. How long are the credit and discount periods when credit terms are 2/10, n/60? 


5. Identify which items are subtracted from the /ist amount and not recorded when computing 
purchase price: (a) freight-in; (b) trade discount; (c) purchase discount; (d) purchase return. 


6. What does FOB mean? What does FOB destination mean? 


ACCOUNTING FOR MERCHANDISE SALES 


Merchandising companies also must account for sales, sales discounts, sales returns and allow- 
ances, and cost of goods sold. A merchandising company such as Z-Mart reflects these items in 





P? Analyze and record 
transactions for 




















its gross profit computation, as shown in Exhibit 5.9. This section explains how this information merchandise sales using 
is derived from transactions. a perpetual system. 
AINS EXHIBIT 5.9 
Computation of Gross Profit Gross Profit Computation 
For Year Ended December 31,2011 
Sales e E A E A ET AE E T seen $321,000 
Less: Sales discountS so -ereere eener eneee $4,300 
Sales returns and allowances......... 2,000 6,300 
Net sales sits A a EAA N 314,700 
Costof goods sold jase e ccs crete 230,400 
Gross profit iss sce aeea eresas seas $ 84,300 
Sales of Merchandise 
Each sales transaction for a seller of merchandise involves two parts. 
1. Revenue received in the form of an asset from the customer. 
2. Recognition of the cost of merchandise sold to the customer. 
Accounting for a sales transaction under the perpetual system requires recording information 
about both parts. This means that each sales transaction for merchandisers, whether for cash or 
on credit, requires two entries: one for revenue and one for cost. To illustrate, Z-Mart sold $2,400 
of merchandise on credit on November 3. The revenue part of this transaction is recorded as 
(e) Nov. 3 AccountsiReceivabie aa aa 2,400 Assets = Liabilities + Equity 
Sales E E rani ter tree 2,400 +2,400 +2,400 
Sold merchandise on credit. 
This entry reflects an increase in Z-Mart’s assets in the form of accounts receivable. It also 
shows the increase in revenue (Sales). If the sale is for cash, the debit is to Cash instead of 
Accounts Receivable. 
The cost part of each sales transaction ensures that the Merchandise Inventory account under 
a perpetual inventory system reflects the updated cost of the merchandise available for sale. For 
example, the cost of the merchandise Z-Mart sold on November 3 is $1,600, and the entry to 
record the cost part of this sales transaction is 
(e) Nov. 3 GostiofiGoods solder rere een hint riat rrr 1,600 Assets = Liabilities + Equity 
Merchandise Inventory ...................... 1,600 — 1,600 — 1,600 


To record the cost of Nov. 3 sale. 
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Assets = Liabilities + Equity 
+1,000 +1,000 


Assets = Liabilities + Equity 
+1,000 
— 1,000 


Assets = Liabilities + Equity 
+980 —20 
— 1,000 


Point: Published income statements 
rarely disclose sales discounts, returns 
and allowances. 
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@ Decision 





Suppliers and Demands Large merchandising companies often bombard suppliers with demands. 
These include discounts for bar coding and technology support systems, and fines for shipping errors. 
Merchandisers’ goals are to reduce inventories, shorten lead times, and eliminate errors. E 


Sales Discounts 


Sales discounts on credit sales can benefit a seller by decreasing the delay in receiving cash and 
reducing future collection efforts. At the time of a credit sale, a seller does not know whether a 
customer will pay within the discount period and take advantage of a discount. This means the 
seller usually does not record a sales discount until a customer actually pays within the discount 
period. To illustrate, Z-Mart completes a credit sale for $1,000 on November 12 with terms of 
2/10, n/60. The entry to record the revenue part of this sale is 


Nov. 12 Accounts Receivable: nan seene eee aa EAEn 1,000 
ETE E ae ER E A T E E 1,000 
Sold merchandise under terms of 2/10, n/60. 


This entry records the receivable and the revenue as if the customer will pay the full amount. 
The customer has two options, however. One option is to wait 60 days until January 11 and pay 
the full $1,000. In this case, Z-Mart records that payment as 


Jan. 11 Casha eea e A GIS WI He Rm E 1,000 
Accounts Receivable n. enee ereraa noie ae a 1,000 
Received payment for Nov. |2 sale. 


The customer’s second option is to pay $980 within a 10-day period ending November 22. If the 
customer pays on (or before) November 22, Z-Mart records the payment as 


Nov. 22 CaS DR E a A E A T E 980 
Sales: Discounts raa ae o e E e E cere 20 
Accounts Receivable ouse ee nerean eenen 1,000 


Received payment for Nov. I2 sale less discount. 


Sales Discounts is a contra revenue account, meaning the Sales Discounts account is deducted 
from the Sales account when computing a company’s net sales (see Exhibit 5.9). Management 
monitors Sales Discounts to assess the effectiveness and cost of its discount policy. 


Sales Returns and Allowances 


Sales returns refer to merchandise that customers return to the seller after a sale. Many compa- 
nies allow customers to return merchandise for a full refund. Sales allowances refer to reduc- 
tions in the selling price of merchandise sold to customers. This can occur with damaged or 
defective merchandise that a customer is willing to purchase with a decrease in selling price. 
Sales returns and allowances usually involve dissatisfied customers and the possibility of lost 
future sales, and managers monitor information about returns and allowances. 


Sales Returns To illustrate, recall Z-Mart’s sale of merchandise on November 3 for 
$2,400 that had cost $1,600. Assume that the customer returns part of the merchandise on 


Chapter 5 Accounting for Merchandising Operations 


November 6, and the returned items sell for $800 and cost $600. The revenue part of this 
transaction must reflect the decrease in sales from the customer’s return of merchandise as 
follows: 


(f) Nov. 6 Sales Returns and Allowances ...............0--055 800 


Accounts Receivable .............0.0e eee eaee 800 


Customer returns merchandise of Nov. 3 sale. 


If the merchandise returned to Z-Mart is not defective and can be resold to another customer, 
Z-Mart returns these goods to its inventory. The entry to restore the cost of such goods to the 
Merchandise Inventory account is 


Nov. 6 Menchandisellnyentonyaentt iat etree tert rs 600 
Cost of Goods Sold 


Returned goods added to inventory. 


600 


This entry changes if the goods returned are defective. In this case the returned inventory is re- 
corded at its estimated value, not its cost. To illustrate, if the goods (costing $600) returned to 
Z-Mart are defective and estimated to be worth $150, the following entry is made: Dr. Merchan- 
dise Inventory for $150, Dr. Loss from Defective Merchandise for $450, and Cr. Cost of Goods 
Sold for $600. 
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Return to Sender Book merchandisers such as Barnes & Noble, Borders 
Books, Books-A-Million, and Waldenbooks can return unsold books to publishers 
at purchase price. Publishers say returns of new hardcover books run between 35% 
and 50%. E 





Sales Allowances To illustrate sales allowances, assume that $800 of the merchandise 
Z-Mart sold on November 3 is defective but the buyer decides to keep it because Z-Mart of- 
fers a $100 price reduction. Z-Mart records this allowance as follows: 


Nov. 6 Sales Returns and Allowances ..............0-e000- 100 
Accounts Receivable a ear a e 100 


To record sales allowance on Nov. 3 sale. 


The seller usually prepares a credit memorandum to confirm a buyer’s return or allowance. A 
seller’s credit memorandum informs a buyer of the seller’s credit to the buyer’s Account Re- 
ceivable (on the seller’s books). 
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7. Why are sales discounts and sales returns and allowances recorded in contra revenue 
accounts instead of directly in the Sales account? 


8. Under what conditions are two entries necessary to record a sales return? 


9. When merchandise is sold on credit and the seller notifies the buyer of a price allowance, 
does the seller create and send a credit memorandum or a debit memorandum? 
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Assets = Liabilities + Equity 
—800 —800 


Assets = Liabilities + Equity 
+600 +600 


Assets = Liabilities + Equity 
—100 —100 


Point: The sender (maker) of a credit 
memorandum will credit the account of 
the receiver. The receiver of a credit 
memorandum will debit the sender’s 
account. 
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COMPLETING THE ACCOUNTING CYCLE 


EXHIBIT 5.10 


Merchandising Cost Flow in the 
Accounting Cycle 





P Prepare adjustments and 
close accounts for a 
merchandising company. 











Point: About two-thirds of shoplifting 
losses are thefts by employees. 


Assets = Liabilities + Equity 
—250 —250 


Exhibit 5.10 shows the flow of merchandising costs during a period and where these costs are 
reported at period-end. Specifically, beginning inventory plus the net cost of purchases is the 
merchandise available for sale. As inventory is sold, its cost is recorded in cost of goods sold on 
the income statement; what remains is ending inventory on the balance sheet. A period’s ending 
inventory is the next period’s beginning inventory. 


Beginning Net Ea J 
inventory purchases upplier — 


| 


Merchandise | 
available for sale 


Period 1 


} 


Cost of 
goods sold 


Ending 


d => To Income Statement 
inventory 


To Balance Sheet 


Beginning Net | J 
inventory purchases : upplier 


1 


Merchandise | 
available for sale 


Period 2 


J 


Cost of 
goods sold 


Ending 


inventory => T0 Income Statement 


To Balance Sheet 
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Adjusting Entries for Merchandisers 


Each of the steps in the accounting cycle described in the prior chapter for a service company 
applies to a merchandiser. This section and the next two further explain three steps of the ac- 
counting cycle for a merchandiser—adjustments, statement preparation, and closing. 

Adjusting entries are generally the same for merchandising companies and service com- 
panies, including those for prepaid expenses (including depreciation), accrued expenses, 
unearned revenues, and accrued revenues. However, a merchandiser using a perpetual inventory 
system is usually required to make another adjustment to update the Merchandise Inventory 
account to reflect any loss of merchandise, including theft and deterioration. Shrinkage is the 
term used to refer to the loss of inventory and it is computed by comparing a physical count 
of inventory with recorded amounts. A physical count is usually performed at least once 
annually. 

To illustrate, Z-Mart’s Merchandise Inventory account at the end of year 2011 has a balance of 
$21,250, but a physical count reveals that only $21,000 of inventory exists. The adjusting entry to 
record this $250 shrinkage is 


Dec. 31 GostofiGoodsisoldser ment tri ere err 250 
Merchandise Inventory mea ra a 250 


To adjust for $250 shrinkage revealed by a 
physical count of inventory. 
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Preparing Financial Statements 


The financial statements of a merchandiser, and their preparation, are similar to those for a 
service company described in Chapters 2 through 4. The income statement mainly differs by 
the inclusion of cost of goods sold and gross profit. Also, net sales is affected by discounts, 
returns, and allowances, and some additional expenses are possible such as delivery expense 
and loss from defective merchandise. The balance sheet mainly differs by the inclusion of mer- 
chandise inventory as part of current assets. The statement of owner’s equity is unchanged. A 
work sheet can be used to help prepare these statements, and one is illustrated in Appendix 5B 
for Z-Mart. 


Closing Entries for Merchandisers 


Closing entries are similar for service companies and merchandising companies using a per- 
petual system. The difference is that we must close some new temporary accounts that arise 
from merchandising activities. Z-Mart has several temporary accounts unique to merchandisers: 
Sales (of goods), Sales Discounts, Sales Returns and Allowances, and Cost of Goods Sold. 
Their existence in the ledger means that the first two closing entries for a merchandiser are 
slightly different from the ones described in the prior chapter for a service company. These 
differences are set in red boldface in the closing entries of Exhibit 5.11. 


Step I: Close Credit Balances in Temporary Accounts to Income Summary. 


Dec. 31 Sales 321,000 
IncomerSummany seers rer aeons eee terete: 


To close credit balances in temporary accounts. 


321,000 


Step 2: Close Debit Balances in Temporary Accounts to Income Summary. 


Dec. 31 Income! Summarys tare eee een A 308,100 
Salės Discounts. 32s neee e oae ea nares senate 4,300 
Sales Returns and Allowances ............. 2,000 
Cost of Goods Sold ..................200005 230,400 
Depreciation Expense mre er 3,700 
SalaniesiExpenselaa merrier rte re eter tas 43,800 


InsurancelExpense ooo ccncoasdbouosevancnede 600 


Rent EXPENSE sou ea a AE A ER 9,000 
Supplies Expense cenne eee e eretstnens 3,000 
Advertising Expense meek aree eee e e dels ss 11,300 


To close debit balances in temporary accounts. 


Step 3: Close Income Summary to Owner’s Capital. 


The third closing entry is identical for a merchandising company and a service company. The $12,900 amount is net 
income reported on the income statement. 


Dec. 31 Incomes ummary rer ech e erry ttre 12,900 
KK Marty Capital cers reais E 


To close the Income Summary account. 


12,900 


Step 4: Close Withdrawals Account to Owner’s Capital. 


The fourth closing entry is identical for a merchandising company and a service company. It closes the Withdrawals 
account and adjusts the Owner’s Capital account to the amount shown on the balance sheet. 


Dec. 31 K. Marty, Capital 4,000 
K. Marty, Withdrawals ei re siie sen n e a er 


To close the Withdrawals account. 


4,000 


Summary of Merchandising Entries 


Exhibit 5.12 summarizes the key adjusting and closing entries of a merchandiser (using a 
perpetual inventory system) that are different from those of a service company described in 
prior chapters (the Demonstration Problem 2 illustrates these merchandising entries). 
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Point: Staples’s costs of shipping 
merchandise to its stores is included in 
its costs of inventories as required by the 
cost principle. 


Point: The Inventory account is not 
affected by the closing process under a 
perpetual system. 


EXHIBIT 5.11 


Closing Entries for a Merchandiser 
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EXHIBIT 5.12 











Merchandising Transactions Merchandising Entries 
Summary of Merchandising Entries 
Purchasing merchandise for Merchandise Inventory ................ # 
resale. Cash or Accounts Payable.......... # 
Paying freight costs on Merchandise Inventory ................ # 
purchases; FOB shipping point. CEANsasantoousowencosnsevosenns # 
Purchases + Paying within discount period. Accounts Payable m a # 
Merchandise Inventory ............ # 
Cashes senan era sigs een G en # 
Recording purchase returns or Cash or Accounts Payable.............. # 
allowances. Merchandise Inventory ............ # 
[ Selling merchandise. Cash or Accounts Receivable ........... # 
SHES ocoonsdodaungneoounadousgas # 
Cost of Goods Sold .................. # 
Merchandise Inventory ............ # 
Receiving payment within Cah # 
discount period. Sales) Discounts voae oere sere # 
Sales -| Accounts Receivable .............. # 
Granting sales returns or Sales Returns and Allowances........... # 
allowances. Cash or Accounts Receivable ....... # 
Merchandise Inventory ...............- # 
Cost of Goods Sold .............. # 
Paying freight costs on sales; Delivery Expense a tren # 
FOB destination. Cashi oat aracwe tai oinensis # 
Merchandising Events Adjusting and Closing Entries 
Adjusting due to shrinkage Cost of Goods Sold .................. # 
Adjusting (occurs when recorded amount Merchandise Inventory ............ # 
larger than physical inventory). 
| Closing temporary accounts Sales acre ses e e A cosy E cheese ees # 
with credit balances. Income Summary ................ # 
Closing temporary accounts Income: Summatyane reer eer ere. # 
Closing 4 with debit balances. Sales Returns and Allowances....... # 
Salesi Discounts era e tient: # 
Cost of Goods Sold .............. # 
Delivery Expense ................ # 
L “Other Expenses” ................ # 
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10. When a merchandiser uses a perpetual inventory system, why is it sometimes necessary to 
adjust the Merchandise Inventory balance with an adjusting entry? 

11. What temporary accounts do you expect to find in a merchandising business but not in a 
service business? 


12. Describe the closing entries normally made by a merchandising company. 


FINANCIAL STATEMENT FORMATS 


Defineandprepae Generally accepted accounting principles do not require companies to use any one presentation 
P multiple-step and single- format for financial statements so we see many different formats in practice. This section de- 

step income statements. scribes two common income statement formats: multiple-step and single-step. The classified 
balance sheet of a merchandiser is also explained. 
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Multiple-Step Income Statement 


A multiple-step income statement format shows detailed computations of net sales and other 
costs and expenses, and reports subtotals for various classes of items. Exhibit 5.13 shows a 
multiple-step income statement for Z-Mart. The statement has three main parts: (1) gross profit, 
determined by net sales less cost of goods sold, (2) income from operations, determined by 
gross profit less operating expenses, and (3) net income, determined by income from operations 
adjusted for nonoperating items. 


Z-MART EXHIBIT 5.13 


Income Statement Multiple-Step Income Statement 


For Year Ended December 31, 2011 











A E A snare vaeitere N sieuareeicue soe E $321,000 7 
hess: Sales discounts 200. .a lu ac nu me sesec ww cannon toe neal rene $ 4,300 
Sales returns and allowances ..................0000005- 2,000 6,300 Gross profit 
Net sales? r heen scarce AT eRe eT Tenner estan 314,700 computation 
GEostiotigoodssoldt: Airc eaer e e a seus A everest 230,400 
Gross profit: oerni a Aa E EN AE E EE I ARRS 84,300 ] 


Operating Expenses 


Selling expenses 








Depreciation expense—Store equipment ................ 3,000 
Sales salaries expense ........... 0... c cece cece eee eee 18,500 
Rent expense—Selling space ar eee eeeee 8,100 
Storesuppliestexpense ma IA 1,200 
Advertising expense nss eee esen eene o e e els sierens 11,300 
Total selling expenses nesie otraa oere E S 42,100 Income from 
General and administrative expenses operations 
Depreciation expense—Office equipment ............... 700 computation 
Office salaries expemse)..- isc. sscicresversssisre EA 25,300 
Insurance expense eneee en ae ee cuerce netfee 600 
Rent expenses Officespace ma tert itent talento: 900 
Office suppliestexpens e aa iter trite t et tren enter 1,800 
Total general and administrative expenses ................ 29,300 
Total operating expenses ........... 0... c cece eee eens 71,400 
Income from operations ................. 0... cece ee eee 12,900 | 


Other revenues and gains (expenses and losses) 











Interest revenúe conneries wen nda sake Knee we Re ee eee 1,000 

Gain on sale of building ............. eee e eee eee eee eee 2,500 Nonoperating 

Interest expense ocres en eee e/a) e e (1,500) activities 

Total other revenue and gains (expenses and losses).......... 2,000 computation 
Netincome rece ae reer a a e E a O E $ 14,900 


*Cost of goods sold consists of the following: 








Beginning inventory................... $ 19,000 
Cost of goods purchased ............... 232,400 
Cost of goods available for sale.......... 251,400 
Less ending inventory ................. 21,000 
Cost of goods sold................200. $230,400 


Operating expenses are classified into two sections. Selling expenses include the expenses of 
promoting sales by displaying and advertising merchandise, making sales, and delivering goods 
to customers. General and administrative expenses support a company’s overall operations 
and include expenses related to accounting, human resource management, and financial man- 
agement. Expenses are allocated between sections when they contribute to more than one. 
Z-Mart allocates rent expense of $9,000 from its store building between two sections: $8,100 to 
selling expense and $900 to general and administrative expense. ; 
N ti fiviti ist of oth l d ins that Point: Z-Mart did not have any non- 
onoperating activities consist of other expenses, revenues, losses, and gains that are unre- operating activities; however, Exhibit 5.13 
lated to a company’s operations. Other revenues and gains commonly include interest revenue, includes some for illustrative purposes. 
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Point: Many companies report interest 
expense and interest revenue in separate 
categories after operating income and 
before subtracting income tax expense. As 
one example, see Palm’s income state- 
ment in Appendix A. 


EXHIBIT 5.14 


Single-Step Income Statement 


EXHIBIT 5.15 


Classified Balance Sheet (partial) 
of a Merchandiser 
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dividend revenue, rent revenue, and gains from asset disposals. Other expenses and losses com- 
monly include interest expense, losses from asset disposals, and casualty losses. When a com- 
pany has no reportable nonoperating activities, its income from operations is simply labeled net 
income. 


Single-Step Income Statement 


A single-step income statement is another widely used format and is shown in Exhibit 5.14 for 
Z-Mart. It lists cost of goods sold as another expense and shows only one subtotal for total 
expenses. Expenses are grouped into very few, if any, categories. Many companies use formats 
that combine features of both the single- and multiple-step statements. Provided that income 
statement items are shown sensibly, management can choose the format. (In later chapters, we 
describe some items, such as extraordinary gains and losses, that must be reported in certain 
locations on the income statement.) Similar presentation options are available for the statement 
of owner’s equity and statement of cash flows. 


Z-MART 


Income Statement 
For Year Ended December 31, 2011 





Revenues 

Netsslesti dus ctaccemaen tae meee s aa ute $314,700 

Interest revenue 2.465604 600 eae cans ana cas 1,000 

Gain on sale of building ................... 2,500 

Total iPevenWes .c6 coc ceca e A e en ene wn 318,200 
Expenses 

Gost ofigoods'sold isc eree ae ates $230,400 

Selling expenses noone a as ai e «ster 42,100 

General and administrative expenses ........ 29,300 

Interest expense ............ 0... e eee e eee 1,500 

Total expenses sa meea E eins 303,300 
INGE INCOME: 5.5 665.565 A R a R $ 14,900 


Classified Balance Sheet 


The merchandiser’s classified balance sheet reports merchandise inventory as a current asset, 
usually after accounts receivable according to an asset’s nearness to liquidity. Inventory is 
usually less liquid than accounts receivable because inventory must first be sold before cash 
can be received; but it is more liquid than supplies and prepaid expenses. Exhibit 5.15 shows 
the current asset section of Z-Mart’s classified balance sheet (other sections are as shown in 
Chapter 4). 


Z-MART 


Balance Sheet (partial) 
December 31, 2011 





Current assets 


Cash er eee eee $ 8,200 
Accounts receivable ............. 11,200 
Merchandise inventory ........ 21,000 
©fficesupplies a tre tera: 550 
Store supplies .................. 250 
Prepaid insurance ............... 300 


Total current assets ............. $ 41,500 
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@ Decision 


Merchandising Shenanigans Accurate invoices are important to both sellers and buyers. Merchan- 
disers rely on invoices to make certain they receive all monies for products provided—no more, no less. To 
achieve this, controls are set up. Still, failures arise. A survey reports that 9% of employees in sales and 
marketing witnessed false or misleading invoices sent to customers. Another 14% observed employees 
violating contract terms with customers (KPMG 2009). E 


GLOBAL VIEW 
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This section discusses similarities and differences between U.S. GAAP and IFRS in accounting and 
reporting for merchandise purchases and sales, and for the income statement. 


Accounting for Merchandise Purchases and Sales Both U.S. GAAP and IFRS include 
broad and similar guidance for the accounting of merchandise purchases and sales. Specifically, all of the 
transactions presented and illustrated in this chapter are accounted for identically under the two systems. 
The closing process for merchandisers also is identical for U.S. GAAP and IFRS. In the next chapter we 
describe how inventory valuation can, in some cases, be different for the two systems. 


Income Statement Presentation We explained that net income, profit, and earnings refer to the 
same (bottom line) item. However, IFRS tends to use the term profit more than any other term, whereas U.S. 
statements tend to use net income more than any other term. Both U.S. GAAP and IFRS income statements 
begin with the net sales or net revenues (top line) item. For merchandisers and manufacturers, this is followed 
by cost of goods sold. The presentation is similar for the remaining items with the following differences. 


@ U.S. GAAP offers little guidance about the presentation or order of expenses. IFRS requires separate 
disclosures for financing costs (interest expense), income tax expense, and some other special items. 

©@ Both systems require separate disclosure of items when their size, nature, or frequency are important 
for proper interpretation. 

e@ IFRS permits expenses to be presented by their function or their nature. U.S. GAAP provides no direc- 
tion but the SEC requires presentation by function. 

@ Neither U.S. GAAP nor IFRS define operating income; this means classification of expenses into op- 
erating or nonoperating reflects considerable management discretion. 

@ IFRS permits alternative measures of income on the income statement; U.S. GAAP prohibits disclo- 
sure of alternative income measures in financial statements. 


Nokia provides the following example of income statement reporting. 


NOKIA 


Income Statement (in Euros million) 
For Year Ended December 31, 2009 





INetisalests Sern an ccesteen E aie sen EA rae 40,984 
Cost of sales seseo ee eene ae 27,720 

GrOSS Pront a a A A E ciety 13,264 
Research and development expenses ............. 5,909 
Selling and marketing expenses..................- 3,933 
Administrative and general expenses .............. 1,145 
Other income and expenses .................44- _1,080 

Operating prolicaeee eee eee eta eer ener 1,197 
Financial income and expenses (and other)......... 235 

Profit before taxi. 3 jis ifijse sass versisers ste ayers ices 962 
TCE E E E css ageletate Mie series E _ 702 
ARSE T E A S _ 260 


Balance Sheet Presentation Chapters 2 and 3 explained how both U.S. GAAP and IFRS re- 
quire current items to be separated from noncurrent items on the balance sheet (yielding a classified bal- 
ance sheet). As discussed, U.S. GAAP balance sheets report current items first. Assets are listed from 
most liquid to least liquid, whereas liabilities are listed from nearest to maturity to furthest from maturity. 
IFRS balance sheets normally present noncurrent items first (and equity before liabilities), but this is not 
a requirement. Nokia provides an example of IFRS reporting for the balance sheet in Appendix A. 


NOKIA 


Decision Analysis D ia 





A Compute the acid-test 
ratio and explain its use 
to assess liquidity. 











EXHIBIT 5.16 
Acid-Test (Quick) Ratio 


EXHIBIT 5.17 


JCPenney’s Acid-Test and 
Current Ratios 





2010 2009 2008 2007 


| screnney: l Acid-Test Ratio | Current Ratio 


Point: Successful use of a just-in-time 
inventory system can narrow the gap 
between the acid-test ratio and the 
current ratio. 





A Compute the gross margin 
ratio and explain its use to 








assess profitability. 





EXHIBIT 5.18 


Gross Margin Ratio 
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Acid-Test and Gross Margin Ratios 


Acid-Test Ratio 


For many merchandisers, inventory makes up a large portion of current assets. Inventory must be sold and 
any resulting accounts receivable must be collected before cash is available. Chapter 4 explained that the 
current ratio, defined as current assets divided by current liabilities, is useful in assessing a company’s 
ability to pay current liabilities. Because it is sometimes unreasonable to assume that inventories are a 
source of payment for current liabilities, we look to other measures. 

One measure of a merchandiser’s ability to pay its current liabilities (referred to as its liquidity) is the acid- 
test ratio. It differs from the current ratio by excluding less liquid current assets such as inventory and prepaid 
expenses that take longer to be converted to cash. The acid-test ratio, also called quick ratio, is defined as quick 
assets (cash, short-term investments, and current receivables) divided by current liabilities—see Exhibit 5.16. 


Cash and cash equivalents + Short-term investments + Current receivables 





Acid-test ratio = 
3 i Current liabilities 


Exhibit 5.17 shows both the acid-test and current ratios of retailer JCPenney for fiscal years 2007 
through 2010—also see margin graph. JCPenney’s acid-test ratio reveals a general increase from 2007 
through 2010 that exceeds the industry average. Further, JCPenney’s current ratio (never less than 1.90) 
suggests that its short-term obligations can be confidently covered with short-term assets. 


($ millions) 2010 2009 2008 2007 
Total quick assets ............. $3,406 $2,704 $2,845 $2,901 
Total current assets ........... $6,652 $6,220 $6,751 $6,648 
Total current liabilities ......... $3,249 $2,794 $3,338 $3,492 
Acid-test ratio .............. 1.05 0.97 0.85 0.83 
Current ratio ............... 2.05 2.23 2.02 1.90 
Industry acid-test ratio......... 0.59 0.63 0.62 0.58 
Industry current ratio.......... 2.15 2.31 2.39 2.43 


An acid-test ratio less than 1.0 means that current liabilities exceed quick assets. A rule of thumb is that 
the acid-test ratio should have a value near, or higher than, 1.0 to conclude that a company is unlikely to 
face near-term liquidity problems. A value much less than 1.0 raises liquidity concerns unless a company 
can generate enough cash from inventory sales or if much of its liabilities are not due until late in the next 
period. Similarly, a value slightly larger than 1.0 can hide a liquidity problem if payables are due shortly 
and receivables are not collected until late in the next period. Analysis of JCPenney shows no need for 
concern regarding its liquidity even though its acid-test ratio is less than one. This is because retailers 
such as JCPenney pay many current liabilities from inventory sales. Further, in all years, JCPenney’s 
acid-test ratios exceed the industry norm (and its inventory is fairly liquid). 


© Decision 


Answer — p. 206 





Supplier A retailer requests to purchase supplies on credit from your company. You have no prior experi- 
ence with this retailer. The retailer's current ratio is 2.1, its acid-test ratio is 0.5, and inventory makes up 
most of its current assets. Do you extend credit? W 


Gross Margin Ratio 


The cost of goods sold makes up much of a merchandiser’s expenses. Without sufficient gross profit, a 
merchandiser will likely fail. Users often compute the gross margin ratio to help understand this relation. 
It differs from the profit margin ratio in that it excludes all costs except cost of goods sold. The gross 
margin ratio (also called gross profit ratio) is defined as gross margin (net sales minus cost of goods 
sold) divided by net sales—see Exhibit 5.18. 


Net sales — Cost of goods sold 





Gross margin ratio = 
Net sales 


Chapter 5 Accounting for Merchandising Operations 197 


Exhibit 5.19 shows the gross margin ratio of JCPenney for fiscal years 2007 through 2010. For JCPenney, Point: The power of a ratio is often its 
each $1 of sales in 2010 yielded about 39.4¢ in gross margin to cover all other expenses and still produce ĉÞility to identify areas for more detailed 
a net income. This 39.4¢ margin is up from 39.3¢ in 2007. This slight increase is a favorable development. aera 

Success for merchandisers such as JCPenney depends on adequate gross margin. For example, the 0.1¢ 

increase in the gross margin ratio, computed as 39.4¢ — 39.3¢, means that JCPenney has $17.6 million 

more in gross margin! (This is computed as net sales of $17,556 million multiplied by the 0.1% increase 

in gross margin.) Management’s discussion in its annual report attributes this improvement to its “strategy 

to sell a greater portion of merchandise at regular promotional prices and less at clearance prices.” 


($ millions) 2010 2009 2008 2007 EXHIBIT 5.19 
JCPenney’s Gross Margin Ratio 


Gross marein eer eter $ 6,910 $ 6,915 $ 7,671 $ 7,825 
Netisales a a a A $17,556 $18,486 $19,860 $19,903 
Gross margin ratio ......... 39.4% 37.4% 38.6% 39.3% 
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Financial Officer Your company has a 36% gross margin ratio and a 17% net profit margin ratio. 
Industry averages are 44% for gross margin and 16% for net profit margin. Do these comparative results 
concern you? W 


DEMONSTRATION PROBLEM 1 


Use the following adjusted trial balance and additional information to complete the requirements. 


KC ANTIQUES 
Adjusted Trial Balance 
December 31,2011 


Credit 





Merchandise inventory ................00.00005 60,000 
Stonelsupplicstaarire aves caer rasan eretttee pees rete 1,500 
EoPiPIMIe ocpacsoocsaosoocsncwoscoapanocaadc 45,600 
Accumulated depreciation—Equipment ........... $ 16,600 
Accounts;payable mora E tes 9,000 
Salaries:payableme E erecta erence eerste 2,000 
Ke GarterGapitall Pence euur eer anevey eee 79,000 
K. Carter, Withdrawals: -srecen cererea neoe eanes 10,000 
SaS E A E 343,250 
Sales discounts ere mne A pinsee aetna 5,000 
Sales returns and allowances ..............2.0005 6,000 
Cost ofigoods soldi a a E 159,900 
Depreciation expense—Store equipment ......... 4,100 
Depreciation expense—Office equipment ......... 1,600 
Sales salaries expense ............. 0000s eee 30,000 
Office salaries expense ............... 000 0eeeee 34,000 
Insunancelexpenser.nc creases meses 11,000 
Rent expense (70% is store, 30% is office) ......... 24,000 
Stone;stippliesiex Dens Cast tint tats tni nant 5,750 
Advertising expense .......... 0... c cece eee 31,400 


NOtalSe e eee eee ee ee ee ieee are anes $449,850 $449,850 
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KC Antiques’ supplementary records for 2011 reveal the following itemized costs for merchandising activities: 


Invoice cost of merchandise purchases ........ $150,000 
Purchase discounts received ................. 2,500 
Purchase returns and allowances ............. 2,700 
Cost of transportation-in ................... 5,000 
Required 
1. Use the supplementary records to compute the total cost of merchandise purchases for 2011. 
2. Prepare a 2011 multiple-step income statement. (Inventory at December 31, 2010, is $70,100.) 
3. Prepare a single-step income statement for 2011. 
4. Prepare closing entries for KC Antiques at December 31, 2011. 
5. Compute the acid-test ratio and the gross margin ratio. Explain the meaning of each ratio and interpret 


them for KC Antiques. 


PLANNING THE SOLUTION 


® Compute the total cost of merchandise purchases for 2011. 

® To prepare the multiple-step statement, first compute net sales. Then, to compute cost of goods sold, 
add the net cost of merchandise purchases for the year to beginning inventory and subtract the cost of 
ending inventory. Subtract cost of goods sold from net sales to get gross profit. Then classify expenses 
as selling expenses or general and administrative expenses. 

@ To prepare the single-step income statement, begin with net sales. Then list and subtract the expenses. 

© The first closing entry debits all temporary accounts with credit balances and opens the Income Sum- 
mary account. The second closing entry credits all temporary accounts with debit balances. The third 
entry closes the Income Summary account to the capital account, and the fourth entry closes the with- 
drawals account to the capital account. 

@ Identify the quick assets on the adjusted trial balance. Compute the acid-test ratio by dividing quick 
assets by current liabilities. Compute the gross margin ratio by dividing gross profit by net sales. 


SOLUTION TO DEMONSTRATION PROBLEM 1 


1. Invoice cost of merchandise purchases ........ $150,000 
Less: Purchases discounts received............ 2,500 

Purchase returns and allowances......... 2,700 

Add: Cost of transportation-in............... 5,000 

Total cost of merchandise purchases .......... $149,800 


2. Multiple-step income statement 


KC ANTIQUES 


Income Statement 
For Year Ended December 31, 2011 





Sales oie ee E E vers raontarsuafare overs E E $343,250 
Less: Sales discounts . 2... e eae e ERR anes eee EER $ 5,000 
Sales returns and allowances ............0000 005 6,000 11,000 
Det sales i seaare A EAA See eh eho See: 332,250 
Cost of goodsisold i a n ae e sins cern kate 159,900 
Grosstprofittey er terrier err A E SE 172,350 
Expenses 
Selling expenses 
Depreciation expense—Store equipment ......... 4,100 
Sales salaries expense ..............0 0.0 cee euee 30,000 
Rent expense—Selling space.................... 16,800 
StoneisuppliesicX pense mein tt lteter Cnt ttt tins 5,750 
Adventisingiexpense enter iit tintin retire rts 31,400 
Totaliselling expenses m n ire rrisisy leit il yieits 88,050 


[continued on next page] 
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[continued from previous page] 


General and administrative expenses 


Depreciation expense—Office equipment ......... 1,600 
Office salaries expense.................0.00008. 34,000 
Insurance expense oeenn seers eles enn omaepel sieeve oie 11,000 
Rentrexpense—— ©lficcispacc heii tint niin n 7,200 
Total general and administrative expenses.......... 53,800 
Total operating expenses ...................00005. 141,850 
Netintomesi ae menue nin eae ene $ 30,500 


* Cost of goods sold can also be directly computed (applying concepts from Exhibit 5.4): 





Merchandise inventory, December 31, 2010 .............. $ 70,100 
Total cost of merchandise purchases (from part 1) .......... 149,800 
Goods available for sale ............ 0.00. e cece ee ene 219,900 
Merchandise inventory, December 31, 2011 ............... 60,000 
Cost.of goods Sold s.cc0cccasceavsesaseeeorbadesardens $159,900 


3. Single-step income statement 


KC ANTIQUES 


Income Statement 
For Year Ended December 31, 2011 





Net sales eco e tia E csi E E E, $332,250 
Expenses 
Cost of goods soldi eser eeer eee $159,900 
Selling expenses oeoc ce eene e 88,050 
General and administrative expenses ........ 53,800 
Total expenses 2.005005 s/s css Sieve assis E 301,750 
Netincome .4.44scsaeuaneaatw areca e newer $ 30,500 
4. 
Dec. 31 Salesa E E oa E S ATE snanensounenete 343,250 
Income Summary -sre ees e ee 343,250 
To close credit balances in temporary accounts. 
Dec. 31 Income Summary ese eseese eranen oes 312,750 
Sales Discounts oe reee e E, 5,000 
Sales Returns and Allowances ...............-. 6,000 
Cost of Goods: Soldi nde erica seis nEs, 159,900 
Depreciation Expense—Store Equipment ....... 4,100 
Depreciation Expense—Office Equipment ...... 1,600 
Sales Salaries Expense .................00000- 30,000 
Office Salaries Expense ...................00. 34,000 
Insurance Expensen ei a sir eres 11,000 
RentiExpenses nenea A A E raenererenys 24,000 
Store Supplies Expense mre E EA 5,750 
Advertisingiexpense met eerie renin in ieiin ints 31,400 
To close debit balances in temporary accounts. 
Dec. 31 Income Summanyaneeneer etre rere erent er 30,500 
K-Carten Capital <e sisiscacere eyasslspansis vp sasiu 30,500 
To close the Income Summary account. 
Dec. 31 K. Garter Capitali; -sase esaea iss, sagi esaa aT 10,000 
K.-Carter, Withdrawals sses sse sess enea acu ane 10,000 


To close the Withdrawals account. 


5. Acid-test ratio = (Cash and equivalents + Short-term investments + Current receivables)/ 
Current liabilities 


= (Cash + Accounts receivable/(Accounts payable + Salaries payable) 
= ($7,000 + $13,000)/($9,000 + $2,000) = $20,000/$11,000 = 1.82 


Gross margin ratio = Gross profit/Net sales = $172,350/$332,250 = 0.52 (or 52%) 
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KC Antiques has a healthy acid-test ratio of 1.82. This means it has more than $1.80 in liquid assets 
to satisfy each $1.00 in current liabilities. The gross margin of 0.52 shows that KC Antiques spends 


48¢ ($1. 


00 — $0.52) of every dollar of net sales on the costs of acquiring the merchandise it sells. This 


leaves 52¢ of every dollar of net sales to cover other expenses incurred in the business and to provide 
a net profit. 


DEMONSTRATION PROBLEM 2 


Prepare journal entries to record the following merchandising transactions for both the seller (BMX) and 





buyer (Sanuk). 

May 4 BMX sold $1,500 of merchandise on account to Sanuk, terms FOB shipping point, n/45, in- 
voice dated May 4. The cost of the merchandise was $900. 

May 6 Sanuk paid transportation charges of $30 on the May 4 purchase from BMX. 

May 8 BMX sold $1,000 of merchandise on account to Sanuk, terms FOB destination, n/30, invoice 
dated May 8. The cost of the merchandise was $700. 

May 10 BMX paid transportation costs of $50 for delivery of merchandise sold to Sanuk on May 8. 

May 16 BMX issued Sanuk a $200 credit memorandum for merchandise returned. The merchandise was 
purchased by Sanuk on account on May 8. The cost of the merchandise returned was $140. 

May 18 BMX received payment from Sanuk for purchase of May 8. 

May 21 BMX sold $2,400 of merchandise on account to Sanuk, terms FOB shipping point, 2/10, 
n/EOM. BMX prepaid transportation costs of $100, which were added to the invoice. The cost 
of the merchandise was $1,440. 

May 31 BMX received payment from Sanuk for purchase of May 21, less discount (2% X $2,400). 


SOLUTION TO DEMONSTRATION PROBLEM 2 


May 4 


31 


BMX (Seller) Sanuk (Buyer) 
Accounts Receivable—Sanuk....... 1,500 Merchandise Inventory ........... 1,500 
Sales’ sauces eee ee ee 1,500 Accounts Payable—BMX ...... 1,500 
Cost of Goods Sold 
Merchandise Inventory 
No entry. 
Accounts Receivable—Sanuk....... 1,000 





Cash 


Sales Returns & Allowances 200 Accounts Payable—BMX .......... 200 
Accounts Receivable—Sanuk . .. . 200 Merchandise Inventory......... 200 





Sales Discounts 
Accounts Receivable—Sanuk ..... 2,500 CASH waco A E ee ats 2,452 
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Periodic Inventory System hA 


A periodic inventory system requires updating the inventory account only at the end of a period to re- 
flect the quantity and cost of both the goods available and the goods sold. Thus, during the period, the 
Merchandise Inventory balance remains unchanged. It reflects the beginning inventory balance until it 
is updated at the end of the period. During the period the cost of merchandise is recorded in a temporary 
Purchases account. When a company sells merchandise, it records revenue but not the cost of the 
goods sold. At the end of the period when a company prepares financial statements, it takes a physical 
count of inventory by counting the quantities and costs of merchandise available. The cost of goods sold 
is then computed by subtracting the ending inventory amount from the cost of merchandise available 
for sale. 








Recording Merchandise Transactions Under a periodic system, purchases, purchase returns 
and allowances, purchase discounts, and transportation-in transactions are recorded in separate temporary merchandising 
accounts. At period-end, each of these temporary accounts is closed and the Merchandise Inventory ac- transactions using both 
count is updated. To illustrate, journal entries under the periodic inventory system are shown for the most periodic and perpetual 
common transactions (codes a through f link these transactions to those in the chapter, and we drop expla- inventory systems. 


P Record and compare 











nations for simplicity). For comparison, perpetual system journal entries are shown to the right of each 
periodic entry, where differences are in green font. 


Purchases The periodic system uses a temporary Purchases account that accumulates the cost of all 
purchase transactions during each period. Z-Mart’s November 2 entry to record the purchase of merchan- 
dise for $1,200 on credit with terms of 2/10, n/30 is 


(a) Periodic Perpetual 
Purchases noae wane aw acu 1,200 Merchandise Inventory ......... 1,200 
Accounts Payable ..... 1,200 Accounts Payable .......... 1,200 


Purchase Discounts The periodic system uses a temporary Purchase Discounts account that accumu- 
lates discounts taken on purchase transactions during the period. If payment in (a) is delayed until after 
the discount period expires, the entry is to debit Accounts Payable and credit Cash for $1,200 each. How- 
ever, if Z-Mart pays the supplier for the previous purchase in (a) within the discount period, the required 
payment is $1,176 ($1,200 X 98%) and is recorded as 


(b) Periodic Perpetual 
Accounts Payable ......... 1,200 Accounts Payable ............. 1,200 
Purchase Discounts .... 24 Merchandise Inventory ..... 24 
CAA abaonwooguananae 1,176 (CEM Novoosaaovonnacggooat 1,176 


Purchase Returns and Allowances Z-Mart returned merchandise purchased on November 2 because of 
defects. In the periodic system, the temporary Purchase Returns and Allowances account accumulates the 
cost of all returns and allowances during a period. The recorded cost (including discounts) of the defective 
merchandise is $300, and Z-Mart records the November 15 return with this entry: 


(c) Periodic Perpetual 


Accounts Payable ......... 300 Accounts Payable.............. 300 


Purchase Returns 
and Allowances....... 300 Merchandise Inventory ..... 300 


Transportation-In Z-Mart paid a $75 freight charge to transport merchandise to its store. In the periodic 
system, this cost is charged to a temporary Transportation-In account. 
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EXHIBIT 5A.1 


Comparison of Adjusting and 
Closing Entries—Periodic and 
Perpetual 


Adjusting Entry—Shrinkage 





None 


[continued on next page] 
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(d) Periodic Perpetual 


Transportation-In ......... 75 Merchandise Inventory ......... 75 
CARN oosonandnouesse 75 (APN vocavancessoavocees 75 


Sales Under the periodic system, the cost of goods sold is not recorded at the time of each sale. (We 
later show how to compute total cost of goods sold at the end of a period.) Z-Mart’s November 3 entry to 
record sales of $2,400 in merchandise on credit (when its cost is $1,600) is: 


(e) Periodic Perpetual 
Accounts Receivable ...... 2,400 Accounts Receivable .......... 2,400 
Sales neme ee serves 2,400 Sales sey sacr cso eine 2,400 
GostiofiGoods Soldi-eere eer er 1,600 
Merchandise Inventory .... 1,600 


Sales Returns A customer returned part of the merchandise from the transaction in (e), where the 
returned items sell for $800 and cost $600. (Recall: The periodic system records only the revenue effect, 
not the cost effect, for sales transactions.) Z-Mart restores the merchandise to inventory and records the 
November 6 return as 


(f) Periodic Perpetual 
Sales Returns and Sales Returns and 
Allowances ............-- 800 Allowances ..........+2++e005 800 
Accounts Receivable. . . 800 Accounts Receivable ...... 800 
Merchandise Inventory ......... 600 
Cost of Goods Sold ....... 600 


Sales Discounts To illustrate sales discounts, assume that the remaining $1,600 of receivables (com- 
puted as $2,400 from e less $800 for f ) has credit terms of 3/10, n/90 and that customers all pay within the 
discount period. Z-Mart records this payment as 


Periodic Perpetual 
Cashion 1,552 Gash an eee 1,552 
Sales Discounts ($1,600 x .03) 48 Sales Discounts ($1,600 x .03)... 48 
Accounts Receivable . . . 1,600 Accounts Receivable ...... 1,600 


Adjusting and Closing Entries The periodic and perpetual inventory systems have slight differ- 
ences in adjusting and closing entries. The period-end Merchandise Inventory balance (unadjusted) is 
$19,000 under the periodic system and $21,250 under the perpetual system. Since the periodic system 
does not update the Merchandise Inventory balance during the period, the $19,000 amount is the begin- 
ning inventory. However, the $21,250 balance under the perpetual system is the recorded ending inventory 
before adjusting for any inventory shrinkage. 

A physical count of inventory taken at the end of the period reveals $21,000 of merchandise avail- 
able. The adjusting and closing entries for the two systems are shown in Exhibit 5A.1. The periodic 
system records the ending inventory of $21,000 in the Merchandise Inventory account (which includes 


PERPETUAL 


Adjusting Entry—Shrinkage 





GostofiGoods Soldier rrr eres 250 
Merchandise Inventory .............- 250 
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PERIODIC PERPETUAL 


Closing Entries Closing Entries 





(INSHIES aae 321,000 (I) Sales iiceoe aenn e ereer aa e eE 321,000 
Merchandise Inventory ............... 21,000 
Purchase Discounts .................. 4,200 
Purchase Returns and Allowances ..... 1,500 
Income Summary a 347,700 Income Summary ............-..005 321,000 
(2) Income Summary 334,800 (2) Income Summary ..............00.005- 308,100 
Sales Discounts =o 3.uengaewr era cu 4,300 Sales Discounts 0242224000 ccasaue ee 4,300 
Sales Returns and Allowances ....... 2,000 Sales Returns and Allowances ....... 2,000 
Merchandise Inventory .......... 19,000 
Purchases) 2.403.003 hess see 235,800 Cost of Goods Sold ............. 230,400 
Transportation-In ............... 2,300 
Depreciation Expense.............. 3,700 Depreciation Expense.............. 3,700 
SalaniesiExpenschmaqirs E 43,800 SalariesiExpense a 43,800 
Insurance Expense ................ 600 Insurance Expense ..............-. 600 
Rent Expense mitt tat net tt 9,000 Rent Expense e T neti 9,000 
Supplies Expense .................. 3,000 Supplies Expense en. etnias 3,000 
Advertising Expense ............... 11,300 Advertising Expense ............... 11,300 
(3) Income Summary ............0.0000 00 12,900 (3) Income Summary ............0.0000055 12,900 
KelMartyaGapital leryeetet inet train 12,900 K: Marty, Capital -o oere ee eee 12,900 
(IK Marty. Capital Me a wales ence 4,000 (4) K. Marty, Capital osses eses tee nese ases 4,000 
K. Marty, Withdrawals ............. 4,000 K. Marty, Withdrawals ............. 4,000 


shrinkage) in the first closing entry and removes the $19,000 beginning inventory balance from the 
account in the second closing entry.? 

By updating Merchandise Inventory and closing Purchases, Purchase Discounts, Purchase Returns and 
Allowances, and Transportation-In, the periodic system transfers the cost of goods sold amount to Income 
Summary. Review the periodic side of Exhibit 5A.1 and notice that the boldface items affect Income 
Summary as follows. 


Credit to Income Summary in the first closing entry includes amounts from: 


Merchandiselinyentory (ending) meter nt tnt ee enn tenner enter $ 21,000 
Pürchase GISCOUNES? 2 5 oan ere Ee SN E AA AAA EA E TST 4,200 
Purchase returns and allowances -een onea bee cee E E ie PA ee EN ee 1,500 


Debit to Income Summary in the second closing entry includes amounts from: 


Menchandiseyinventonya( Desinnin?) tiie iter titi te rr ttn tie tern terre tern (19,000) 
HIRES soncocpackendnasagomm anne odo auagoueboaondmonnodGosaaandooanonde (235,800) 
Mransporntation ima coupenccsonevoopgscnon son svevbonevovdupoocoudndowndssoace (2,300) 
Net effect oniincome Summary er eee eerie ria tire rere $(230,400) 


This $230,400 effect on Income Summary is the cost of goods sold amount. The periodic system transfers 
cost of goods sold to the Income Summary account but without using a Cost of Goods Sold account. Also, 
the periodic system does not separately measure shrinkage. Instead, it computes cost of goods available 


? This approach is called the closing entry method. An alternative approach, referred to as the adjusting entry 
method, would not make any entries to Merchandise Inventory in the closing entries of Exhibit SA.1, but instead 
would make two adjusting entries. Using Z-Mart data, the two adjusting entries would be: (1) Dr. Income Summary 
and Cr. Merchandise Inventory for $19,000 each, and (2) Dr. Merchandise Inventory and Cr. Income Summary for 
$21,000 each. The first entry removes the beginning balance of Merchandise Inventory, and the second entry records 
the actual ending balance. 
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for sale, subtracts the cost of ending inventory, and defines the difference as cost of goods sold, which 
includes shrinkage. 


Preparing Financial Statements The financial statements of a merchandiser using the peri- 
odic system are similar to those for a service company described in prior chapters. The income state- 
ment mainly differs by the inclusion of cost of goods sold and gross profit—of course, net sales is 
affected by discounts, returns, and allowances. The cost of goods sold section under the periodic sys- 
tem follows 


Calculation of Cost of Goods Sold 
For Year Ended December 31,2011 


Beginning inventory .................. $ 19,000 
Cost of goods purchased ............. 232,400 
Cost of goods available for sale ........ 251,400 
Less ending inventory ................ 21,000 
Cost of goods sold .................. $230,400 





The balance sheet mainly differs by the inclusion of merchandise inventory in current assets—see 
Exhibit 5.15. The statement of owner’s equity is unchanged. A work sheet can be used to help prepare 
these statements. The only differences under the periodic system from the work sheet illustrated in 
Appendix 5B using the perpetual system are highlighted as follows in blue boldface font. 





































































































































































[$] ble Edit View Insert Format Tools Data Accounting Window Help z : PrE) 
OSHA GRAY’ LAS o-o BEE Aa l a @ B 100% le l lara ~10 |B ZU $% , 8:3 

Unadjusted Adjusted 

Trial Trial Income 

1 Balance Adjustments Balance Statement Balance Sheet 
2 Account Dr. Cr. Dr. Cr. Dr. : i Cr. Dr. Cr. 
3 101 Cash 8,200 8,200 8,200 
4 |106 Accounts receivable 11,200 11,200 11,200 
5 |119 Merchandise Inventory 19,000 19,000 19,000 | 21,000 | 21,000 
6 |126 Supplies 3,800 (b) 3,000 800 800 
7 |128 Prepaid insurance 900 (a) 600 300 300 
8 167 Equipment 34,200 34,200 34,200 
9 |168 Accumulated depr.—Equip. 3,700 (c) 3,700 7,400 7,400 
10 |201 Accounts payable 16,000 16,000 16,000 
11 209|Salaries payable (d) 800 800 800 
12 |301 | K. Marty, Capital 42,600 42,600 42,600 
13 |302 | K. Marty, Withdrawals 4,000 4,000 4,000 
14 413| Sales 321,000 321,000 321,000 
15 414 Sales returns and allowances 2,000 2,000 2,000 
16a 415 Sales discounts 4,300 4,300 4,300 
16b 505 Purchases 235,800 235,800 235,800 
16c 506 Purchases returns & allowance 1,500 1,500 1,500 
16d 507 Purchases discounts 4,200 4,200 4,200 
17 |508/ Transportation-in 2,300 2,300 2,300 
18 612 Depreciation expense—Equip. (c) 3,700 3,700 3,700 
19 |622| Salaries expense 43,000 (dq) 800 43,800 43,800 
20 637 Insurance expense (a) 600 600 600 
21 640 Rent expense 9,000 9,000 9,000 
22 |652 Supplies expense (b) 3,000 3,000 3,000 
23 655) Advertising expense 11,300 11,300 11,300 
24 Totals 389,000 | 389,000 8,100 8,100 | 393,500 | 393,500 334,800 | 347,700 | 79,700 | 66,800 
25 Net income 12,900 12,900 
26 Totals 347,700 | 347,700 | 79,700 | 79,700 
TAIF WÀ Sheet 1 {See A SRZ — 5 SSS ty 1 ar 
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Quick Check Answers — p. 207 [vi 


13. What account is used in a perpetual inventory system but not in a periodic system? 


14. Which of the following accounts are temporary accounts under a periodic system? 
(a) Merchandise Inventory; (b) Purchases; (c) Transportation-In. 


15. How is cost of goods sold computed under a periodic inventory system? 


16. Do reported amounts of ending inventory and net income differ if the adjusting entry method 
of recording the change in inventory is used instead of the closing entry method? 
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APPENDIX 





Work Sheet— Perpetual System 


Exhibit 5B.1 shows the work sheet for preparing financial statements of a merchandiser. It differs slightly 
from the work sheet layout in Chapter 4—the differences are in red boldface. Also, the adjustments in the 
work sheet reflect the following: (a) Expiration of $600 of prepaid insurance. (b) Use of $3,000 of sup- 
plies. (c) Depreciation of $3,700 for equipment. (d) Accrual of $800 of unpaid salaries. (e) Inventory 
shrinkage of $250. Once the adjusted amounts are extended into the financial statement columns, the in- 
formation is used to develop financial statements. 


EXHIBIT 5B.1 


Work Sheet for Merchandiser (using a perpetual system) 


ob 
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lO eh SGA) BAS O-~-- BS = fe 45) Me SB rox) B Jana ~W+|BFIU $ %, 8B 
Unadjusted Adjusted 
Trial Trial Income 
1 Balance Adjustments Balance Statement 
2 Account Dr. Cr. Dr. Cr. Dr. i 
3 |101 Cash 8,200 8,200 8,200 
4 |106 Accounts receivable 11,200 11,200 11,200 
5 |119|Merchandise Inventory 21,250 (e) 250| 21,000 21,000 
6 |126 Supplies 3,800 (b) 3,000 800 800 
7 |128| Prepaid insurance 900 (a) 600 300 300 
8 |167 Equipment 34,200 34,200 34,200 
168) Accumulated depr.—Equip. 3,700 (c) 3,700 7,400 7,400 
201 Accounts payable 16,000 16,000 16,000 
209 Salaries payable (a) 800 800 800 
301 K. Marty, Capital 42,600 42,600 42,600 
302 K. Marty, Withdrawals 4,000 4,000 4,000 
413) Sales 321,000 321,000 321,000 
414| Sales returns and allowances 2,000 2,000 2,000 
415| Sales discounts 4,300 4,300 4,300 
502| Cost of goods sold 230,150 (e) 250 230,400 230,400 
612 Depreciation expense—Equip. (c) 3,700 3,700 3,700 
622| Salaries expense 43,000 (d) 800 43,800 43,800 
637 | Insurance expense (a) 600 600 600 
640 | Rent expense 9,000 9,000 9,000 
652 Supplies expense (b) 3,000 3,000 3,000 
655 Advertising expense 11,300 11,300 11,300 
Totals 383,300 | 383,300 8,350 8,350 | 387,800 | 387,800 308,100 | 321,000 | 79,700 | 66,800 
Net income 12,900 12,900 
Totals 321,000 | 321,000 | 79,700 | 79,700 
14 1P Di Sheet! {Shaws f Shee 7 Id I im 
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Summary 


C1 Describe merchandising activities and identify income 

components for a merchandising company. Merchandisers 
buy products and resell them. Examples of merchandisers include 
Walmart, Home Depot, The Limited, and Barnes & Noble. A mer- 
chandiser’s costs on the income statement include an amount for 
cost of goods sold. Gross profit, or gross margin, equals sales minus 
cost of goods sold. 


C2 Identify and explain the inventory asset and cost flows of 

a merchandising company. The current asset section of a 
merchandising company’s balance sheet includes merchandise 
inventory, which refers to the products a merchandiser sells and are 
available for sale at the balance sheet date. Cost of merchandise 
purchases flows into Merchandise Inventory and from there to Cost 
of Goods Sold on the income statement. Any remaining inventory is 
reported as a current asset on the balance sheet. 


M Compute the acid-test ratio and explain its use to assess 

liquidity. The acid-test ratio is computed as quick assets 
(cash, short-term investments, and current receivables) divided by 
current liabilities. It indicates a company’s ability to pay its current 
liabilities with its existing quick assets. An acid-test ratio equal to or 
greater than 1.0 is often adequate. 


A2 Compute the gross margin ratio and explain its use to assess 
profitability. The gross margin ratio is computed as gross 

margin (net sales minus cost of goods sold) divided by net sales. It 

indicates a company’s profitability before considering other expenses. 


P1 Analyze and record transactions for merchandise pur- 

chases using a perpetual system. For a perpetual inventory 
system, purchases of inventory (net of trade discounts) are added to 
the Merchandise Inventory account. Purchase discounts and purchase 
returns and allowances are subtracted from Merchandise Inventory, 
and transportation-in costs are added to Merchandise Inventory. 


P2 Analyze and record transactions for merchandise sales 
using a perpetual system. A merchandiser records sales at 


Guidance Answers to Decision Maker and Decision Ethics 


Entrepreneur For terms of 3/10, n/90, missing the 3% discount 
for an additional 80 days equals an implied annual interest rate of 
13.69%, computed as (365 days + 80 days) X 3%. Since you can 
borrow funds at 11% (assuming no other processing costs), it is bet- 
ter to borrow and pay within the discount period. You save 2.69% 
(13.69% — 11%) in interest costs by paying early. 


Credit Manager Your decision is whether to comply with prior 
policy or to create a new policy and not abuse discounts offered by 
suppliers. Your first step should be to meet with your superior to find 
out if the late payment policy is the actual policy and, if so, its ratio- 
nale. If it is the policy to pay late, you must apply your own sense of 
ethics. One point of view is that the late payment policy is unethical. 
A deliberate plan to make late payments means the company lies 
when it pretends to make payment within the discount period. An- 
other view is that the late payment policy is acceptable. In some mar- 
kets, attempts to take discounts through late payments are accepted 
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list price less any trade discounts. The cost of items sold is trans- 
ferred from Merchandise Inventory to Cost of Goods Sold. 
Refunds or credits given to customers for unsatisfactory merchandise 
are recorded in Sales Returns and Allowances, a contra account to 
Sales. If merchandise is returned and restored to inventory, the 
cost of this merchandise is removed from Cost of Goods Sold and 
transferred back to Merchandise Inventory. When cash discounts 
from the sales price are offered and customers pay within the 
discount period, the seller records Sales Discounts, a contra 
account to Sales. 


P3 Prepare adjustments and close accounts for a merchandis- 

ing company. With a perpetual system, it is often necessary to 
make an adjustment for inventory shrinkage. This is computed by 
comparing a physical count of inventory with the Merchandise 
Inventory balance. Shrinkage is normally charged to Cost of Goods 
Sold. Temporary accounts closed to Income Summary for a 
merchandiser include Sales, Sales Discounts, Sales Returns and 
Allowances, and Cost of Goods Sold. 


p 4 Define and prepare multiple-step and single-step income 

statements. Multiple-step income statements include greater 
detail for sales and expenses than do single-step income statements. 
They also show details of net sales and report expenses in categories 
reflecting different activities. 


phê Record and compare merchandising transactions using 
both periodic and perpetual inventory systems. A perpetual 
inventory system continuously tracks the cost of goods available for 
sale and the cost of goods sold. A periodic system accumulates the 
cost of goods purchased during the period and does not compute 
the amount of inventory or the cost of goods sold until the end of a 
period. Transactions involving the sale and purchase of merchandise 
are recorded and analyzed under both the periodic and perpetual 
inventory systems. Adjusting and closing entries for both inventory 
systems are illustrated and explained. 





as a continued phase of “price negotiation.” Also, your company’s 
suppliers can respond by billing your company for the discounts not 
accepted because of late payments. However, this is a dubious view- 
point, especially since the prior manager proposes that you dishon- 
estly explain late payments as computer or mail problems and since 
some suppliers have complained. 


Supplier A current ratio of 2.1 suggests sufficient current assets 
to cover current liabilities. An acid-test ratio of 0.5 suggests, how- 
ever, that quick assets can cover only about one-half of current liabil- 
ities. This implies that the retailer depends on money from sales of 
inventory to pay current liabilities. If sales of inventory decline or 
profit margins decrease, the likelihood that this retailer will default 
on its payments increases. Your decision is probably not to extend 
credit. If you do extend credit, you are likely to closely monitor the 
retailer’s financial condition. (It is better to hold unsold inventory 
than uncollectible receivables.) 
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Financial Officer Your company’s net profit margin is about 
equal to the industry average and suggests typical industry perfor- 
mance. However, gross margin reveals that your company is paying 
far more in cost of goods sold or receiving far less in sales price than 
competitors. Your attention must be directed to finding the problem 


Guidance Answers to Quick Checks 


1. Cost of goods sold is the cost of merchandise purchased from a 
supplier that is sold to customers during a specific period. 

2. Gross profit (or gross margin) is the difference between net 
sales and cost of goods sold. 

3. Widespread use of computing and related technology has 
dramatically increased the use of the perpetual inventory 
system. 

4. Under credit terms of 2/10, n/60, the credit period is 60 days 
and the discount period is 10 days. 

5. (b) trade discount. 

6. FOB means “free on board.” It is used in identifying the point 
when ownership transfers from seller to buyer. FOB destination 
means that the seller transfers ownership of goods to the buyer 
when they arrive at the buyer’s place of business. It also means 
that the seller is responsible for paying shipping charges and 
bears the risk of damage or loss during shipment. 

7. Recording sales discounts and sales returns and allowances 
separately from sales gives useful information to managers for 
internal monitoring and decision making. 

8. When a customer returns merchandise and the seller restores 
the merchandise to inventory, two entries are necessary. One 


with cost of goods sold, sales, or both. One positive note is that your 
company’s expenses make up 19% of sales (36% — 17%). This fa- 
vorably compares with competitors’ expenses that make up 28% of 
sales (44% — 16%). 


10. 
11. 


12. 


13. 
14. 
15. 


16. 


entry records the decrease in revenue and credits the customer’s 
account. The second entry debits inventory and reduces cost of 
goods sold. 

Credit memorandum—seller credits accounts receivable from 
buyer. 

Merchandise Inventory may need adjusting to reflect shrinkage. 
Sales (of goods), Sales Discounts, Sales Returns and Allow- 
ances, and Cost of Goods Sold (and maybe Delivery Expense). 
Four closing entries: (1) close credit balances in temporary ac- 
counts to Income Summary, (2) close debit balances in tempo- 
rary accounts to Income Summary, (3) close Income Summary 
to owner’s capital, and (4) close withdrawals account to owner’s 
capital. 

Cost of Goods Sold. 

(b) Purchases and (c) Transportation-In. 

Under a periodic inventory system, the cost of goods sold is 
determined at the end of an accounting period by adding the net 
cost of goods purchased to the beginning inventory and sub- 
tracting the ending inventory. 

Both methods report the same ending inventory and income. 


Key Terms mhhe.com/wildFAP20e 


Acid-test ratio (p. 196) Gross margin (p. 181) Purchase discount (p. 183) 
Cash discount (p. 183) Gross margin ratio (p. 196) Retailer (p. 180) 

Cost of goods sold (p. 180) Gross profit (p. 180) Sales discount (p. 183) 
Credit memorandum (p. 189) Inventory (p. 181) Selling expenses (p. 193) 
Credit period (p. 183) List price (p. 182) Shrinkage (p. 190) 

Credit terms (p. 183) Merchandise (p. 180) Single-step income 

Debit memorandum (p. 184) Merchandise inventory (p. 181) statement (p. 193) 
Discount period (p. 183) Merchandiser (p. 180) Supplementary records (p. 186) 
EOM (p. 183) Multiple-step income statement (p. 192) Trade discount (p. 182) 
FOB (p. 185) Periodic inventory system (p. 182) Wholesaler (p. 180) 
General and administrative Perpetual inventory system (p. 182) 


expenses (p. 193) 


Multiple Choice Quiz Answers on p. 225 mhhe.com/wildFAP20e 





Additional Quiz Questions are available at the book’s Website. 


1. A company has $550,000 in net sales and $193,000 in gross 
profit. This means its cost of goods sold equals 
a. $743,000 
b. $550,000 


c. $357,000 
d. $193,000 
e. $(193,000) 
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2. 


3. 
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A company purchased $4,500 of merchandise on May 1 with 
terms of 2/10, n/30. On May 6, it returned $250 of that mer- 
chandise. On May 8, it paid the balance owed for merchandise, 
taking any discount it is entitled to. The cash paid on May 8 is 
- $4,500 

- $4,250 

- $4,160 

- $4,165 

e. $4,410 

A company has cash sales of $75,000, credit sales of $320,000, 
sales returns and allowances of $13,700, and sales discounts of 
$6,000. Its net sales equal 

- $395,000 

- $375,300 

- $300,300 

- $339,700 

- $414,700 


aoro 


onaa no 


A(B) Superscript letter A (B) denotes assignments based on Appendix 5A (5B). 
Icon denotes assignments that involve decision making. 


A company’s quick assets are $37,500, its current assets are 
$80,000, and its current liabilities are $50,000. Its acid-test ratio 


A company’s net sales are $675,000, its costs of goods sold are 
$459,000, and its net income is $74,250. Its gross margin ratio 
equals 

a. 32% 

b. 68% 

c. 47% 

d. 11% 

e. 34% 


Discussion Questions 


1. 


QUICK STUDY 


QS 5-1 
Applying merchandising terms 


C1 


In comparing the accounts of a merchandising company with 
those of a service company, what additional accounts would 
the merchandising company likely use, assuming it employs a 
perpetual inventory system? 


- What items appear in financial statements of merchandising 


companies but not in the statements of service companies? 


5 Explain how a business can earn a positive gross profit on 


its sales and still have a net loss. 


: Why do companies offer a cash discount? 
- How does a company that uses a perpetual inventory system 


determine the amount of inventory shrinkage? 


- Distinguish between cash discounts and trade discounts. Is the 


amount of a trade discount on purchased merchandise recorded 
in the accounts? 


- What is the difference between a sales discount and a purchase 


discount? 


5 Why would a company’s manager be concerned about the 


quantity of its purchase returns if its suppliers allow unlimited 
returns? 


. Does the sender (maker) of a debit memorandum record a debit 


or a credit in the recipient’s account? What entry (debit or 
credit) does the recipient record? 


Cash discount 
Credit period 
Discount period 
FOB destination 


Le 


10. 


11. 


12. 


13. 


14. 


15. 


E. FOB shipping point 
F. Gross profit 
G. Merchandise inventory 


What is the difference between the single-step and multiple- 
step income statement formats? 

n Refer to the balance sheet and income state- 
ment for Research In Motion in Appendix A. What RIM 
does the company title its inventory account? Does the com- 
pany present a detailed calculation of its cost of sales? 

Refer to Nokia’s income statement in Appendix 


A. What title does it use for cost of goods sold? pil 


Refer to the income statement for Apple in Appendix 


A. What does Apple title its cost of goods sold Apple 
account? 
Refer to the income statement of Palm in Appendix Palm 


A. Does its income statement report a gross profit 
figure? If yes, what is the amount? 

Buyers negotiate purchase contracts with suppliers. What 
type of shipping terms should a buyer attempt to negotiate to 
minimize freight-in costs? 


m connect 


Enter the letter for each term in the blank space beside the definition that it most closely matches. 


H. Purchase discount 
I. Sales discount 
J. Trade discount 
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- Ownership of goods is transferred when delivered to the buyer’s place of business. 

. Time period in which a cash discount is available. 

. Difference between net sales and the cost of goods sold. 

- Reduction in a receivable or payable if it is paid within the discount period. 

- Purchaser’s description of a cash discount received from a supplier of goods. 

. Ownership of goods is transferred when the seller delivers goods to the carrier. 

- Reduction below list or catalog price that is negotiated in setting the price of goods. 
. Seller’s description of a cash discount granted to buyers in return for early payment. 
. Time period that can pass before a customer’s payment is due. 


SCOMAN OGAWN = 


-à 


- Goods a company owns and expects to sell to its customers. 
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The cost of merchandise inventory includes which of the following: 
d. Both a and b. 
e. a, b, and c. 


a. Costs incurred to buy the goods. 
b. Costs incurred to ship the goods to the store(s). 
c. Costs incurred to make the goods ready for sale. 


QS 5-2 
Identifying inventory costs 


(2 





Prepare journal entries to record each of the following purchases transactions of a merchandising company. 
Show supporting calculations and assume a perpetual inventory system. 


QS 5-3 
Recording purchases— 
perpetual system 





Mar. 5 Purchased 500 units of product at a cost of $5 per unit. Terms of the sale are 2/10, n/60; the 
invoice is dated March 5. P1 
Mar. 7 Returned 50 defective units from the March 5 purchase and received full credit. 
Mar. 15 Paid the amount due from the March 5 purchase, less the return on March 7. 
Prepare journal entries to record each of the following sales transactions of a merchandising company. QOS 5-4 


Show supporting calculations and assume a perpetual inventory system. 


Recording sales— 
perpetual system 





Apr. 1 Sold merchandise for $2,000, granting the customer terms of 2/10, EOM; invoice dated April 
1. The cost of the merchandise is $1,400. P2 
Apr. 4 The customer in the April 1 sale returned merchandise and received credit for $500. The mer- 
chandise, which had cost $350, is returned to inventory. 
Apr. 11 Received payment for the amount due from the April 1 sale less the return on April 4. 
Compute net sales, gross profit, and the gross margin ratio for each separate case a through d. Interpret the QS 5-5 


gross margin ratio for case a. 


Sale Saara A ANNANN $130,000 $512,000 $35,700 $245,700 
Sales discounts ooe ne a eons 4,200 16,500 400 3,500 
Sales returns and allowances ........ 17,000 5,000 5,000 700 
Cost of goods sold ................ 76,600 326,700 21,300 125,900 


Computing and analyzing 
gross margin 


A 





Nix’ It Company’s ledger on July 31, its fiscal year-end, includes the following selected accounts that have 
normal balances (Nix’It uses the perpetual inventory system). 


Merchandise inventory ........ $ 34,800 Sales returns and allowances ........... $ 3,500 
T Nig Capitals cir .erre tects arms 115,300 Cost of goods sold ................. 102,000 
T. Nix, Withdrawals .......... 7,000 Depreciation expense ............... 7,300 
SACS eta ee or eee cone 157,200 Salaries expense ...............005- 29,500 
Sales discounts... 4.425065 1,700 Miscellaneous expenses ............. 2,000 


A physical count of its July 31 year-end inventory discloses that the cost of the merchandise inventory still 
available is $32,900. Prepare the entry to record any inventory shrinkage. 


QS 5-6 
Accounting for shrinkage— 
perpetual system 


P3 
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QS 5-7 
Closing entries P3 


Refer to QS 5-6 and prepare journal entries to close the balances in temporary revenue and expense 
accounts. Remember to consider the entry for shrinkage that is made to solve QS 5-6. 





QS 5-8 
Computing and interpreting 
acid-test ratio 


Al A 


Use the following information on current assets and current liabilities to compute and interpret the acid- 
test ratio. Explain what the acid-test ratio of a company measures. 


KOSHI won ete ta wee cine ee $1,200 Prepaid expenses ............. $ 600 
Accounts receivable ........ 2,700 Accounts payable ............. 4,750 
Inventory oe <2ce.c: ese. ra saras 5,000 Other current liabilities ........ 950 





QS 5-9 
Contrasting liquidity ratios Al 


Identify similarities and differences between the acid-test ratio and the current ratio. Compare and describe 
how the two ratios reflect a company’s ability to meet its current obligations. 





Qs 5-10 
Multiple-step income statement 


P4 


The multiple-step income statement normally includes which of the following: 
a. Detailed computations of net sales. 
b. Detailed computations of expenses, including subtotals for various expense categories. 


c. Operating expenses are usually classified into (1) selling expenses and (2) general and administrative 
expenses. 


d. Bothaandc. 
e. a,b, andc. 





Qs 5-114 
Contrasting periodic and 
perpetual systems 


Identify whether each description best applies to a periodic or a perpetual inventory system. 
a. Provides more timely information to managers. 
b. Requires an adjusting entry to record inventory shrinkage. 





P5 c. Markedly increased in frequency and popularity in business within the past decade. 
d. Records cost of goods sold each time a sales transaction occurs. 
e. Updates the inventory account only at period-end. 
QS 5-12^ Refer to QS 5-3 and prepare journal entries to record each of the merchandising transactions assuming 


Recording purchases— 
periodic system P5 


that the periodic inventory system is used. 





QS 5-13^ 
Recording purchases— 
periodic system P5 


Refer to QS 5-4 and prepare journal entries to record each of the merchandising transactions assuming 
that the periodic inventory system is used. 





QS 5-14 
IFRS income statement 
presentation 


"B 


Income statement information for adidas Group, a German footwear, apparel, and accessories manufacturer, 
for the year ended December 31, 2009, follows. The company applies IFRS, as adopted by the European 
Union, and reports its results in millions of Euros. Prepare its calendar year 2009 (1) multiple-step income 
statement and (2) single-step income statement. 


Netincome socesnreeeesno saa nemnt aa € 245 
Financial income ..................05. 19 
Financial expenses .................... 169 
Operating profit oree e 508 
WOSCION SASS rg hone nee che Mer aes 5,669 
Income taxes. ce ye aausie aee a aa E 113 
Income before taxes .................. 358 
Gross profits oeae se eye e iver avers 4,712 
Royalty and commission income ........ 86 
Other operating income ............... 100 
Other operating expenses ............. 4,390 


INetisales-iiaccus a E sia stounie oieraiemars 10,381 
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Answer each of the following questions related to international accounting standards. 

a. Explain how the accounting for merchandise purchases and sales is different between accounting un- 
der IFRS versus U.S. GAAP. 

b. Income statements prepared under IFRS usually report an item titled finance costs. What do finance 
costs refer to? 

c. U.S. GAAP prohibits alternative measures of income reported on the income statement. Does IFRS 
permit such alternative measures on the income statement? 


H connect 


Prepare journal entries to record the following transactions for a retail store. Assume a perpetual inventory 
system. 


Apr. 2 Purchased merchandise from Blue Company under the following terms: $3,600 price, invoice 
dated April 2, credit terms of 2/15, n/60, and FOB shipping point. 
3 Paid $200 for shipping charges on the April 2 purchase. 
4 Returned to Blue Company unacceptable merchandise that had an invoice price of $600. 
17 Sent a check to Blue Company for the April 2 purchase, net of the discount and the returned 
merchandise. 
18 Purchased merchandise from Fox Corp. under the following terms: $7,500 price, invoice dated 
April 18, credit terms of 2/10, n/30, and FOB destination. 
21 After negotiations, received from Fox a $2,100 allowance on the April 18 purchase. 
28 Sent check to Fox paying for the April 18 purchase, net of the discount and allowance. 


QS 5-15 
International accounting 
standards 


"O 


EXERCISES 


Exercise 5-1 
Recording entries for 
merchandise purchases 


P1 


Check April 28, Cr. Cash $5,292 





Taos Company purchased merchandise for resale from Tuscon Company with an invoice price of $22,000 
and credit terms of 3/10, n/60. The merchandise had cost Tuscon $15,000. Taos paid within the discount 
period. Assume that both buyer and seller use a perpetual inventory system. 

1. Prepare entries that the buyer should record for (a) the purchase and (b) the cash payment. 

2. Prepare entries that the seller should record for (a) the sale and (b) the cash collection. 

3. Assume that the buyer borrowed enough cash to pay the balance on the last day of the discount period 
at an annual interest rate of 11% and paid it back on the last day of the credit period. Compute how 
much the buyer saved by following this strategy. (Assume a 365-day year and round dollar amounts to 
the nearest cent, including computation of interest per day.) 


Exercise 5-2 

Analyzing and recording 
merchandise transactions — 
both buyer and seller 


P1 A 


Check (3) $338.50 savings (rounded) 





The operating cycle of a merchandiser with credit sales includes the following five activities. Starting with 
merchandise acquisition, identify the chronological order of these five activities. 


a. ______ purchases of merchandise. 

b. credit sales to customers. 

c. ______ inventory made available for sale. 
d. _____ cash collections from customers. 
e. ______ accounts receivable accounted for. 


Exercise 5-3 
Operating cycle for merchandiser 


(2 





Spare Parts was organized on May 1, 2011, and made its first purchase of merchandise on May 3. The pur- 

chase was for 1,000 units at a price of $10 per unit. On May 5, Spare Parts sold 600 of the units for $14 per 

unit to DeSoto Co. Terms of the sale were 2/10, n/60. Prepare entries for Spare Parts to record the May 5 

sale and each of the following separate transactions a through c using a perpetual inventory system. 

a. On May 7, DeSoto returns 200 units because they did not fit the customer’s needs. Spare Parts restores 
the units to its inventory. 

b. On May 8, DeSoto discovers that 50 units are damaged but are still of some use and, therefore, keeps 
the units. Spare Parts sends DeSoto a credit memorandum for $300 to compensate for the damage. 

c. On May 15, DeSoto discovers that 72 units are the wrong color. DeSoto keeps 43 of these units because 
Spare Parts sends a $92 credit memorandum to compensate. DeSoto returns the remaining 29 units to 
Spare Parts. Spare Parts restores the 29 returned units to its inventory. 


Exercise 5-4 
Recording sales returns and 
allowances P2 


Check (c) Dr. Merchandise 
Inventory $290 





Refer to Exercise 5-4 and prepare the appropriate journal entries for DeSoto Co. to record the May 5 pur- 
chase and each of the three separate transactions a through c. DeSoto is a retailer that uses a perpetual 
inventory system and purchases these units for resale. 


Exercise 5-5 
Recording purchase returns 
and allowances P1 
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Exercise 5-6 

Analyzing and recording 
merchandise transactions— 
both buyer and seller 


P1 P2 


Check (1) May 20, Cr. Cash $27936 


On May 11, Smythe Co. accepts delivery of $30,000 of merchandise it purchases for resale from Hope 
Corporation. With the merchandise is an invoice dated May 11, with terms of 3/10, n/90, FOB shipping 
point. The goods cost Hope $20,000. When the goods are delivered, Smythe pays $335 to Express Shipping 
for delivery charges on the merchandise. On May 12, Smythe returns $1,200 of goods to Hope, who receives 
them one day later and restores them to inventory. The returned goods had cost Hope $800. On May 20, 
Smythe mails a check to Hope Corporation for the amount owed. Hope receives it the following day. (Both 
Smythe and Hope use a perpetual inventory system.) 


1. Prepare journal entries that Smythe Co. records for these transactions. 
2. Prepare journal entries that Hope Corporation records for these transactions. 





Exercise 5-7 
Sales returns and allowances 


1 @ 


Business decision makers desire information on sales returns and allowances. (1) Explain why a company’s 
manager wants the accounting system to record customers’ returns of unsatisfactory goods in the Sales 
Returns and Allowances account instead of the Sales account. (2) Explain whether this information would 
be useful for external decision makers. 





Exercise 5-8 
Recording effects of 
merchandising activities 


P1 P2 


Check Year-End Merchandise 
Inventory Dec. 31, $29,200 


The following supplementary records summarize Titus Company’s merchandising activities for year 2011. 
Set up T-accounts for Merchandise Inventory and Cost of Goods Sold. Then record the summarized activi- 
ties in those T-accounts and compute account balances. 


Cost of merchandise sold to customers in sales transactions...............0005 $186,000 
Merchandise inventory, December 31,2010 ........ssnuessnusesnesesreseree 27,000 
Invoice cost of merchandise purchases ..........uessuuessseresrererrereree 190,500 
Shrinkage determined on December 31,2011 .................. 00. c sees sees 700 
Gostiofitranspontation-INeprenne Creer rt cree een ei eet O EN 1,900 
Cost of merchandise returned by customers and restored to inventory .......... 2,200 
Purchase discounts received ooe orne ccc r aR aR EE aeedad buenas eae wean 1,600 
Purchase returns and allowances o oramne o ea are ceesare eeu seus oases ean 4,100 





Exercise 5-9 
Computing revenues, expenses, 
and income 


Ci C2 


Using your accounting knowledge, fill in the blanks in the following separate income statements a through e. 
Identify any negative amount by putting it in parentheses. 











a b c d e 
SAES a a e E E ascawavtce AE RE E T $60,000 $42,500 $36,000 Saa $23,600 
Cost of goods sold 
Merchandise inventory (beginning) ........... 6,000 17,050 7,500 7,000 2,560 
Total cost of merchandise purchases......... 36,000 ? R 32,000 5,600 
Merchandise inventory (ending) ............. ? (2,700) (9,000) (6,600) ? 
Gost of goodsisold o ocer hee ees eee 34,050 15,900 3 ? 5,600 
Gross Profit (aie eeo Eeen eE Aa EE EEE ? ? 3,750 45,600 ? 
EXPENSES ene wis, seen sis s\otece A wine 9,000 10,650 12,150 2,600 6,000 
INetiincome:(lOss) bev ra a a a a a $ 2? $15,950 $ (8,400) $43,000 $ ? 











Exercise 5-10 
Preparing adjusting and closing 
entries for a merchandiser 


P3 


The following list includes selected permanent accounts and all of the temporary accounts from the Decem- 
ber 31, 2011, unadjusted trial balance of Deacon Co., a business owned by Julie Deacon. Use these account 
balances along with the additional information to journalize (a) adjusting entries and (b) closing entries. 
Deacon Co. uses a perpetual inventory system. 


Debit Credit 


Merchandise inventory ............. $ 28,000 
Prepaid selling expenses ............ 5,000 
J. Deacon,Withdrawals ............. 2,200 
Sales eee Eo A EE SE E $429,000 
Sales returns and allowances ........ 16,500 
Sales discounts ..5.4i0¢-4s0-s005050 4,000 
Cost of goods sold ................ 211,000 
Sales salaries expense .............. 47,000 
Utilities expense .................. 14,000 
Selling expenses .................. 35,000 
Administrative expenses ............ 95,000 
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Additional Information 


Accrued sales salaries amount to $1,600. Prepaid selling expenses of $2,000 have expired. A physical count 
of year-end merchandise inventory shows $27,450 of goods still available. 
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Check Entry to close Income 
Summary: Cr. J. Deacon, Capital 
$2,350 





A retail company recently completed a physical count of ending merchandise inventory to use in preparing 
adjusting entries. In determining the cost of the counted inventory, company employees failed to consider that 
$2,000 of incoming goods had been shipped by a supplier on December 31 under an FOB shipping point agree- 
ment. These goods had been recorded in Merchandise Inventory as a purchase, but they were not included in the 
physical count because they were in transit. Explain how this overlooked fact affects the company’s financial 
statements and the following ratios: return on assets, debt ratio, current ratio, and acid-test ratio. 


Exercise 5-11 
Interpreting a physical count 
error as inventory shrinkage 


1g 





Refer to the information in Exercise 5-11 and explain how the error in the physical count affects the com- 
pany’s gross margin ratio and its profit margin ratio. 


Exercise 5-12 
Physical count error and profits 


A2 





Compute the current ratio and acid-test ratio for each of the following separate cases. (Round ratios to two 
decimals.) Which company case is in the best position to meet short-term obligations? Explain. 


Case A CaseB Case C 








Cashi e a E A $ 800 $ 510 $3,200 
Short-term investments ........ 0 0 1,100 
Current receivables............ 0 790 800 
Inventonyinsueacple cramer nr 2,000 1,600 1,900 
Prepaid expenses.............. 1,200 600 300 
Total current assets............ $4,000 $3,500 $7,300 
Current liabilities.............. $2,200 $1,100 $3,650 








Exercise 5-13 
Computing and analyzing 
acid-test and current ratios 


ae i 





Journalize the following merchandising transactions for CSI Systems assuming it uses a perpetual 
inventory system. 


1. On November 1, CSI Systems purchases merchandise for $1,400 on credit with terms of 2/5, n/30, 
FOB shipping point; invoice dated November 1. 


2. On November 5, CSI Systems pays cash for the November 1 purchase. 


3. On November 7, CSI Systems discovers and returns $100 of defective merchandise purchased on 
November 1 for a cash refund. 


A 


On November 10, CSI Systems pays $80 cash for transportation costs with the November 1 purchase. 

5. On November 13, CSI Systems sells merchandise for $1,500 on credit. The cost of the merchandise 
is $750. 

6. On November 16, the customer returns merchandise from the November 13 transaction. The returned 

items sell for $200 and cost $100. 








Exercise 5-14 
Preparing journal entries— 
perpetual system 


P1 P2 





A company reports the following sales related information: Sales (gross) of $100,000; Sales discounts of 
$2,000; Sales returns and allowances of $8,000; Sales salaries expense of $5,000. Prepare the net sales por- 
tion only of this company’s multiple-step income statement. 


Exercise 5-15 
Multiple-step income statement 


P4 





Refer to Exercise 5-1 and prepare journal entries to record each of the merchandising transactions assuming 
that the periodic inventory system is used. 


Exercise 5-16“ 
Recording purchases— 
periodic system P5 





Refer to Exercise 5-2 and prepare journal entries to record each of the merchandising transactions assuming 
that the periodic inventory system is used by both the buyer and the seller. (Skip the part 3 requirement.) 


Exercise 5-17^ 
Recording purchases and sales— 
periodic system P5 
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Exercise 5-184 
Buyer and seller transactions— 
periodic system P5 


Refer to Exercise 5-6 and prepare journal entries to record each of the merchandising transactions assuming 
that the periodic inventory system is used by both the buyer and the seller. 





Exercise 5-194 
Recording purchases— 
periodic system P5 


Refer to Exercise 5-14 and prepare journal entries to record each of the merchandising transactions 
assuming that the periodic inventory system is used. 





Exercise 5-20 
Preparing an income statement 
following IFRS 


"B 


PROBLEM SET A 


Problem 5-1A 

Preparing journal entries for 
merchandising activities — 
perpetual system 


P1 P2 


Check Aug. 9, Dr. Delivery 
Expense, $120 


Aug. 18, Cr. Cash $4,695 


Aug. 29, Dr. Cash $2,970 


L’Oréal reports the following income statement accounts for the year ended December 31, 2009 (euros in 
millions). Prepare the income statement for this company for the year ended December 31, 2009, following 
usual IFRS practices. 


INetiproficurern rnin: € 1,794.9 IncomentaxdexDens cust tt niet ttt tat erate € 676.1 
Finance costs .......... 76.0 Profit before tax expense ....................00. 2,471.0 
INetisalesier etn ister: 17,472.6 Research and development expense .............. 609.2 
Gross profit........... 12,311.0 Selling, general and administrative expense ......... 3,735.5 
Other expense ........ 30.6 Advertising and promotion expense .............. 5,388.7 
Cost of sales: oono cee 5,161.6 


Prepare journal entries to record the following merchandising transactions of Stone Company, which ap- 
plies the perpetual inventory system. (Hint: It will help to identify each receivable and payable; for ex- 
ample, record the purchase on August 1 in Accounts Payable—Abilene.) 


Aug. 1 Purchased merchandise from Abilene Company for $6,000 under credit terms of 1/10, n/30, 

FOB destination, invoice dated August 1. 

4 At Abilene’s request, Stone paid $100 cash for freight charges on the August 1 purchase, reduc- 
ing the amount owed to Abilene. 

5 Sold merchandise to Lux Corp. for $4,200 under credit terms of 2/10, n/60, FOB destination, 
invoice dated August 5. The merchandise had cost $3,000. 

8 Purchased merchandise from Welch Corporation for $5,300 under credit terms of 1/10, n/45, 
FOB shipping point, invoice dated August 8. The invoice showed that at Stone’s request, Welch 
paid the $240 shipping charges and added that amount to the bill. (Hint: Discounts are not ap- 
plied to freight and shipping charges.) 

9 Paid $120 cash for shipping charges related to the August 5 sale to Lux Corp. 

10 Lux returned merchandise from the August 5 sale that had cost Stone $500 and been sold for 
$700. The merchandise was restored to inventory. 

12 After negotiations with Welch Corporation concerning problems with the merchandise pur- 
chased on August 8, Stone received a credit memorandum from Welch granting a price 
reduction of $800. 

15 Received balance due from Lux Corp. for the August 5 sale less the return on August 10. 

18 Paid the amount due Welch Corporation for the August 8 purchase less the price reduction 
granted. 

19 Sold merchandise to Trax Co. for $3,600 under credit terms of 1/10, n/30, FOB shipping 
point, invoice dated August 19. The merchandise had cost $2,500. 

22 Trax requested a price reduction on the August 19 sale because the merchandise did not meet 
specifications. Stone sent Trax a $600 credit memorandum to resolve the issue. 

29 Received Trax’s cash payment for the amount due from the August 19 sale. 

30 Paid Abilene Company the amount due from the August 1 purchase. 





Problem 5-2A 
Preparing journal entries for 
merchandising activities— 


perpetual system 


P1 P2 


Prepare journal entries to record the following merchandising transactions of Bask Company, which ap- 
plies the perpetual inventory system. (Hint: It will help to identify each receivable and payable; for 
example, record the purchase on July 1 in Accounts Payable—Black.) 


Purchased merchandise from Black Company for $6,000 under credit terms of 1/15, n/30, FOB 

shipping point, invoice dated July 1. 

2 Sold merchandise to Coke Co. for $800 under credit terms of 2/10, n/60, FOB shipping point, 
invoice dated July 2. The merchandise had cost $500. 

3 Paid $100 cash for freight charges on the purchase of July 1. 


July 1 


o0 


11 


12 
16 
19 


21 
24 
30 
31 
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Sold merchandise that had cost $1,200 for $1,600 cash. 

Purchased merchandise from Lane Co. for $2,300 under credit terms of 2/15, n/60, FOB desti- 
nation, invoice dated July 9. 

Received a $200 credit memorandum from Lane Co. for the return of part of the merchandise 
purchased on July 9. 

Received the balance due from Coke Co. for the invoice dated July 2, net of the discount. 

Paid the balance due to Black Company within the discount period. 

Sold merchandise that cost $900 to AKP Co. for $1,250 under credit terms of 2/15, n/60, FOB 
shipping point, invoice dated July 19. 

Issued a $150 credit memorandum to AKP Co. for an allowance on goods sold on July 19. 
Paid Lane Co. the balance due after deducting the discount. 

Received the balance due from AKP Co. for the invoice dated July 19, net of discount. 

Sold merchandise that cost $3,200 to Coke Co. for $5,000 under credit terms of 2/10, n/60, 
FOB shipping point, invoice dated July 31. 
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Check July 12, Dr. Cash $784 
July 16, Cr. Cash $5,940 


July 24, Cr. Cash $2,058 
July 30, Dr. Cash $1,078 





The following unadjusted trial balance is prepared at fiscal year-end for Rex Company. 
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2 
3 
4 
5 
6 
a4 
8 
9 
10 
11 


OS Sh O7 T B 10%~| B | avai 
REX COMPANY 
Unadjusted Trial Balance 
January 31, 2011 
Debit 


Cash 
Merchandise inventory 
Store supplies 
| Prepaid insurance 
Store equipment 
Accumulated depreciation—Store equipment 
Accounts payable 
T. Rex, Capital 
| T. Rex, Withdrawals 
| Sales 
Sales discounts 
Sales returns and allowances 
| Cost of goods sold 


$ 15,000 
9,000 
32,000 
2,000 
104,000 
1,000 
2,000 
37,400 


| Depreciation expense—Store equipment 0 


| Salaries expense 


31,000 


Insurance expense 0 


Rent expense 


14,000 


Store supplies expense 0 


| Advertising expense 
| Totals 


A AID DIN Sheet! { Sheet2 Z Sheet 7 





9,900 
$160,000 





$160,000 




















Rent expense and salaries expense are equally divided between selling activities and the general and ad- 


ministrative activities. Rex Company uses a perpetual inventory system. 


Required 


1. Prepare adjusting journal entries to reflect each of the following: 


a. Store supplies still available at fiscal year-end amount to $1,650. 


Expired insurance, an administrative expense, for the fiscal year is $1,500. 


b. 
c. Depreciation expense on store equipment, a selling expense, is $1,400 for the fiscal year. 
d. 


To estimate shrinkage, a physical count of ending merchandise inventory is taken. It shows $11,100 


of inventory is still available at fiscal year-end. 


Problem 5-3A 

Preparing adjusting entries 
and income statements; and 
computing gross margin, acid- 
test, and current ratios 


Al A2 P3 P4 
eXcel 


mhhe.com/wildFAP20e 
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Check (2) Gross profit, $63,200; 
(3) Total expenses, $98,750; Net 
income, $2,250 
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2. Prepare a multiple-step income statement for fiscal year 2011. 
3. Prepare a single-step income statement for fiscal year 2011. 
4. Compute the current ratio, acid-test ratio, and gross margin ratio as of January 31, 2011. 





Problem 5-4A 
Computing merchandising 
amounts and formatting 
income statements 


(2 P4 


Check (2) $88,600; 


(3) Gross profit, $112,150; 
Net income, $22,750; 


(4) Total expenses, $172,000 


BizKid Company’s adjusted trial balance on August 31, 2011, its fiscal year-end, follows. 


Debit Credit 


Merchandise inventory ............. $ 31,000 
Other (noninventory) assets ........ 120,400 
Motaliliabilitiess <<. wi ce ceri es eres $ 35,000 
N. Kidman, Capital ................ 101,650 
N. Kidman,Withdrawals ............ 8,000 
Sales tevin AA EAN A 212,000 
Sales discounts: 2.4% een ee eeen e 3,250 
Sales returns and allowances ........ 14,000 
Cost of goods sold ................ 82,600 
Sales salaries expense .............. 29,000 
Rent expense—Selling space ........ 10,000 
Store supplies expense ............. 2,500 
Advertising expense ............... 18,000 
Office salaries expense ............. 26,500 
Rent expense—Office space ........ 2,600 
Office supplies expense ............ 800 
MOMS a a aa E E E OERE $348,650 $348,650 


On August 31, 2010, merchandise inventory was $25,000. Supplementary records of merchandising ac- 
tivities for the year ended August 31, 2011, reveal the following itemized costs. 


Invoice cost of merchandise purchases ........ $91,000 
Purchase discounts received ...............-- 1,900 
Purchase returns and allowances ............. 4,400 
Costs of transportation-in .................. 3,900 


Required 

1. Compute the company’s net sales for the year. 

2. Compute the company’s total cost of merchandise purchased for the year. 

3. Prepare a multiple-step income statement that includes separate categories for selling expenses and for 
general and administrative expenses. 

4. Prepare a single-step income statement that includes these expense categories: cost of goods sold, sell- 
ing expenses, and general and administrative expenses. 





Problem 5-5A 

Preparing closing entries and 
interpreting information about 
discounts and returns 


8 ou 


Check (1) $22,750 Dr. to close 
Income Summary 
(3) Current-year rate, 6.6% 


Use the data for BizKid Company in Problem 5-4A to complete the following requirements. 


Required 
1. Prepare closing entries as of August 31, 2011 (the perpetual inventory system is used). 


Analysis Component 


2. The company makes all purchases on credit, and its suppliers uniformly offer a 3% sales discount. 
Does it appear that the company’s cash management system is accomplishing the goal of taking all 
available discounts? Explain. 

3. In prior years, the company experienced a 5% returns and allowance rate on its sales, which means 
approximately 5% of its gross sales were eventually returned outright or caused the company to grant 
allowances to customers. How do this year’s results compare to prior years’ results? 
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Refer to the data and information in Problem 5-3A. 


Required 


Prepare and complete the entire 10-column work sheet for Rex Company. Follow the structure of Exhibit 
5B.1 in Appendix 5B. 


Prepare journal entries to record the following merchandising transactions of Wave Company, which ap- 
plies the perpetual inventory system. (Hint: It will help to identify each receivable and payable; for ex- 
ample, record the purchase on July 3 in Accounts Payable—CAP.) 


July 3 
4 
7 


10 


11 
12 


14 
17 
20 
21 
24 


30 
31 


Purchased merchandise from CAP Corp. for $15,000 under credit terms of 1/10, n/30, FOB 
destination, invoice dated July 3. 

At CAP’s request, Wave paid $250 cash for freight charges on the July 3 purchase, reducing the 
amount owed to CAP. 

Sold merchandise to Morris Co. for $10,500 under credit terms of 2/10, n/60, FOB destination, 
invoice dated July 7. The merchandise had cost $7,500. 

Purchased merchandise from Murdock Corporation for $14,200 under credit terms of 1/10, 
n/45, FOB shipping point, invoice dated July 10. The invoice showed that at Wave’s request, 
Murdock paid the $600 shipping charges and added that amount to the bill. (Hint: Discounts are 
not applied to freight and shipping charges.) 

Paid $300 cash for shipping charges related to the July 7 sale to Morris Co. 

Morris returned merchandise from the July 7 sale that had cost Wave $1,250 and been sold for 
$1,750. The merchandise was restored to inventory. 

After negotiations with Murdock Corporation concerning problems with the merchandise pur- 
chased on July 10, Wave received a credit memorandum from Murdock granting a price reduc- 
tion of $2,000. 

Received balance due from Morris Co. for the July 7 sale less the return on July 12. 

Paid the amount due Murdock Corporation for the July 10 purchase less the price reduction granted. 
Sold merchandise to Ulsh for $9,000 under credit terms of 1/10, n/30, FOB shipping point, 
invoice dated July 21. The merchandise had cost $6,250. 

Ulsh requested a price reduction on the July 21 sale because the merchandise did not meet 
specifications. Wave sent Ulsh a credit memorandum for $1,500 to resolve the issue. 

Received Ulsh’s cash payment for the amount due from the July 21 sale. 

Paid CAP Corp. the amount due from the July 3 purchase. 


Problem 5-6A® 
Preparing a work sheet for 
a merchandiser 


P3 


PROBLEM SET B 


Problem 5-1B 

Preparing journal entries for 
merchandising activities — 
perpetual system 


P1 P2 


Check July 17, Dr. Cash $8,575 
July 20, Cr. Cash $12,678 


July 30, Dr. Cash $7425 





Prepare journal entries to record the following merchandising transactions of Yang Company, which 
applies the perpetual inventory system. (Hint: It will help to identify each receivable and payable; for 
example, record the purchase on May 2 in Accounts Payable—Bots.) 


May 2 
4 
5 
9 

10 
12 
14 
17 
20 
22 
25 
30 


31 


Purchased merchandise from Bots Co. for $9,000 under credit terms of 1/15, n/30, FOB ship- 
ping point, invoice dated May 2. 

Sold merchandise to Chase Co. for $1,200 under credit terms of 2/10, n/60, FOB shipping 
point, invoice dated May 4. The merchandise had cost $750. 

Paid $150 cash for freight charges on the purchase of May 2. 

Sold merchandise that had cost $1,800 for $2,400 cash. 

Purchased merchandise from Snyder Co. for $3,450 under credit terms of 2/15, n/60, FOB 
destination, invoice dated May 10. 

Received a $300 credit memorandum from Snyder Co. for the return of part of the merchandise 
purchased on May 10. 

Received the balance due from Chase Co. for the invoice dated May 4, net of the discount. 
Paid the balance due to Bots Co. within the discount period. 

Sold merchandise that cost $1,450 to Tex Co. for $2,800 under credit terms of 2/15, n/60, FOB 
shipping point, invoice dated May 20. 

Issued a $400 credit memorandum to Tex Co. for an allowance on goods sold from May 20. 

Paid Snyder Co. the balance due after deducting the discount. 

Received the balance due from Tex Co. for the invoice dated May 20, net of discount and 
allowance. 

Sold merchandise that cost $4,800 to Chase Co. for $7,500 under credit terms of 2/10, n/60, 
FOB shipping point, invoice dated May 31. 


Problem 5-2B 

Preparing journal entries for 
merchandising activities — 
perpetual system 


P1 P2 


Check May 14, Dr. Cash $1,176 
May 17, Cr. Cash $8,910 


May 30, Dr. Cash $2,352 
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Problem 5-3B 

Preparing adjusting entries 
and income statements; and 
computing gross margin, 
acid-test, and current ratios 


Al A2 P3 P4 


Check (2) Gross profit, $126,400; 


(3) Total expenses, $197,500; 


Net income, $4,500 


The following unadjusted trial balance is prepared at fiscal year-end for FAB Products Company. 





|$) Ee Edt wew Insert Format I accounting Window Hep = — lex 
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FAB PRODUCTS COMPANY 
Unadjusted Trial Balance 
October 31, 2011 
pam Debit Credit 
2 |Cash $ 4,400 
3 Merchandise inventory 23,000 
4 Store supplies 9,600 
5 | Prepaid insurance 4,600 
6 | Store equipment 83,800 
7 Accumulated depreciation—Store equipment $ 30,000 
g | Accounts payable 16,000 
9 |A. Fab, Capital 64,000 
10 A. Fab, Withdrawals 2,000 
11 | Sales 208,000 
42 Sales discounts 2,000 
13 Sales returns and allowances 4,000 
14 Cost of goods sold 74,800 
15 Depreciation expense—Store equipment 0 
16 Salaries expense 62,000 
17 | Insurance expense 0 
18 Rent expense 28,000 
49 | Store supplies expense 0 
20 Advertising expense 19,800 
21 | Totals $318,000 $318,000 
Eia ao a Shes 7 Is 1 »If] 



































Rent expense and salaries expense are equally divided between selling activities and the general and 
administrative activities. FAB Products Company uses a perpetual inventory system. 


Required 


1. 


w 


Prepare adjusting journal entries to reflect each of the following. 

a. Store supplies still available at fiscal year-end amount to $3,300. 

b. Expired insurance, an administrative expense, for the fiscal year is $3,000. 

c. Depreciation expense on store equipment, a selling expense, is $2,800 for the fiscal year. 


d. To estimate shrinkage, a physical count of ending merchandise inventory is taken. It shows $22,200 
of inventory is still available at fiscal year-end. 


- Prepare a multiple-step income statement for fiscal year 2011. 


Prepare a single-step income statement for fiscal year 2011. 
Compute the current ratio, acid-test ratio, and gross margin ratio as of October 31, 2011. 





Problem 5-4B 
Computing merchandising 
amounts and formatting 
income statements 


Ci C2 P4 


Albin Company’s adjusted trial balance on March 31, 2011, its fiscal year-end, follows. 


Debit Credit 


Merchandise inventory .............. $ 46,500 
Other (noninventory) assets ......... 190,600 
Totaliliabilitiese ee n eere ek $ 52,500 
R-Albim Capital eme seee e en 152,475 
R. Albin, Withdrawals .............. 2,000 


[continued on next page] 
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[continued from previous page] 


Salesa erene ea sustenance 318,000 
Sales discounts narre cen ew woe ne 4,875 
Sales returns and allowances ........ 21,000 
Cost of goods sold ................ 123,900 
Sales salaries expense .............. 43,500 
Rent expense—Selling space ........ 15,000 
Store supplies expense ............. 3,750 
Advertising expense ............... 27,000 
Office salaries expense ............. 39,750 
Rent expense— Office space ........ 3,900 
Office supplies expense ............ 1,200 
Totals aere necesrea sranani neas $522,975 $522,975 


On March 31, 2010, merchandise inventory was $37,500. Supplementary records of merchandising ac- 
tivities for the year ended March 31, 2011, reveal the following itemized costs. 


Invoice cost of merchandise purchases ........ $136,500 
Purchase discounts received ..............085 2,850 
Purchase returns and allowances ............. 6,600 
Costs of transportation-in .................. 5,850 


Required 


1. 


2. 
3. 


Calculate the company’s net sales for the year. 
Calculate the company’s total cost of merchandise purchased for the year. 


Prepare a multiple-step income statement that includes separate categories for selling expenses and for 
general and administrative expenses. 


Prepare a single-step income statement that includes these expense categories: cost of goods sold, 
selling expenses, and general and administrative expenses. 
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Check (2) $132,900; 


(3) Gross profit, $168,225; 
Net income, $34,125; 


(4) Total expenses, $258,000 





Use the data for Albin Company in Problem 5-4B to complete the following requirements. 


Required 


1. 


Prepare closing entries as of March 31, 2011 (the perpetual inventory system is used). 


Analysis Component 


2. 


The company makes all purchases on credit, and its suppliers uniformly offer a 3% sales discount. 
Does it appear that the company’s cash management system is accomplishing the goal of taking all 
available discounts? Explain. 


. In prior years, the company experienced a 5% returns and allowance rate on its sales, which means 


approximately 5% of its gross sales were eventually returned outright or caused the company to grant 
allowances to customers. How do this year’s results compare to prior years’ results? 


Problem 5-5B 

Preparing closing entries and 
interpreting information about 
discounts and returns 


(2 E | 


Check (1) $34,125 Dr. to close 


Income Summary 


(3) Current-year rate, 6.6% 





Refer to the data and information in Problem 5-3B. 


Required 


Prepare and complete the entire 10-column work sheet for FAB Products Company. Follow the structure 
of Exhibit 5B.1 in Appendix 5B. 


Problem 5-6B® 
Preparing a work sheet for 
a merchandiser 


P3 
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SERIAL PROBLEM 


Business Solutions 


P1 P2 P3 P4 


gh 


No. Account Title 


101 CAN ossnoacvedmacoonsan 
106.1 Alex’s Engineering Co. ..... 
106.2 Wildcat Services ......... 
106.3 Easy Leasing ............. 
106 ARENC o 
1065 REUE E re eee 
066E Gomez COn rere 
1067 DEt EC e eer reer 


NOME ERKE ne a cman 
1069 m Dream INe a 055-3 
119 Merchandise inventory .... 


126 Computer supplies........ 


128 Prepaid insurance ......... 
131 Prepaid rent ............. 
163 Office equipment ......... 
164 Accumulated depreciation— 

Office equipment ....... 
167 Computer equipment ..... 
168 Accumulated depreciation— 


Computer equipment ... 


201 Accounts payable ......... 


Check Jan. 11, Dr. Unearned 
Computer Services Revenue $1,500 
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(This serial problem began in Chapter I and continues through most of the book. If previous chapter 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to 
use the Working Papers that accompany the book.) 


SP5 Santana Rey created Business Solutions on October 1, 2011. The company has been successful, 
and its list of customers has grown. To accommodate the growth, the accounting system is modified 
to set up separate accounts for each customer. The following chart of accounts includes the account 
number used for each account and any balance as of December 31, 2011. Santana Rey decided to 
add a fourth digit with a decimal point to the 106 account number that had been used for the single 
Accounts Receivable account. This change allows the company to continue using the existing chart 
of accounts. 


Dr. Cr. No. Account Title Dr. Cr. 
TOET $48,372 210 Wages payable’ s.o raana anne ena AEE EAEE Si $ 500 
OSER 0 236 Unearned computer services revenue ........... 1,500 
so0bHHe 0 301 S- Rey, Gapitall <. cards area mara saree araa 80,360 
Ree al 0 302 S. Rey, Withdrawals .........0. 0.0.00 c eee eee $0 
Rens 3,000 403 Computer services revenue ................+5- 0 
ORARI 0 413 Sal6Si osc nip enesenn sa aamatese Gwe jenna sae 0 
Sen one 2,668 414 Sales returns and allowances .................- 0 
TTET 0 415 Sales discounts o eemo ee ea 0 
Ee 0 502 Costiof goods sold. seess 2s cseesce cence naang: 0 
eee 0 612 Depreciation expense—Office equipment........ 0 
RAO 0 613 Depreciation expense— 
Reet ie 580 Computer equipment e 0 
Canney 1,665 623 WEES expense m Aa 0 
ELIA 825 637 Insurancerexpens em E A nti e eres 0 
eee 8,000 640 REME SHEIK cc oooohsoovcanssonvebvgnuoanadn 0 
652 Computer supplies expense ................... 0 
onnu ee $ 400 655 Advertising expense ...............00. eee 0 
Mele 20,000 676 Mileazetexpenscln eer ent innit nts r eres 0 
677 Miscellaneous expenses .................0005- 0 
son page 1,250 684 Repairs expense—Computer .................. 0 
Dee 1,100 


In response to requests from customers, S. Rey will begin selling computer software. The company will 
extend credit terms of 1/10, n/30, FOB shipping point, to all customers who purchase this merchan- 
dise. However, no cash discount is available on consulting fees. Additional accounts (Nos. 119, 413, 
414, 415, and 502) are added to its general ledger to accommodate the company’s new merchandising 
activities. Also, Business Solutions does not use reversing entries and, therefore, all revenue and ex- 
pense accounts have zero beginning balances as of January 1, 2012. Its transactions for January through 
March follow: 


Jan. 4 The company paid cash to Lyn Addie for five days’ work at the rate of $125 per day. Four of the 
five days relate to wages payable that were accrued in the prior year. 
5 Santana Rey invested an additional $25,000 cash in the company. 
7 The company purchased $5,800 of merchandise from Kansas Corp. with terms of 1/10, n/30, 
FOB shipping point, invoice dated January 7. 
The company received $2,668 cash from Gomez Co. as full payment on its account. 
11 The company completed a five-day project for Alex’s Engineering Co. and billed it $5,500, 
which is the total price of $7,000 less the advance payment of $1,500. 


Feb. 


13 


15 


16 


17 


20 


22 


24 


26 


26 


29 


15 
23 


26 
27 


11 
16 
19 


24 
25 


30 


31 
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The company sold merchandise with a retail value of $5,200 and a cost of $3,560 to Liu Corp., 
invoice dated January 13. 

The company paid $600 cash for freight charges on the merchandise purchased on 
January 7. 

The company received $4,000 cash from Delta Co. for computer services provided. 

The company paid Kansas Corp. for the invoice dated January 7, net of the discount. 

Liu Corp. returned $500 of defective merchandise from its invoice dated January 13. The re- 
turned merchandise, which had a $320 cost, is discarded. (The policy of Business Solutions is 
to leave the cost of defective products in cost of goods sold.) 

The company received the balance due from Liu Corp., net of both the discount and the credit 
for the returned merchandise. 

The company returned defective merchandise to Kansas Corp. and accepted a credit against 
future purchases. The defective merchandise invoice cost, net of the discount, was $496. 

The company purchased $9,000 of merchandise from Kansas Corp. with terms of 1/10, n/30, 
FOB destination, invoice dated January 26. 

The company sold merchandise with a $4,640 cost for $5,800 on credit to KC, Inc., invoice 
dated January 26. 

The company received a $496 credit memorandum from Kansas Corp. concerning the merchan- 
dise returned on January 24. 

The company paid cash to Lyn Addie for 10 days’ work at $125 per day. 

The company paid $2,475 cash to Hillside Mall for another three months’ rent in advance. 
The company paid Kansas Corp. for the balance due, net of the cash discount, less the $496 
amount in the credit memorandum. 

The company paid $600 cash to the local newspaper for an advertising insert in today’s paper. 
The company received the balance due from Alex’s Engineering Co. for fees billed on 
January 11. 

Santana Rey withdrew $4,800 cash from the company for personal use. 

The company sold merchandise with a $2,660 cost for $3,220 on credit to Delta Co., invoice 
dated February 23. 

The company paid cash to Lyn Addie for eight days’ work at $125 per day. 

The company reimbursed Santana Rey for business automobile mileage (600 miles at $0.32 
per mile). 

The company purchased $2,730 of computer supplies from Harris Office Products on credit, 
invoice dated March 8. 

The company received the balance due from Delta Co. for merchandise sold on February 23. 
The company paid $960 cash for minor repairs to the company’s computer. 

The company received $5,260 cash from Dream, Inc., for computing services provided. 

The company paid the full amount due to Harris Office Products, consisting of amounts created 
on December 15 (of $1,100) and March 8. 

The company billed Easy Leasing for $9,047 of computing services provided. 

The company sold merchandise with a $2,002 cost for $2,800 on credit to Wildcat Services, 
invoice dated March 25. 

The company sold merchandise with a $1,048 cost for $2,220 on credit to IFM Company, in- 
voice dated March 30. 

The company reimbursed Santana Rey for business automobile mileage (400 miles at $0.32 per 
mile). 


The following additional facts are available for preparing adjustments on March 31 prior to financial state- 
ment preparation: 


a. 
b. 


c. 


The March 31 amount of computer supplies still available totals $2,005. 


Three more months have expired since the company purchased its annual insurance policy at a $2,220 
cost for 12 months of coverage. 


Lyn Addie has not been paid for seven days of work at the rate of $125 per day. 


. Three months have passed since any prepaid rent has been transferred to expense. The monthly rent 


expense is $825. 


e. Depreciation on the computer equipment for January 1 through March 31 is $1,250. 


Fi 


Depreciation on the office equipment for January 1 through March 31 is $400. 


. The March 31 amount of merchandise inventory still available totals $704. 
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Check Jan. 20, No entry to Cost of 
Goods Sold 
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Check (2) Ending balances at March 
31: Cash, $68,057; Sales, $19,240; 


(3) Unadj. totals, $151,557; 
Adj. totals, $154,082; 


(4) Net income, $18,833; 


(5) S. Rey, Capital (at 
March 31), $119,393; 


(6) Total assets, $120,268 
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Required 


1. 
2. 


3. 


Prepare journal entries to record each of the January through March transactions. 

Post the journal entries in part 1 to the accounts in the company’s general ledger. (Note: Begin with the 
ledger’s post-closing adjusted balances as of December 31, 2011.) 

Prepare a partial work sheet consisting of the first six columns (similar to the one shown in Exhibit 
5B.1) that includes the unadjusted trial balance, the March 31 adjustments (a) through (g), and the 
adjusted trial balance. Do not prepare closing entries and do not journalize the adjustments or post 
them to the ledger. 

Prepare an income statement (from the adjusted trial balance in part 3) for the three months ended 
March 31, 2012. Use a single-step format. List all expenses without differentiating between selling 
expenses and general and administrative expenses. 


. Prepare a statement of owner’s equity (from the adjusted trial balance in part 3) for the three months 


ended March 31, 2012. 


. Prepare a classified balance sheet (from the adjusted trial balance) as of March 31, 2012. 


Beyond the Numbers 


REPORTING IN 
ACTION 


Al 
RIM 


BTN 5-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. 


Required 


1. 


2. 


Assume that the amounts reported for inventories and cost of sales reflect items purchased in a form 
ready for resale. Compute the net cost of goods purchased for the fiscal year ended February 27, 2010. 
Compute the current ratio and acid-test ratio as of February 27, 2010, and February 28, 2009. Interpret 
and comment on the ratio results. How does Research In Motion compare to the industry average of 
2.4 for the current ratio and 1.5 for the acid-test ratio? 


Fast Forward 


3. 


Access Research In Motion’s financial statements (form 10-K) for fiscal years ending after February 27, 
2010, from its Website (RIM.com) or the SEC’s EDGAR database (www.SEC.gov). Recompute and 
interpret the current ratio and acid-test ratio for these current fiscal years. 





COMPARATIVE 
ANALYSIS 


A 


RIM 
Apple 


BTN 5-2 Key comparative figures for both Research In Motion and Apple follow. 





Research In Motion Apple 
Current Prior Current 
($ millions) Year Year Year 
Revenues (net sales)......... $14,953 $11,065 $42,905 $37,491 
Cost of sales ............... 8,369 5,968 25,683 24,294 


Required 


1. 


2. 


Compute the dollar amount of gross margin and the gross margin ratio for the two years shown for 
each of these companies. 

Which company earns more in gross margin for each dollar of net sales? How do they compare to the 
industry average of 40.0%? 


. Did the gross margin ratio improve or decline for these companies? 
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BTN 5-3 Ashton Martin is a student who plans to attend approximately four professional events a year 
at her college. Each event necessitates a financial outlay of $100 to $200 for a new suit and accessories. 
After incurring a major hit to her savings for the first event, Ashton developed a different approach. She 
buys the suit on credit the week before the event, wears it to the event, and returns it the next week to the 
store for a full refund on her charge card. 


Required 
1. Comment on the ethics exhibited by Ashton and possible consequences of her actions. 
2. How does the merchandising company account for the suits that Ashton returns? 


ETHICS CHALLENGE 
Ci P2 





BTN 5-4 You are the financial officer for Music Plus, a retailer that sells goods for home entertainment 
needs. The business owner, Jamie Madsen, recently reviewed the annual financial statements you prepared 
and sent you an e-mail stating that he thinks you overstated net income. He explains that although he has 
invested a great deal in security, he is sure shoplifting and other forms of inventory shrinkage have oc- 
curred, but he does not see any deduction for shrinkage on the income statement. The store uses a per- 
petual inventory system. 


Required 


Prepare a brief memorandum that responds to the owner’s concerns. 
p P 


COMMUNICATING 
IN PRACTICE 


a O 





BTN 5-5 Access the SEC’s EDGAR database (www.sEC.goy) and obtain the March 19, 2010, filing of 
its fiscal 2010 10-K report (for year ended January 30, 2010) for J. Crew Group, Inc (ticker: JCG). 


Required 


Prepare a table that reports the gross margin ratios for J. Crew using the revenues and cost of goods sold 
data from J. Crew’s income statement for each of its most recent three years. Analyze and comment on the 
trend in its gross margin ratio. 


TAKING IT TO 
THE NET 


BO 





BTN 5-6 Best Brands’ general ledger and supplementary records at the end of its current period reveal 
the following. 


Sales 4.2 oe were N craves $430,000 Merchandise inventory (beginning of period) ...... $ 49,000 
Sales returns .............. 18,000 Invoice cost of merchandise purchases ........... 180,000 
Sales discounts ............ 6,600 Purchase discounts received ................200. 4,500 
Cost of transportation-in .... 11,000 Purchase returns and allowances ................ 5,500 
Operating expenses ........ 20,000 Merchandise inventory (end of period) ........... 42,000 


Required 


1. Each member of the team is to assume responsibility for computing one of the following items. You 
are not to duplicate your teammates’ work. Get any necessary amounts to compute your item from the 
appropriate teammate. Each member is to explain his or her computation to the team in preparation for 
reporting to the class. 
a. Net sales 


b. Total cost of merchandise purchases 


d. Gross profit 
e. Net income 
c. Cost of goods sold 
2. Check your net income with the instructor. If correct, proceed to step 3. 


3. Assume that a physical inventory count finds that actual ending inventory is $38,000. Discuss how this 
affects previously computed amounts in step 1. 


TEAMWORK IN 
ACTION 


Ci C2 


Point: In teams of four, assign the 
same student a and e. Rotate teams for 
reporting on a different computation 
and the analysis in step 3. 
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ENTREPRENEURIAL BTN 5-7 Refer to the opening feature about Heritage Link Brands. Assume that Selena and Khary Cuffe 
DECISION report current annual sales at approximately $10 million and disclose the following income statement. 


ee hee 


Heritage Link Brands 


Income Statement 
For Year Ended January 31, 2010 





Netisalesiteancsn cree ee ees $10,000,000 
Costiofisalesmadcccncset dia E 6,100,000 
Expenses (other than cost of sales) ......... 2,000,000 
Netincome eare aaa a A hones $ 1,900,000 


Selena and Khary Cuffe sell to various individuals and retailers, ranging from small shops to large chains. 
Assume that they currently offer credit terms of 1/15, n/60, and ship FOB destination. To improve their 
cash flow, they are considering changing credit terms to 3/10, n/30. In addition, they propose to change 
shipping terms to FOB shipping point. They expect that the increase in discount rate will increase net sales 
by 9%, but the gross margin ratio (and ratio of cost of sales divided by net sales) is expected to remain 
unchanged. They also expect that delivery expenses will be zero under this proposal; thus, expenses other 
than cost of sales are expected to increase only 6%. 


Required 

1. Prepare a forecasted income statement for the year ended January 31, 2011, based on the proposal. 

2. Based on the forecasted income statement alone (from your part 1 solution), do you recommend that 
Selena and Khary implement the new sales policies? Explain. 

3. What else should Selena and Khary consider before deciding whether or not to implement the new 
policies? Explain. 





HITTING THE ROAD 
Ci (3 2 


Point: This activity complements the 
Ethics Challenge assignment. 


BTN 5-3 Arrange an interview (in person or by phone) with the manager of a retail shop in a mall or in 
the downtown area of your community. Explain to the manager that you are a student studying merchan- 
dising activities and the accounting for sales returns and sales allowances. Ask the manager what the store 
policy is regarding returns. Also find out if sales allowances are ever negotiated with customers. Inquire 
whether management perceives that customers are abusing return policies and what actions management 
takes to counter potential abuses. Be prepared to discuss your findings in class. 





GLOBAL DECISION 


"BO 


NOKIA 


RIM 
Apple 


BTN 5-9 Nokia (www.Nokia.com), Research In Motion, and Apple are competitors in the global mar- 
ketplace. Key comparative figures for each company follow. 


Net Sales Cost of Sales 


Nokia*® ..... 0.0.0.0 0 00 cee 40,984 27,720 
Research In Motion? ......... $14,953 $ 8,369 
Applet E E AEEA $42,905 $25,683 


* EUR millions for Nokia. 


t $ millions for Research In Motion and Apple. 


Required 
1. Rank the three companies (highest to lowest) based on the gross margin ratio. 


2. Which of the companies uses a multiple-step income statement format? (These companies’ income 
statements are in Appendix A.) 
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ANSWERS TO MULTIPLE CHOICE QUIZ 


1. c; Gross profit = $550,000 — $193,000 = $357,000 
2. d; ($4,500 — $250) X (100% — 2%) = $4,165 
3. b; Net sales = $75,000 + $320,000 — $13,700 — $6,000 = $375,300 








4. b; Acid-test ratio = $37,500/$50,000 = 0.750 
5. a; Gross margin ratio = ($675,000 — $459,000)/$675,000 = 32% 








Inventories and Cost of Sales 








A Look Back 


Chapter 5 focused on merchandising 
activities and how they are reported. We 
analyzed and recorded purchases and 
sales and explained accounting adjust- 
ments and closing for merchandisers. 


Learning Objectives 


A Look at This Chapter 





This chapter emphasizes accounting for 
inventory. We describe methods for as- 


signing costs to inventory and we explain 
the items and costs making up merchan- 
dise inventory. We also discuss methods 


of estimating and measuring inventory. 





CONCEPTUAL 


Cl 
C2 


Identify the items making up 
merchandise inventory. (p. 228) 


Identify the costs of merchandise 
inventory. (p. 229) 








A Look Ahead 


Chapter 7 emphasizes accounting 
information systems. We describe sys- 
tem principles, the system components, 
use of special journals and subsidiary 
ledgers, and technology-based systems. 





CAP 


ANALYTICAL 


Al 
A2 
A3 


Analyze the effects of inventory 
methods for both financial and tax 
reporting. (p. 236) 


Analyze the effects of inventory 
errors on current and future financial 
statements. (p. 238) 


Assess inventory management using 
both inventory turnover and days’ 
sales in inventory. (p. 241) 


LP6 


PROCEDURAL 


P1 


P2 
P3 


P4 


Compute inventory in a perpetual 
system using the methods of specific 
identification, FIFO, LIFO, and 
weighted average. (p. 230) 


Compute the lower of cost or market 
amount of inventory. (p. 237) 


Appendix 6A—Compute inventory in a 
periodic system using the methods of 
specific identification, FIFO, LIFO, and 
weighted average. (p. 246) 


Appendix 6B—Apply both the retail 
inventory and gross profit methods 
to estimate inventory. (p. 251) 


mip ty) mie REG SS: 
ai Gai RS 
Decision Insight 


SAN FRANCISCO—The Navy SEALs call it “the gizmo.” This 
gizmo, created by former Navy SEAL Randy Hetrick, CEO of 
Fitness Anywhere, Inc and the inventor of Suspension 
Training®, is a resistance exercise device officially named 
the TRX Suspension Trainer. It is the hallmark product of 
Randy's start-up exercise equipment business, Fitne - 
where (FitnessAnywhere.com). 

Randy explains that to keep himself in shape for clandestine 
missions, he stitched parachute webbing into straps that he 
could fasten to almost anything and then use as a pulley system 
where his own body weight served as resistance. After leaving 
the Navy, Randy headed to business school and devoted himself 
to producing and marketing his new invention. 

However, the entrepreneurial road was rough. Randy strug- 
gled with inventory production and sales planning, and had to 
deal with discounts, returns, and allowances. A major challenge 
was maintaining appropriate inventories while controlling costs. 
Randy admits that mistakes are part of entrepreneurial endeav- 
ors, but that he just had to throw himself into it and learn. 

And, learn he did. Applying inventory management, and old- 
fashion trial-and-error, Randy learned to fill orders, collect money, 
and maintain the right inventory. “| wanted to re-create the 
SEAL team environment,” explains Randy. To help, he set up a 





“I wanted to re-create the SEAL team environment” 
—RANDY HETRICK 


perpetual inventory system to account for inventory sales and 
purchases in real time. Randy insists that it is really important 
to serve customers’ needs, which demands sound inventory 
accounting. 

But business success requires more than good products and 
perpetual inventory management, explains Randy. It requires 
commitment, patience, energy, faith, and maybe some luck. “| 
thought this was a commando tool, pure and simple,” laughs 
Randy. “Man, was | wrong!” 

While Randy continues to measure, monitor, and manage in- 
ventories and costs, his success and growth are pushing him 
into new products and opportunities. He explains that he now 
has a line of portable, resistance exercise devices. Still, Randy 
demands that his business stay true to “the small, flat, high- 
performance .. . kind of [SEALs] culture.” His inventory proce- 
dures and office setting contribute to that lean and mean culture. 
“Working out [in the office] is not only sanctioned,” says Randy, 
“it almost is required.” 


[Sources: FitnessAnywhere Website, January 2011; Entrepreneur, 
February 2010; Triathlete Magazine, December 2009; Wall Street 
Journal, September 2009] 





Chapter Preview 





Merchandisers’ activities include the purchasing and reselling of sold. Retailers, wholesalers, and other merchandising companies 
merchandise. We explained accounting for merchandisers in Chap- that purchase products for resale use the principles and methods 
ter 5, including that for purchases and sales. In this chapter, we ex described here. Understanding inventory accounting helps in the 
tend the study and analysis of inventory by explaining the methods analysis and interpretation of financial statements and helps people 
used to assign costs to merchandise inventory and to cost of goods run their businesses. 





Inventories and Cost of Sales 


Inventory Costing under 
a Perpetual System 





Inventory 
Basics 


e Determining inventory 


Inventory Valuation 
and Errors 


e Inventory valuation at 





















Cost flow assumptions 


items e Specific identification lower of cost or market 
e Determining inventory e First-in, first-out e Financial statement 

costs e Last-in, first-out effects of inventory errors 
e Internal control of e Weighted average 

inventory e Financial statement 


Taking a physical count effects 





INVENTORY BASICS 


This section identifies the items and costs making up merchandise inventory. It also describes 
the importance of internal controls in taking a physical count of inventory. 


Determining Inventory Items 


identity ihis tems 'tnaking úp Merchandise inventory includes all goods that a company owns and holds for sale. This rule 
C1 merchandise inventory. holds regardless of where the goods are located when inventory is counted. Certain inventory 
items require special attention, including goods in transit, goods on consignment, and goods that 
are damaged or obsolete. 














Goods in Transit Does a purchaser’s inventory include goods in transit from a supplier? 
The answer is that if ownership has passed to the purchaser, the goods are included in the pur- 
chaser’s inventory. We determine this by reviewing the shipping terms: FOB destination or 
FOB shipping point. If the purchaser is responsible for paying freight, ownership passes when 
goods are loaded on the transport vehicle. If the seller is responsible for paying freight, owner- 
ship passes when goods arrive at their destination. 


Goods on Consignment Goods on consignment are goods shipped by the owner, called 
the consignor, to another party, the consignee. A consignee sells goods for the owner. The con- 
signor continues to own the consigned goods and reports them in its inventory. Upper Deck, for 
instance, pays sports celebrities such as Tony Romo of the Dallas Cowboys to sign memorabilia, 
which are offered to shopping networks on consignment. Upper Deck, the consignor, must report 
these items in its inventory until sold. 


Goods Damaged or Obsolete Damaged and obsolete (and deteriorated) goods are not 
counted in inventory if they cannot be sold. If these goods can be sold at a reduced price, 
they are included in inventory at a conservative estimate of their net realizable value. Net 
realizable value is sales price minus the cost of making the sale. The period when damage or 
obsolescence (or deterioration) occurs is the period when the loss in value is reported. 
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@ Decision 





A wireless portable device with a two-way radio allows clerks to quickly record 
inventory by scanning bar codes and to instantly send and receive inventory data. 
It gives managers access to up-to-date information on inventory and its location. W 





Determining Inventory Costs 


Merchandise inventory includes costs of expenditures necessary, directly or indirectly, to bring 
an item to a salable condition and location. This means that the cost of an inventory item in- 
cludes its invoice cost minus any discount, and plus any incidental costs necessary to put it in a 
place and condition for sale. Incidental costs can include import duties, freight, storage, insur- 
ance, and costs incurred in an aging process (for example, aging wine or cheese). 

Accounting principles prescribe that incidental costs be added to inventory. Also, the matching 
(expense recognition) principle states that inventory costs should be recorded against revenue in 
the period when inventory is sold. However, some companies use the materiality constraint (cost- 
to-benefit constraint) to avoid assigning some incidental costs of acquiring merchandise to inven- 
tory. Instead, they expense them when incurred. These companies argue either that those incidental 
costs are immaterial or that the effort in assigning them outweighs the benefit. 


Internal Controls and Taking a Physical Count 


The Inventory account under a perpetual system is updated for each purchase and sale, but 
events can cause the Inventory account balance to differ from the actual inventory available. 
Such events include theft, loss, damage, and errors. Thus, nearly all companies take a physical 
count of inventory at least once each year—informally called taking an inventory. This often 
occurs at the end of a fiscal year or when inventory amounts are low. This physical count is used 
to adjust the Inventory account balance to the actual inventory available. 

A company applies internal controls when taking a physical count of inventory that usually 
include the following: 


© Prenumbered inventory tickets are prepared and distributed to the counters—each ticket must 
be accounted for. 


Counters of inventory are assigned and do not include those responsible for inventory. 
Counters confirm the validity of inventory, including its existence, amount, and quality. 
A second count is taken by a different counter. 


A manager confirms that all inventories are ticketed once, and only once. 


Quick Check Answers — p. 253 [ví 


1. What accounting principle most guides the allocation of cost of goods available for sale 
between ending inventory and cost of goods sold? 

2. If Skechers sells goods to Target with terms FOB shipping point, which company reports 
these goods in its inventory while they are in transit? 

3. An art gallery purchases a painting for $11,400 on terms FOB shipping point. Additional costs 
in obtaining and offering the artwork for sale include $130 for transportation-in, $150 for 
import duties, $100 for insurance during shipment, $180 for advertising, $400 for framing, and 
$800 for office salaries. For computing inventory, what cost is assigned to the painting? 
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C2 Identify the costs of 
merchandise inventory. 











Point: The Inventory account is a con- 
trolling account for the inventory subsid- 
iary ledger. This subsidiary ledger contains 
a separate record (units and costs) for 
each separate product, and it can be in 
electronic or paper form. Subsidiary 
records assist managers in planning 

and monitoring inventory. 


INVENTORY COSTING UNDER A PERPETUAL SYSTEM 


Accounting for inventory affects both the balance sheet and the income statement. A major goal 
in accounting for inventory is to properly match costs with sales. We use the matching principle 
to decide how much of the cost of the goods available for sale is deducted from sales and how 
much is carried forward as inventory and matched against future sales. 
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EXHIBIT 6.1 


Frequency in Use of 
Inventory Methods 





P Compute inventory in a 
perpetual system using 
the methods of specific 


and weighted average. 





identification, FIFO, LIFO, 








Point: It is helpful to recall the cost 
flow of inventory from Exhibit 5.4. 


eginnin: Net 
invento urchase: 


Merchandi 
alkil for sal 


4 Cost of 
‘oods sol 


P 


ah 


Hi 


Ending 
-_ 


ra 
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Management decisions in accounting for inventory involve the following: 


Items included in inventory and their costs. 
Costing method (specific identification, FIFO, LIFO, or weighted average). 
Inventory system (perpetual or periodic). 


Use of market values or other estimates. 


The first point was explained on the prior two pages. The second and third points will be ad- 
dressed now. The fourth point is the focus at the end of this chapter. Decisions on these points 
affect the reported amounts for inventory, cost of goods sold, gross profit, income, current assets, 
and other accounts. 

One of the most important issues in accounting for inventory is determining the per unit 
costs assigned to inventory items. When all units are purchased at the same unit cost, this 
process is simple. When identical items are purchased at different costs, however, a question 
arises as to which amounts to record in cost of goods sold and which amounts remain in 
inventory. 

Four methods are commonly used to assign costs to inventory and to cost of goods sold: 
(1) specific identification; (2) first-in, first-out; (3) last-in, first-out; and (4) weighted average. 
Exhibit 6.1 shows the frequency in the use of these 
methods. 

Each method assumes a particular pattern for how 
costs flow through inventory. Each of these four meth- 
ods is acceptable whether or not the actual physical 
flow of goods follows the cost flow assumption. Phys- 
ical flow of goods depends on the type of product and 
the way it is stored. (Perishable goods such as fresh 
fruit demand that a business attempt to sell them in a 
first-in, first-out physical flow. Other products such as 
crude oil and minerals such as coal, gold, and decora- 
tive stone can be sold in a last-in, first-out physical flow.) Physical flow and cost flow need not 
be the same. 





Other* 3% 


Weighted 
Average 20% 


*Includes specific identification. 


Inventory Cost Flow Assumptions 


This section introduces inventory cost flow assumptions. For this purpose, assume that three 
identical units are purchased separately at the following three dates and costs: May 1 at $45, 
May 3 at $65, and May 6 at $70. One unit is then sold on May 7 for $100. Exhibit 6.2 gives a 
visual layout of the flow of costs to either the gross profit section of the income statement or the 
inventory reported on the balance sheet for FIFO, LIFO, and weighted average. 

(1) FIFO assumes costs flow in the order incurred. The unit purchased on May 1 for $45 is 
the earliest cost incurred—it is sent to cost of goods sold on the income statement first. The 
remaining two units ($65 and $70) are reported in inventory on the balance sheet. 

(2) LIFO assumes costs flow in the reverse order incurred. The unit purchased on May 6 for 
$70 is the most recent cost incurred—it is sent to cost of goods sold on the income statement. 
The remaining two units ($45 and $65) are reported in inventory on the balance sheet. 

(3) Weighted average assumes costs flow at an average of the costs available. The units 
available at the May 7 sale average $60 in cost, computed as ($45 + $65 + $70)/3. One unit’s 
$60 average cost is sent to cost of goods sold on the income statement. The remaining two units’ 
average costs are reported in inventory at $120 on the balance sheet. 

Cost flow assumptions can markedly impact gross profit and inventory numbers. Exhibit 6.2 
shows that gross profit as a percent of net sales ranges from 30% to 55% due to nothing else but 
the cost flow assumption. 





The following sections on inventory costing use the perpetual system. Appendix 6A uses the periodic system. 
An instructor can choose to cover either one or both systems. If the perpetual system is skipped, then read 
Appendix 6A and return to the section (seven pages ahead) titled “Valuing Inventory at LCM and...” 
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1. First-in, first-out (FIFO) 


Costs flow in the order 
incurred. 


2. Last-in, first-out (LIFO) 


Costs flow in the reverse 
order incurred. 


3. Weighted average 


Costs flow at an average 
of costs available. 





3 
May 3 


$45 
May 1 















































Income Statement Income Statement = Income Statement j 
Net sales... $100 Net sales... $100 Net sales... $100 
Cost of goods sold.. _45 Cost of goods sold.. _70 Cost of goods sold.. _ 60 
Gross profit............ $ 55 Gross profit... $ 30 Gross profit.............. $ 40 
Balance Sheet Balance Sheet Balance Sheet 

MaventOry...............0- $135 Inventory... esenea $110 Inventory... $120 


Inventory Costing Illustration 


This section provides a comprehensive illustration of inventory costing methods. We use infor- 
mation from Trekking, a sporting goods store. Among its many products, Trekking carries one 
type of mountain bike whose sales are directed at resorts that provide inexpensive mountain 
bikes for complimentary guest use. Its customers usually purchase in amounts of 10 or more 
bikes. We use Trekking’s data from August. Its mountain bike (unit) inventory at the beginning 
of August and its purchases and sales during August are shown in Exhibit 6.3. It ends August 
with 12 bikes remaining in inventory. 














Activity Units Acquired at Cost Units Sold at Retail Unit Inventory 
Aug. | Beginning inventory .... lO unts@ $ 91=$ 910 10 units 
Aug. 3 Purchases r 15 units @ $106 = $ 1,590 25 units 
Aug lA a Sales A E 20 units @ $130 5 units 
Aug. |7 Purchases serere ereas 20 units @ $115 = $2,300 25 units 
Aug. 28 Purchases: e e 10 units @ $119 = $ 1,190 35 units 
Aug. 31 Sales nso us ae pect 23 units @ $150 12 units 
Totals Goose ass 55 units $5,990 43 units 











Trekking uses the perpetual inventory system, which means that its merchandise inventory 
account is continually updated to reflect purchases and sales. (Appendix 6A describes the 
assignment of costs to inventory using a periodic system.) Regardless of what inventory 
method or system is used, cost of goods available for sale must be allocated between cost of 
goods sold and ending inventory. 


Specific Identification 


When each item in inventory can be identified with a specific purchase and invoice, we can use 
specific identification (also called specific invoice inventory pricing) to assign costs. We also 
need sales records that identify exactly which items were sold and when. Trekking’s internal 
documents reveal the following specific unit sales: 


Sold 8 bikes costing $91 each and 12 bikes costing $106 each 


Sold 2 bikes costing $91 each, 3 bikes costing $106 each, 15 bikes 
costing $115 each, and 3 bikes costing $119 each 


August 14 
August 31 


$180 
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EXHIBIT 6.2 


Cost Flow Assumptions 


= $60 each 


EXHIBIT 6.3 


Purchases and Sales of Goods 


Point: The perpetual inventory system 
is now the most dominant system for 
U.S. businesses. 


Point: Cost of goods sold plus ending 
inventory equals cost of goods available 
for sale. 
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Point: Three key variables determine 
the dollar value of ending inventory: 

(1) inventory quantity, (2) costs of inven- 
tory, and (3) cost flow assumption. 


EXHIBIT 6.4 


Specific Identification 
Computations 





For the 20 units sold on Aug. 14, the 
company specifically identified that 
8 of those had cost $91 and 12 had 
cost $106. 














For the 23 units sold on Aug. 31, the 
company specifically identified each 
bike sold and its acquisition cost 
from prior purchases. 











Point: Specific identification is usually 
practical only for companies with 
expensive, custom-made inventory. 
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Applying specific identification, and using the information above and from Exhibit 6.3, we prepare 
Exhibit 6.4. This exhibit starts with 10 bikes at $91 each in beginning inventory. On August 3, 15 
more bikes are purchased at $106 each for $1,590. Inventory available now consists of 10 bikes at 
$91 each and 15 bikes at $106 each, for a total of $2,500. On August 14 (see sales above), 20 bikes 
costing $2,000 are sold—leaving 5 bikes costing $500 in inventory. On August 17, 20 bikes costing 
$2,300 are purchased, and on August 28, another 10 bikes costing $1,190 are purchased, for a total 
of 35 bikes costing $3,990 in inventory. On August 31 (see sales above), 23 bikes costing $2,582 are 
sold, which leaves 12 bikes costing $1,408 in ending inventory. Carefully study this exhibit and the 
boxed explanations to see the flow of costs both in and out of inventory. Each unit, whether sold or 
remaining in inventory, has its own specific cost attached to it. 






































“goods in” “goods out” “what's left” 
Date Goods Purchased Cost of Goods Sold Inventory Balance 
Aug. | Beginning balance 1l0@$ 91 = $ 910 





Aug. 14 8@$ 91 =$ 728 


12 @ $106 = $1,272 = $ 500 


\ = $2,000" 2@$ 9l } 


3 @ $106 





Aug. 28 10 @ $119 = $1,190 2@$ 9I 
3 @ $106 

20 @ $115 

10 @ $119 


= $3,990 





* Identification of items sold (and their costs) is obtained from internal documents that track each unit from its purchase to its sale. 


When using specific identification, Trekking’s cost of goods sold reported on the income 
statement totals $4,582, the sum of $2,000 and $2,582 from the third column of Exhibit 6.4. 
Trekking’s ending inventory reported on the balance sheet is $1,408, which is the final inventory 
balance from the fourth column of Exhibit 6.4. 

The purchases and sales entries for Exhibit 6.4 follow (the colored boldface numbers are 
those impacted by the cost flow assumption). 


Purchases Sales 


3. Merchandise Inventory ......... 1,590 
Accounts Payable ......... 
Merchandise Inventory ......... 2,301 
Accounts Payable ......... Merchandise Inventory ... . 
Merchandise Inventory ......... 1,190 Accounts Receivable ......... 


Accounts Payable ......... 





Merchandise Inventory .... 
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First-In, First-Out 


The first-in, first-out (FIFO) method of assigning costs to both inventory and cost of goods 
sold assumes that inventory items are sold in the order acquired. When sales occur, the costs of 
the earliest units acquired are charged to cost of goods sold. This leaves the costs from the most 
recent purchases in ending inventory. Use of FIFO for computing the cost of inventory and cost 
of goods sold is shown in Exhibit 6.5. 

This exhibit starts with beginning inventory of 10 bikes at $91 each. On August 3, 15 more 
bikes costing $106 each are bought for $1,590. Inventory now consists of 10 bikes at $91 each 
and 15 bikes at $106 each, for a total of $2,500. On August 14, 20 bikes are sold—applying 
FIFO, the first 10 sold cost $91 each and the next 10 sold cost $106 each, for a total cost of 
$1,970. This leaves 5 bikes costing $106 each, or $530, in inventory. On August 17, 20 bikes 
costing $2,300 are purchased, and on August 28, another 10 bikes costing $1,190 are purchased, 
for a total of 35 bikes costing $4,020 in inventory. On August 31, 23 bikes are sold— 
applying FIFO, the first 5 bikes sold cost $530 and the next 18 sold cost $2,070, which leaves 
12 bikes costing $1,420 in ending inventory. 


Date Goods Purchased Cost of Goods Sold Inventory Balance 


Aug. | Beginning balance 10@$ 9I =$ 910 


Aug. 14 10@$ 91=$ 910 


= | = 
10 @ $106 = ee $1,970 5 @ $106 $ 530 


Aug. 28 10 @ $119 = $1,190 5 @ $106 
20 @ $115 > = $4,020 
10@ $119 


Trekking’s FIFO cost of goods sold reported on its income statement (reflecting the 43 units 
sold) is $4,570 ($1,970 + $2,600), and its ending inventory reported on the balance sheet (re- 
flecting the 12 units unsold) is $1,420. 

The purchases and sales entries for Exhibit 6.5 follow (the colored boldface numbers are 
those affected by the cost flow assumption). 


Purchases Sales 


3 Merchandise Inventory ......... l 
Accounts Payable ......... 
7 Merchandise Inventory ........ 

Accounts Payable ......... Merchandise Inventory .... 
28 Merchandise Inventory ......... 31 Accounts Receivable ......... 
Accounts Payable ......... 
Cost of Goods Sold .......... 2,600 


Merchandise Inventory .... 





Last-In, First-Out 


The last-in, first-out (LIFO) method of assigning costs assumes that the most recent purchases 
are sold first. These more recent costs are charged to the goods sold, and the costs of the earliest 
purchases are assigned to inventory. As with other methods, LIFO is acceptable even when the 
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Point: The “Goods Purchased” column 
is identical for all methods. Data are 
taken from Exhibit 6.3. 


EXHIBIT 6.5 


FIFO Computations— 
Perpetual System 





a 





For the 20 units sold on Aug. 14, the 

first 10 sold are assigned the earliest 
cost of $91 (from beg. bal.). The next 
10 sold are assigned the next earliest 
cost of $106. 


















For the 23 units sold on Aug. 31, the 
first 5 sold are assigned the earliest 
available cost of $106 (from Aug. 3 
purchase). The next 18 sold are 
assigned the next earliest cost of 
$115 (from Aug. 17 purchase). 





Point: Under FIFO, a unit sold is 
assigned the earliest (oldest) cost from 
inventory. This leaves the most recent 
costs in ending inventory. 
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Point: Under LIFO, a unit sold is physical flow of goods does not follow a last-in, first-out pattern. One appeal of LIFO is that by 
renin isch bagasse cast assigning costs from the most recent purchases to cost of goods sold, LIFO comes closest to 
rom inventory. This leaves the oldest , I À 

costs in inventory. matching current costs of goods sold with revenues (compared to FIFO or weighted average). 


Exhibit 6.6 shows the LIFO computations. It starts with beginning inventory of 10 bikes at $91 
each. On August 3, 15 more bikes costing $106 each are bought for $1,590. Inventory now consists 
of 10 bikes at $91 each and 15 bikes at $106 each, for a total of $2,500. On August 14, 20 bikes are 
sold—applying LIFO, the first 15 sold are from the most recent purchase costing $106 each, and 
the next 5 sold are from the next most recent purchase costing $91 each, for a total cost of $2,045. 
This leaves 5 bikes costing $91 each, or $455, in inventory. On August 17, 20 bikes costing $2,300 
are purchased, and on August 28, another 10 bikes costing $1,190 are purchased, for a total of 35 
bikes costing $3,945 in inventory. On August 31, 23 bikes are sold—applying LIFO, the first 10 
bikes sold are from the most recent purchase costing $1,190, and the next 13 sold are from the next 
most recent purchase costing $1,495, which leaves 12 bikes costing $1,260 in ending inventory. 


EXHIBIT 6.6 

















Date Goods Purchased Cost of Goods Sold Inventory Balance 
LIFO Computations— 
Perpetual System Aug. | Beginning balance 10@$ 91 =$ 910 
Aug. 3 15 @ $106 = $1,590 10@$ 9I 
$ $ $ f } = $2,500 
15 @ $106 
For the 20 units sold on Aug. 14, the 
first 15 sold are assigned the most Aug. 14 15 @ $106 = $1,590 
recent cost of $106.The next 5 sold —_> i } = $2,045 5@ $ 9l =$ 455 
are assigned the next most recent 5@$ 91 =$ 455 
cost of $91. 
Aug. 17 20 @ $115 = $2,300 5@$ 91 
ug. $ $ $ } = $2755 
20 @ $115 
Aug. 28 10 @ $119 = $1,190 5@$ 9I 
20 @ $115 7 = $ 3,945 
10 @ $119 
For the 23 units sold on Aug. 31, the 
first 10 sold are assigned the most = 
recent cost of $119. The next 13 sold >| ENTE OESIE = $10 \ = $2,685 5@$ 91 } = $1,260 
are assigned the next most recent 13 @ $115 = $1,495 7@ $115 








cost of $115. $4,730 











Trekking’s LIFO cost of goods sold reported on the income statement is $4,730 ($2,045 + 
$2,685), and its ending inventory reported on the balance sheet is $1,260. 

The purchases and sales entries for Exhibit 6.6 follow (the colored boldface numbers are 
those affected by the cost flow assumption). 


Purchases Sales 

Aug. 3 Merchandise Inventory ......... 1,590 Aug. 14 Accounts Receivable ......... 2,600 
Accounts Payable ......... 1,590 Sales. cn ue cere en ea 2,600 

17 Merchandise Inventory ......... 2,300 14 Cost of Goods Sold .......... 2,045 
Accounts Payable ......... 2,300 Merchandise Inventory .... 2,045 

28 Merchandise Inventory ......... 1,190 31 Accounts Receivable ......... 3,450 
Accounts Payable ......... 1,190 Saless ees eae ean 3,450 

31 Cost of Goods Sold .......... 2,685 
Merchandise Inventory .... 2,685 

Weighted Average 


The weighted average (also called average cost) method of assigning cost requires that we use 
the weighted average cost per unit of inventory at the time of each sale. Weighted average cost per 
unit at the time of each sale equals the cost of goods available for sale divided by the units avail- 
able. The results using weighted average (WA) for Trekking are shown in Exhibit 6.7. 

This exhibit starts with beginning inventory of 10 bikes at $91 each. On August 3, 15 more 
bikes costing $106 each are bought for $1,590. Inventory now consists of 10 bikes at $91 each 
and 15 bikes at $106 each, for a total of $2,500. The average cost per bike for that inventory is 
$100, computed as $2,500/(10 bikes + 15 bikes). On August 14, 20 bikes are sold—applying 
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Date Goods Purchased Cost of Goods Sold Inventory Balance 
Aug. | Beginning balance 10@$ 91 =$ 910 
Aug. 3 15 @ $106 = $1,590 10@$ 9I \ 
= $2,500 100 it)? 
15 @ $106 $ (or $ | per unit) 
L 
Aug. 14 20 @ $100 = $2,000 5@$100 =$ 500 (or $100 per unit)? 
Aug. |7 20 @ $115 = $2,300 5 @ $100 
ie 2 : TE a \ = $2,800 (or $112 per unit): 
Aug. 28 10 @ $119 = $1,190 5 @ $100 
20 @ $115 > = $3,990 (or $114 per unit)? 
10 @ $119 
L 
Aug. 31 23 @ $114 = $2,622 12@$114 = $1,368 (or $114 per unit) 








$4,622 








4 $100 per unit = ($2,500 inventory balance + 25 units in inventory). 
> $100 per unit = ($500 inventory balance + 5 units in inventory). 

© $112 per unit = ($2,800 inventory balance + 25 units in inventory). 
d $114 per unit = ($3,990 inventory balance + 35 units in inventory). 
© $114 per unit = ($1,368 inventory balance + 12 units in inventory). 


WA, the 20 sold are assigned the $100 average cost, for a total cost of $2,000. This leaves 
5 bikes with an average cost of $100 each, or $500, in inventory. On August 17, 20 bikes cost- 
ing $2,300 are purchased, and on August 28, another 10 bikes costing $1,190 are purchased, 
for a total of 35 bikes costing $3,990 in inventory at August 28. The average cost per bike for 
the August 28 inventory is $114, computed as $3,990/(5 bikes + 20 bikes + 10 bikes). On 
August 31, 23 bikes are sold—applying WA, the 23 sold are assigned the $114 average cost, 
for a total cost of $2,622. This leaves 12 bikes costing $1,368 in ending inventory. 

Trekking’s cost of goods sold reported on the income statement (reflecting the 43 units 
sold) is $4,622 ($2,000 + $2,622), and its ending inventory reported on the balance sheet 
(reflecting the 12 units unsold) is $1,368. 

The purchases and sales entries for Exhibit 6.7 follow (the colored boldface numbers are 
those affected by the cost flow assumption). 


Purchases Sales 

Aug. 3 Merchandise Inventory ......... 1,590 Aug. 14 Accounts Receivable ......... 2,600 
Accounts Payable ......... 1,590 Sales E a ee 2,600 

I7 Merchandise Inventory ......... 2,300 14 Cost of Goods Sold .......... 2,000 
Accounts Payable ......... 2,300 Merchandise Inventory .... 2,000 

28 Merchandise Inventory ......... 1,190 31 Accounts Receivable ......... 3,450 
Accounts Payable ......... 1,190 SAlGS once tees eye 3,450 

31 Cost of Goods Sold .......... 2,622 
Merchandise Inventory .... 2,622 


This completes computations under the four most common perpetual inventory costing methods. 
Advances in technology have greatly reduced the cost of a perpetual inventory system. Many 
companies now ask whether they can afford not to have a perpetual inventory system because 
timely access to inventory information is a competitive advantage and it can help reduce the 
amount of inventory, which reduces costs. 





@ Decision Insigh 


Inventory Control SOX demands that companies safeguard inventory and properly report it. Safeguards 
include restricted access, use of authorized requisitions, security measures, and controlled environments to 
prevent damage. Proper accounting includes matching inventory received with purchase order terms and qual- 
ity requirements, preventing misstatements, and controlling access to inventory records. A study reports that 
23% of employees in purchasing and procurement observed inappropriate kickbacks or gifts from suppliers 
(KPMG 2009). Another 23% of employees in production witnessed fabrication of product quality results. Ml 
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EXHIBIT 6.7 


Weighted Average 
Computations—Perpetual System 









For the 20 units sold on Aug. 14, the 
cost assigned is the $100 average cost 
per unit from the inventory balance 

column at the time of sale. 









For the 23 units sold on Aug. 31, the 
cost assigned is the $114 average cost 
per unit from the inventory balance 
column at the time of sale. 











Point: Under weighted average, a unit 
sold is assigned the average cost of all 
items currently available for sale at the 
date of each sale. 
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Al Analyze the effects of 

inventory methods for 

both financial and tax 
reporting. 











EXHIBIT 6.8 


Financial Statement Effects of 
Inventory Costing Methods 


Point: Managers prefer FIFO when 
costs are rising and incentives exist to 
report higher income for reasons such as 
bonus plans, job security, and reputation. 


Point: LIFO inventory is often less 
than the inventory’s replacement cost 
because LIFO inventory is valued using 
the oldest inventory purchase costs. 
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Financial Statement Effects of Costing Methods 


When purchase prices do not change, each inventory costing method assigns the same cost 
amounts to inventory and to cost of goods sold. When purchase prices are different, how- 
ever, the methods nearly always assign different cost amounts. We show these differences in 
Exhibit 6.8 using Trekking’s data. 


TREKKING COMPANY 
For Month Ended August 31 


Specific Weighted 
Identification FIFO Average 





Income Statement 




















Salesmme pret eter? ee ere es $ 6,050 $6,050 $6,050 $ 6,050 
Cost of goods sold ............. 4,582 4,570 4,730 4,622 

Grossiprofite reir eres eer 1,468 1,480 1,320 1,428 
Expensesiae tere ne crn rrr 450 450 450 450 
Income before taxes .............. 1,018 1,030 870 978 
Income tax expense (30%) ......... 305 309 261 293 
Netiincome: (03 oa. eros $ 713 $ 721 $ 609 $ 685 














Balance Sheet 
Inventory coore cies suns eea $1,408 $1,420 $1,260 $1,368 


This exhibit reveals two important results. First, when purchase costs regularly rise, as in 
Trekking’s case, the following occurs: 


e FIFO assigns the lowest amount to cost of goods sold—yielding the highest gross profit and 
net income. 

© LIFO assigns the highest amount to cost of goods sold—yielding the lowest gross profit and 
net income, which also yields a temporary tax advantage by postponing payment of some 
income tax. 

@ Weighted average yields results between FIFO and LIFO. 

© Specific identification always yields results that depend on which units are sold. 


Second, when costs regularly decline, the reverse occurs for FIFO and LIFO. Namely, FIFO 
gives the highest cost of goods sold—yielding the lowest gross profit and income. However, 
LIFO then gives the lowest cost of goods sold—yielding the highest gross profit and income. 

All four inventory costing methods are acceptable. However, a company must disclose the 
inventory method it uses in its financial statements or notes. Each method offers certain advan- 
tages as follows: 


e FIFO assigns an amount to inventory on the balance sheet that approximates its current cost; 
it also mimics the actual flow of goods for most businesses. 


© LIFO assigns an amount to cost of goods sold on the income statement that approximates its 
current cost; it also better matches current costs with revenues in computing gross profit. 


@ Weighted average tends to smooth out erratic changes in costs. 
© Specific identification exactly matches the costs of items with the revenues they generate. 


O Decision Answer — p. 253 





Financial Planner One of your clients asks if the inventory account of a company using FIFO needs 
any “adjustments” for analysis purposes in light of recent inflation. What is your advice? Does your advice 
depend on changes in the costs of these inventories? W 


Tax Effects of Costing Methods Trekking’s segment income statement in Exhibit 6.8 
includes income tax expense (at a rate of 30%) because it was formed as a corporation. Since 
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inventory costs affect net income, they have potential tax effects. Trekking gains a temporary tax 
advantage by using LIFO. Many companies use LIFO for this reason. 

Companies can and often do use different costing methods for financial reporting and tax report- 
ing. The only exception is when LIFO is used for tax reporting; in this case, the IRS requires that it 
also be used in financial statements—called the LIFO conformity rule. 


Consistency in Using Costing Methods 


The consistency concept prescribes that a company use the same accounting methods period 
after period so that financial statements are comparable across periods—the only exception 
is when a change from one method to another will improve its financial reporting. The full- 
disclosure principle prescribes that the notes to the statements report this type of change, its 
justification, and its effect on income. 

The consistency concept does not require a company to use one method exclusively. For 
example, it can use different methods to value different categories of inventory. 


o Decision Answer — p. 253 





Inventory Manager Your compensation as inventory manager includes a bonus plan based on gross 
profit. Your superior asks your opinion on changing the inventory costing method from FIFO to LIFO. Since 
costs are expected to continue to rise, your superior predicts that LIFO would match higher current costs 
against sales, thereby lowering taxable income (and gross profit). What do you recommend? E 


Quick Check Answers — p. 253 [vi 


4. Describe one advantage for each of the inventory costing methods: specific identification, 
FIFO, LIFO, and weighted average. 

5. When costs are rising, which method reports higher net income—LIFO or FIFO? 

6. When costs are rising, what effect does LIFO have on a balance sheet compared to FIFO? 

7. A company takes a physical count of inventory at the end of 2010 and finds that ending 
inventory is understated by $10,000. Would this error cause cost of goods sold to be 
overstated or understated in 2010? In year 2011? If so, by how much? 


VALUING INVENTORY AT LCM AND THE EFFECTS OF INVENTORY ERRORS 


This section examines the role of market costs in determining inventory on the balance sheet 
and also the financial statement effects of inventory errors. 


Lower of Cost or Market 


We explained how to assign costs to ending inventory and cost of goods sold using one of four 
costing methods (FIFO, LIFO, weighted average, or specific identification). However, account- 
ing principles require that inventory be reported at the market value (cost) of replacing inven- 
tory when market value is lower than cost. Merchandise inventory is then said to be reported on 
the balance sheet at the lower of cost or market (LCM). 





P Compute the lower of 
cost or market amount 
of inventory. 











Computing the Lower of Cost or Market Marketin the term LCM is defined as the 
current replacement cost of purchasing the same inventory items in the usual manner. A decline 
in replacement cost reflects a loss of value in inventory. When the recorded cost of inventory is 
higher than the replacement cost, a loss is recognized. When the recorded cost is lower, no ad- 
justment is made. 

LCM is applied in one of three ways: (1) to each individual item separately, (2) to major 
categories of items, or (3) to the whole of inventory. The less similar the items that make up 
inventory, the more likely companies are to apply LCM to individual items or categories. With 
the increasing application of technology and inventory tracking, companies increasingly apply 
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EXHIBIT 6.9 : 
Per Unit 3 
Lower of Cost or Market Inventory SS Total LCM Applied 
Computations Items Cost Market Market to Items 
_—$——— Cycles 
Seacon p he lower of $160,000 |> Roadster ......... 20 $8,000 $7,000 $160,000 $140,000 $ 140,000 
i ' Sprint ee es sae 10 5,000 6,000 50,000 60,000 50,000 
Off-Road 
TrA eeek 8 5,000 6,500 40,000 52,000 40,000 
Blazer eoe area 5 9,000 7,000 45,000 35,000 35,000 
Market amount of $265,000 is lower Te EEA i 
than the $295,000 recorded cost E o Pe aE $295,000 $265,000 











Point: Advances in technology 
encourage the individual-item approach 
for LCM. 


RIM 





A Analyze the effects 

of inventory errors 
on current and future 
financial statements. 














LCM to each individual item separately. Accordingly, we show that method only; however, 
advanced courses cover the other two methods. To illustrate LCM, we apply it to the ending 
inventory of a motorsports retailer in Exhibit 6.9. 


LCM Applied to Individual Items When LCM is applied to individual items of inventory, 
the number of comparisons equals the number of items. For Roadster, $140,000 is the lower of 
the $160,000 cost and the $140,000 market. For Sprint, $50,000 is the lower of the $50,000 cost 
and the $60,000 market. For Trax-4, $40,000 is the lower of the $40,000 cost and the $52,000 
market. For Blazer, $35,000 is the lower of the $45,000 cost and the $35,000 market. This yields 
a $265,000 reported inventory, computed from $140,000 for Roadster plus $50,000 for Sprint 
plus $40,000 for Trax-4 plus $35,000 for Blazer. 

The manufacturer Research In Motion applies LCM and reports that its “inventories are 
stated at the lower of cost and net realizable value [or replacement cost].” 


Recording the Lower of Cost or Market Inventory must be adjusted downward 
when market is less than cost. To illustrate, if LCM is applied to the individual items of inventory 
in Exhibit 6.9, the Merchandise Inventory account must be adjusted from the $295,000 recorded 
cost down to the $265,000 market amount as follows. 


Cost of Goods Sold. 5 onre siesta nae e me EE 30,000 
Merchandise Inventory ....................0. 30,000 
To adjust inventory cost to market. 


Accounting rules require that inventory be adjusted to market when market is less than cost, but 
inventory normally cannot be written up to market when market exceeds cost. If recording in- 
ventory down to market is acceptable, why are companies not allowed to record inventory up to 
market? One view is that a gain from a market increase should not be realized until a sales trans- 
action verifies the gain. However, this problem also applies when market is less than cost. A 
second and primary reason is the conservatism constraint, which prescribes the use of the less 
optimistic amount when more than one estimate of the amount to be received or paid exists and 
these estimates are about equally likely. 


Financial Statement Effects of Inventory Errors 


Companies must take care in both taking a physical count of inventory and in assigning a cost to 
it. An inventory error causes misstatements in cost of goods sold, gross profit, net income, cur- 
rent assets, and equity. It also causes misstatements in the next period’s statements because end- 
ing inventory of one period is the beginning inventory of the next. As we consider the financial 
statement effects in this section, it is helpful if we recall the following inventory relation. 


Beginning + Net Ending — Cost of 
inventory purchases inventory zF goods sold 


Income Statement Effects Exhibit 6.10 shows the effects of inventory errors on key 
amounts in the current and next periods’ income statements. Let’s look at row 1 and year 1. We 
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see that understating ending inventory overstates cost of goods sold. This can be seen from the 
above inventory relation where we subtract a smaller ending inventory amount in computing 
cost of goods sold. Then a higher cost of goods sold yields a lower income. 

To understand year 2 of row 1, remember that an understated ending inventory for year 1 
becomes an understated beginning inventory for year 2. Using the above inventory relation, we 
see that if beginning inventory is understated, then cost of goods sold is understated (because we 
are starting with a smaller amount). A lower cost of goods sold yields a higher income. 

Turning to overstatements, let’s look at row 2 and year 1. If ending inventory is overstated, 
we use the inventory relation to see that cost of goods sold is understated. A lower cost of goods 
sold yields a higher income. 

For year 2 of row 2, we again recall that an overstated ending inventory for year 1 becomes 
an overstated beginning inventory for year 2. If beginning inventory is overstated, we use the 
inventory relation to see that cost of goods sold is overstated. A higher cost of goods sold yields 
a lower income. 


Year | Year 2 


Cost of Goods Sold Net Income Cost of Goods Sold Net Income 


Ending Inventory 





Overstated T 
Understated 


Understated Understated 
Overstated Î Overstated Î 


Overstated Î 
Understated 4 


Understated} US EE yee 
Overstated*f .......... 


* This error is less likely under a perpetual system because it implies more inventory than is recorded (or less shrinkage than expected). 
Management will normally follow up and discover and correct this error before it impacts any accounts. 


To illustrate, consider an inventory error for a company with $100,000 in sales for each of the 
years 2010, 2011, and 2012. If this company maintains a steady $20,000 inventory level during 
this period and makes $60,000 in purchases in each of these years, its cost of goods sold is 
$60,000 and its gross profit is $40,000 each year. 


Ending Inventory Understated—Year 1 Assume that this company errs in computing its 2010 
ending inventory and reports $16,000 instead of the correct amount of $20,000. The effects of this 
error are shown in Exhibit 6.11. The $4,000 understatement of 2010 ending inventory causes a 
$4,000 overstatement in 2010 cost of goods sold and a $4,000 understatement in both gross profit 
and net income for 2010. We see that these effects match the effects predicted in Exhibit 6.10. 


Income Statements 





























2010 2011 2012 

Salsa jee is nicus ie ete $100,000 $100,000 $100,000 
Cost of goods sold i 

Beginning inventory ........ $20,000 — $16,000* $20,000 

Cost of goods purchased..... 60,000 60,000 60,000 

Goods available for sale ..... 80,000 76,000 80,000 

Ending inventory ........... 16,000* 20,000 20,000 

Cost of goods sold ......... 64,000 56,0007 60,000 
Gross\profitune e 36,000 44,000 40,000 
BPRS eee a TEOT 10,000 10,000 10,000 
Netincome reerreene rea aa s $ 26,000 $ 34,000 








* Correct amount is $20,000. + Correct amount is $60,000. 


Ending Inventory Understated—Year 2 The 2010 understated ending inventory becomes the 
2011 understated beginning inventory. We see in Exhibit 6.11 that this error causes an understatement 
in 2011 cost of goods sold and a $4,000 overstatement in both gross profit and net income for 2011. 


Ending Inventory Understated—Year 3 Exhibit 6.11 shows that the 2010 ending inventory 
error affects only that period and the next. It does not affect 2012 results or any period there- 
after. An inventory error is said to be self-correcting because it always yields an offsetting error 
in the next period. This does not reduce the severity of inventory errors. Managers, lenders, 
owners, and others make important decisions from analysis of income and costs. 


$ 30,000 <——__—__—__, 
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EXHIBIT 6.10 


Effects of Inventory Errors 
on the Income Statement 


EXHIBIT 6.11 


Effects of Inventory Errors 
on Three Periods’ Income 
Statements 





Correct income is $30,000 
for each year 











Example: If 2010 ending inventory in 
Exhibit 6.11 is overstated by $3,000 
(not understated by $4,000), what is the 
effect on cost of goods sold, gross profit, 
assets, and equity? Answer: Cost of goods 
sold is understated by $3,000 in 2010 
and overstated by $3,000 in 2011. Gross 
profit and net income are overstated in 
2010 and understated in 201 1.Assets 
and equity are overstated in 2010. 
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Point: A former internal auditor at 
Coca-Cola alleges that just before 
midnight at a prior calendar year-end, fully 
loaded Coke trucks were ordered to 
drive about 2 feet away from the loading 
dock so that Coke could record millions 
of dollars in extra sales. 


EXHIBIT 6.12 


Effects of Inventory Errors on 
Current Period's Balance Sheet 
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We can also do an analysis of beginning inventory errors. The income statement effects are 
the opposite of those for ending inventory. 


Balance Sheet Effects Balance sheet effects of an inventory error can be seen by consider- 
ing the accounting equation: Assets = Liabilities + Equity. For example, understating ending in- 
ventory understates both current and total assets. An understatement in ending inventory also 
yields an understatement in equity because of the understatement in net income. Exhibit 6.12 
shows the effects of inventory errors on the current period’s balance sheet amounts. Errors in 
beginning inventory do not yield misstatements in the end-of-period balance sheet, but they do 
affect that current period’s income statement. 


Ending Inventory Assets 


Equity 


Understated 4 Understated 4 
Overstated T Overstated T 


Understated} AE E E 
Overstated Tt Dalia ave TE ened es nes 
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8. Use LCM applied separately to the following individual items to compute ending inventory. 





Product Units Unit Recorded Cost Unit Market Cost 
AR 20 $6 $5 
Bo eener 40 9 8 
(E eer as 10 12 15 





RIM 


This section discusses differences between U.S. GAAP and IFRS in the items and costs making up merchan- 
dise inventory, in the methods to assign costs to inventory, and in the methods to estimate inventory values. 


Items and Costs Making Up Inventory Both U.S. GAAP and IFRS include broad and similar 
guidance for the items and costs making up merchandise inventory. Specifically, under both accounting 
systems, merchandise inventory includes all items that a company owns and holds for sale. Further, mer- 
chandise inventory includes costs of expenditures necessary, directly or indirectly, to bring those items to 
a salable condition and location. 


Assigning Costs to Inventory Both U.S. GAAP and IFRS allow companies to use specific identi- 
fication in assigning costs to inventory. Further, both systems allow companies to apply a cost flow assumption. 
The usual cost flow assumptions are: FIFO, Weighted Average, and LIFO. However, IFRS does not (cur- 
rently) allow use of LIFO. As the convergence project progresses, this prohibition may or may not persist. 


Estimating Inventory Costs The value of inventory can change while it awaits sale to customers. 
That value can decrease or increase. 


Decreases in Inventory Value Both U.S. GAAP and IFRS require companies to write down (reduce the 
cost recorded for) inventory when its value falls below the cost recorded. This is referred to as the lower 
of cost or market method explained in this chapter. U.S. GAAP prohibits any later increase in the recorded 
value of that inventory even if that decline in value is reversed through value increases in later periods. 
However, IFRS allows reversals of those write downs up to the original acquisition cost. For example, if 
Research In Motion wrote down its 2010 inventory from $622 million to $600 million, it could not re- 
verse this in future periods even if its value increased to more than $622 million. However, if RIM applied 
IFRS, it could reverse that previous loss. (Another difference is that value refers to replacement cost under 
U.S. GAAP, but net realizable value under IFRS.) 


Increases in Inventory Value Neither U.S. GAAP nor IFRS allow inventory to be adjusted upward be- 
yond the original cost. (One exception is that IFRS requires agricultural assets such as animals, forests, 
and plants to be measured at fair value less point-of-sale costs.) 
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Nokia provides the following description of its inventory valuation procedures: NOKIA 


Inventories are stated at the lower of cost or net realizable value. Cost ... approximates actual cost on 
a FIFO (First-in First-out) basis. Net realizable value is the amount that can be realized from the sale of 
the inventory in the normal course of business after allowing for the costs of realization. 


Inventory Turnover and Days’ Sales in Inventory el @ Decision Analysis 





Inventory Turnover 


Earlier chapters described two important ratios useful in evaluating a company’s short-term liquidity: cur- 
rent ratio and acid-test ratio. A merchandiser’s ability to pay its short-term obligations also depends on 
how quickly it sells its merchandise inventory. Inventory turnover, also called merchandise inventory 
turnover, is one ratio used to assess this and is defined in Exhibit 6.13. 





A Assess inventory 
management using both 
inventory turnover and 
days’ sales in inventory. 


Cost of goods sold EXHIBIT 6.13 


Inventory turnover = 5 Inventory Turnover 
Average inventory 














This ratio reveals how many times a company turns over (sells) its inventory during a period. If acompa- _Peiint: We must take care when 

ny’s inventory greatly varies within a year, average inventory amounts can be computed from interim — ©°™P2"ing turnover ratios across 

periods such as quarters or months. ae E 
Users apply inventory turnover to help analyze short-term liquidity and to assess whether management 

is doing a good job controlling the amount of inventory available. A low ratio compared to that of competi- 

tors suggests inefficient use of assets. The company may be holding more inventory than it needs to support 

its sales volume. Similarly, a very high ratio compared to that of competitors suggests inventory might be 

too low. This can cause lost sales if customers must back-order merchandise. Inventory turnover has no 

simple rule except to say a high ratio is preferable provided inventory is adequate to meet demand. 


Days’ Sales in Inventory 


To better interpret inventory turnover, many users measure the adequacy of inventory to meet sales demand. Point: Inventory turnover is higher 
Days’ sales in inventory, also called days’ stock on hand, is a ratio that reveals how much inventory is avail- 204 days’ sales in inventory is lower for 
: 5 G industries such as foods and other 

able in terms of the number of days’ sales. It can be interpreted as the number of days one can sell from in- é 
i 3 i E z i perishable products. The reverse holds 
ventory if no new items are purchased. This ratio is often viewed as a measure of the buffer against for nonperishable product industries. 


out-of-stock inventory and is useful in evaluating liquidity of inventory. It is defined in Exhibit 6.14. 


Ending inventory EXHIBIT 6.14 


Days’ sales in inventory = Coster moods sold x 365 Days’ Sales in Inventory 





Days’ sales in inventory focuses on ending inventory and it estimates how many days it will take to con- Point: Days’ sales in inventory for 
vert inventory at the end of a period into accounts receivable or cash. Days’ sales in inventory focuses on —'™2"Y Ford models has risen: Freestyle, 


E S 5 9 122 days; Montego, 109 days; Five 
ending inventory whereas inventory turnover focuses on average inventory. Hundred, le days. The industry average 


is 73 days. (BusinessWeek) 





@ Decision Insig! 


Dell-ocity From its roots in a college dorm room, Dell now sells over 50 million dollars’ worth of 
computers each day from its Website. The speed of Web technology has allowed Dell to slash inventories. 
Dell's inventory turnover is 88 and its days’ sales in inventory is 5 days. Michael Dell asserts, “Speed is 
everything in this business.” E 


Analysis of Inventory Management 


Inventory management is a major emphasis for merchandisers. They must both plan and control inventory 
purchases and sales. Toys “R” Us is one of those merchandisers. Its inventory in fiscal year 2009 was 
$1,781 million. This inventory constituted 59% of its current assets and 21% of its total assets. We apply 
the analysis tools in this section to Toys “R” Us, as shown in Exhibit 6.15—also see margin graph. 
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EXHIBIT 6.15 ($ millions) 2009 2008 2007 2006 

Inventory Turnover and Days’ 

Sales in Inventory for Toys “R” Us Cost of goods SOld etree ena ener $8,976 $8,987 $8,638 $7,652 
Ending inventory mere n A e ines $1,781 $1,998 $1,690 $1,488 
Inventory turnover .....................06. 4.8 times 4.9 times 5.4 times 4.5 times 
Industry inventory turnover .................... 3.2 times 3.4 times 3.0 times 2.8 times 
Days’ sales in inventory .................... 72 days 81 days 71 days 71 days 

EE Days’ Sales Industry days’ sales in inventory ................. 124 days 135 days 129 days 135 days 

Turnover in Inventory 


6.0 


Its 2009 inventory turnover of 4.8 times means that Toys “R” Us turns over its inventory 4.8 times per 
year, or once every 76 days (365 days + 4.8). We prefer inventory turnover to be high provided inventory 
is not out of stock and the company is not losing customers. The second metric, the 2009 days’ sales in 
inventory of 72 days, reveals that it is carrying 72 days of sales in inventory. This inventory buffer seems 
2009 2008 2007 2006 more than adequate. Toys “R” Us would benefit from further management efforts to increase inventory 


lros Us: L Days’ Sales in Inventory L Inventory Turnover | turnover and reduce inventory levels. 
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5.0 
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4.0 


(=) Decision Answer — p. 253 





Entrepreneur Analysis of your retail store yields an inventory turnover of 5.0 and a days’ sales in 
inventory of 73 days. The industry norm for inventory turnover is 4.4 and for days’ sales in inventory is 
74 days. What is your assessment of inventory management? E 


TAKE THESE 

FIGURES, FREEBLE, 

AND SHROUD : 
THÉM IN 
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DEMONSTRATION PROBLEM 


Craig Company uses a perpetual inventory system for its one product. Its beginning inventory, purchases, 
and sales during calendar year 2011 follow. 








Activity Units Acquired at Cost Units Sold at Retail Unit Inventory 
Jan. | Beg. Inventory .... 400 units @ $14 = $ 5,600 400 units 
Jan. 15 Salen A E EA E 200 units @ $30 200 units 
March 10 Purchase........ 200 units @ $15 = $ 3,000 400 units 
April | Sale ae ence 200 units @ $30 200 units 
May 9 Purchase........ 300 units @ $16 = $ 4,800 500 units 
Sept. 22 Purchase........ 250 units @ $20 = $ 5,000 750 units 
Nov. | Saleha eae ea 300 units @ $35 450 units 
Nov. 28 Purchase........ 100 units @ $21 = $ 2,100 550 units 
Motala een e 1,250 units $20,500 700 units 








Additional tracking data for specific identification: (1) January 15 sale—200 units @ $14, (2) April 1 

sale—200 units @ $15, and (3) November 1 sale—200 units @ $14 and 100 units @ $20. 

Required 

1. Calculate the cost of goods available for sale. 

2. Apply the four different methods of inventory costing (FIFO, LIFO, weighted average, and specific 
identification) to calculate ending inventory and cost of goods sold under each method. 

3. Compute gross profit earned by the company for each of the four costing methods in part 2. Also, re- 
port the inventory amount reported on the balance sheet for each of the four methods. 


Chapter 6 Inventories and Cost of Sales 


4. In preparing financial statements for year 2011, the financial officer was instructed to use FIFO but 
failed to do so and instead computed cost of goods sold according to LIFO. Determine the impact on 
year 2011’s income from the error. Also determine the effect of this error on year 2012’s income. As- 
sume no income taxes. 

5. Management wants a report that shows how changing from FIFO to another method would change 
net income. Prepare a table showing (1) the cost of goods sold amount under each of the four methods, 
(2) the amount by which each cost of goods sold total is different from the FIFO cost of goods sold, 
and (3) the effect on net income if another method is used instead of FIFO. 


PLANNING THE SOLUTION 

@ Compute cost of goods available for sale by multiplying the units of beginning inventory and each pur- 
chase by their unit costs to determine the total cost of goods available for sale. 

© Prepare a perpetual FIFO table starting with beginning inventory and showing how inventory changes 
after each purchase and after each sale (see Exhibit 6.5). 

© Prepare a perpetual LIFO table starting with beginning inventory and showing how inventory changes 
after each purchase and after each sale (see Exhibit 6.6). 

@ Make a table of purchases and sales recalculating the average cost of inventory prior to each sale to ar- 
rive at the weighted average cost of ending inventory. Total the average costs associated with each sale 
to determine cost of goods sold (see Exhibit 6.7). 

@ Prepare a table showing the computation of cost of goods sold and ending inventory using the specific 
identification method (see Exhibit 6.4). 

@ Compare the year-end 2011 inventory amounts under FIFO and LIFO to determine the misstatement of 
year 2011 income that results from using LIFO. The errors for year 2011 and 2012 are equal in amount 
but opposite in effect. 

© Create a table showing cost of goods sold under each method and how net income would differ from 
FIFO net income if an alternate method is adopted. 


SOLUTION TO DEMONSTRATION PROBLEM 


1. Cost of goods available for sale (this amount is the same for all methods). 








Date Units Unit Cost Cost 

Jan. l Beg. Inventory .......... 400 $14 $ 5,600 
March I0 Purchase.............. 200 15 3,000 
Mayo Purchases naene: 300 16 4,800 
Sept. 22 Purchase.............. 250 20 5,000 
Nov. 28 Purchase... 100 21 2,100 
Total goods available for sale......... 1,250 $20,500 








2a. FIFO perpetual method. 


Date Goods Purchased Cost of Goods Sold Inventory Balance 


Jan. | Beginning balance 400 @ $14 
Mar. 10 200 @ $15 = $3,000 200 @ $14 
200 @ $15 





= $ 5,600 








May 9 300 @ $16 = $4,800 eta 
300 @ $16 







Nov. | 200 @ $15 = $3,000 200 @ $16 
100 @ $16 = $1,600 250 @ $20 








Total cost of goods sold $10,200 
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Note to students: In a classroom situation, once we compute cost of goods available for sale, we can 
compute the amount for either cost of goods sold or ending inventory—it is a matter of preference. In 
practice, the costs of items sold are identified as sales are made and immediately transferred from the 
inventory account to the cost of goods sold account. The previous solution showing the line-by-line ap- 
proach illustrates actual application in practice. The following alternate solutions illustrate that, once the 
concepts are understood, other solution approaches are available. Although this is only shown for FIFO, it 
could be shown for all methods. 


Alternate Methods to Compute FIFO Perpetual Numbers 
[FIFO Alternate No. l: Computing cost of goods sold first] 


Cost of goods available for sale (from part 1) ............ $ 20,500 
Cost of goods sold 

Jan ISA Sold NNO SIN eee: $2,800 

April | Sold (200 @ $I 2,800 

Nov. | Sold (200 @ $15 and 100 @ $16).......... _4,600 10,200 
Ending inventory 5.05565. 5.5.6, 26ies:se0 se susme eters ora © Sen $10,300 





[FIFO Alternate No. 2: Computing ending inventory first] 


Cost of goods available for sale (from part 1) ......... $ 20,500 
Ending inventory* 

Nov. 28 Purchase (100 @ $21) ................ $2,100 

Sept. 22 Purchase (250 @ $20) ................ 5,000 

May 9 Purchase (200 @ $16) ................ _3,200 
Ending inventory. -o crys secre eis e a eteceasiavess 10,300 
Cost of goods sold. i... 5. aw rese nmaa ee ias $10,200 





* Since FIFO assumes that the earlier costs are the first to flow out, we determine ending 
inventory by assigning the most recent costs to the remaining items. 


2b. LIFO perpetual method. 


Date Goods Purchased Cost of Goods Sold Inventory Balance 


Jan. l Beginning balance 400 @ $14 = $ 5,600 





Mar. 10 200 @ $15 = $3,000 200 @ $14 


\ = $ 5,800 
200 @ $15 





May 9 300 @ $16 = $4,800 200 @ $14 


\ = $ 7,600 
300 @ $16 





Nov. | 250 @ $20 = $5,000 200 @ $14 


\ = $ 6,800 
50 @$l6=$ 800 250 @ $16 





Total cost of goods sold $11,600 
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2c. Weighted average perpetual method. 


Date Goods Purchased Cost of Goods Sold Inventory Balance 


Jan. | eginning balance 400 @ $14 =$ 5,600 


Mar. 10 200 @ $15 = $3,000 200 @ $14 
200 @ $15 
(avg. cost is $14.5) 


\ =$ 5,800 








May 9 300 @ $16 = $4,800 200 @ $14.5 
300 @ $16 
(avg. cost is $15.4) 


\ =$ 7,700 


Nov. | 300 @ $16.93 = $5,079 450 @ $16.93 = $ 7,618.5 





Total cost of goods sold* $10,779 














* The cost of goods sold ($10,779) plus ending inventory ($9,718.5) is $2.5 less than the cost of goods available for 
sale ($20,500) due to rounding. 


2d. Specific identification method. 


Date Goods Purchased Cost of Goods Sold Inventory Balance 


Jan. l Beginning balance 400 @ $14 =$ 5,600 


Mar. 10 200 @ $15 = $3,000 200 @ $14 


=$ 5,800 
200 @ a 


May 9 300 @ $16 = $4,800 200 @ $14 


Pe =$ 7,600 


Nov. | 200 @ $14 = $2,800 300 @ $16 


100 @ $20 = $2,000 150@ a =$ 7,800 





Total cost of goods sold $10,600 
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Weighted Specific 





FIFO LIFO Average Identification 


Income Statement 





Salesa E eer eer er et $22,500 $22,500 $ 22,500 $22,500 
Cost of goods sold............ 10,200 11,600 10,779 10,600 
Grossiproliteer eee eee $ 12,300 $10,900 $ 11,721 $11,900 








Balance Sheet 
Inventory: oeer a ctaceusesognies $10,300 $8,900 $9,718.5 $9,900 


* Sales = (200 units X $30) + (200 units X $30) + (300 units X $35) = $22,500 


4. Mistakenly using LIFO when FIFO should have been used overstates cost of goods sold in year 2011 
by $1,400, which is the difference between the FIFO and LIFO amounts of ending inventory. It under- 
states income in 2011 by $1,400. In year 2012, income is overstated by $1,400 because of the 
understatement in beginning inventory. 


5. Analysis of the effects of alternative inventory methods. 





Difference from Effect on Net 
FIFO Cost of Income If Adopted 
Cost of Goods Sold Goods Sold Instead of FIFO 
FO e a a E $10,200 — — 
EO eee E E ayes 11,600 +$1,400 $1,400 lower 
Weighted average ........... 10,779 + 579 579 lower 
Specific identification. ........ 10,600 + 400 400 lower 





HA Inventory Costing under a Periodic System 























7 The basic aim of the periodic system and the perpetual system is the same: to assign costs to inventory 
P3 Ce and cost of goods sold. The same four methods are used to assign costs under both systems: specific 
methods of specific identification; first-in, first-out; last-in, first-out; and weighted average. We use information from Trek- 
identification, FIFO, LIFO, king to show how to assign costs using these four methods with a periodic system. Data for sales and 
and weighted average. purchases are in Exhibit 6A.1. Also, recall that we explained the accounting entries under a periodic 
system in Appendix 5A. 
EXHIBIT 6A.1 Activity Units Acquired at Cost Units Sold at Retail Unit Inventory 
Purchases and Sales of Goods 
Aug. | Beginning inventory .... lO units @$ 91=$ 910 10 units 
Aug. 3 Purchases <345505 «<0 4 15 units @ $106 = $ 1,590 25 units 
Aug IAT Sales a 20 units @ $130 5 units 
Aug. 17 Pürehases e 20 units @ $115 = $ 2,300 25 units 
Aug. 28 Pürchases e e n 5 es 10 units @ $119 = $ 1,190 35 units 
Aug. 31 Sales. onsen re rey 23 units @ $150 12 units 
MOtals0 yas canon aan 55 units $5,990 43 units 








Specific Identification We use the above sales and purchases information and the specific 
identification method to assign costs to ending inventory and units sold. Trekking’s internal data reveal the 
following specific unit sales: 

August 14 Sold 8 bikes costing $91 each and 12 bikes costing $106 each 


August 31 Sold 2 bikes costing $91 each, 3 bikes costing $106 each, 15 bikes 
costing $115 each, and 3 bikes costing $119 each 
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Applying specific identification and using the information above, we prepare Exhibit 6A.2. This exhibit 
starts with 10 bikes at $91 each in beginning inventory. On August 3, 15 more bikes are purchased at $106 
each for $1,590. Inventory available now consists of 10 bikes at $91 each and 15 bikes at $106 each, for a 
total of $2,500. On August 14 (see specific sales data above), 20 bikes costing $2,000 are sold—leaving 
5 bikes costing $500 in inventory. On August 17, 20 bikes costing $2,300 are purchased, and on August 28, 
another 10 bikes costing $1,190 are purchased, for a total of 35 bikes costing $3,990 in inventory. On 
August 31 (see specific sales above), 23 bikes costing $2,582 are sold, which leaves 12 bikes costing 
$1,408 in ending inventory. Carefully study Exhibit 6A.2 to see the flow of costs both in and out of inven- 
tory. Each unit, whether sold or remaining in inventory, has its own specific cost attached to it. 


“what's left” 


Inventory Balance 








“goods in” “goods out” 




















Date Goods Purchased Cost of Goods Sold 


Aug. | 


Beginning balance l0o@$ 91 =$ 910 





Aug. 14 8@$ 91=$ 728 


12 @ $106 = $1,272 


2@$ 91 
3 @ $106 


yes 500 


l = $2,000* 





Aug. 28 10 @ $119 = $1,190 2@$ 9I 
3 @ $106 
20 @ $115 


10 @ $119 


= $3,990 





* Identification of items sold (and their costs) is obtained from internal documents that track each unit from its purchase to its sale. 


When using specific identification, Trekking’s cost of goods sold reported on the income statement 
totals $4,582, the sum of $2,000 and $2,582 from the third column of Exhibit 6A.2. Trekking’s ending 
inventory reported on the balance sheet is $1,408, which is the final inventory balance from the fourth 
column. The purchases and sales entries for Exhibit 6A.2 follow (the colored boldface numbers are those 
affected by the cost flow assumption). 


Purchases Sales 


By Purchases ........-.2.s00e00% Accounts Receivable ........... 
Accounts Payable ......... Sales sGhcsere aeaea 
Wm Purchases ........2.00s000005 Accounts Receivable ........... 
Accounts Payable ......... Salesa cssae carder 

Ba Purchases: e. eea a a Adjusting Entry 


Accounts Payable 


Merchandise Inventory 


Income Summary......... 





Merchandise Inventory ... . 


First-In, First-Out The first-in, first-out (FIFO) method of assigning costs to inventory assumes 
that inventory items are sold in the order acquired. When sales occur, the costs of the earliest units 
acquired are charged to cost of goods sold. This leaves the costs from the most recent purchases in 
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EXHIBIT 6A.2 


Specific Identification 
Computations 





For the 20 units sold on Aug. 14, the 
company specifically identified that 
8 of those had cost $91 and 12 had 
cost $106. 





is 








For the 23 units sold on Aug. 31, the 
company specifically identified each 
bike sold and its acquisition cost 
from prior purchases. 











Point: The assignment of costs to the 
goods sold and to inventory using spe- 
cific identification is the same for both 

the perpetual and periodic systems. 
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EXHIBIT 6A.3 


FIFO Computations— 
Periodic System 





Exhibit 6A.1 shows that the 

12 units in ending inventory consist 
of 10 units from the latest purchase 
on Aug. 28 and 2 units from the next 
latest purchase on Aug. | 7. 











Point: The assignment of costs to the 
goods sold and to inventory using FIFO 
is the same for both the perpetual and 


periodic systems. 


EXHIBIT 6A.4 


LIFO Computations— 
Periodic System 





Exhibit 6A.1 shows that the |2 units 
in ending inventory consist of 10 


inv.) and 2 units from the next 
earliest purchase on Aug. 3. 











units from the earliest purchase (beg. 
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ending inventory. Use of FIFO for computing the cost of inventory and cost of goods sold is shown in 
Exhibit 6A.3. 

This exhibit starts with computing $5,990 in total units available for sale—this is given to us at the start 
of this appendix. Applying FIFO, we know that the 12 units in ending inventory will be reported at the 
cost of the most recent 12 purchases. Reviewing purchases in reverse order, we assign costs to the 12 bikes 
in ending inventory as follows: $119 cost to 10 bikes and $115 cost to 2 bikes. This yields 12 bikes costing 
$1,420 in ending inventory. We then subtract this $1,420 in ending inventory from $5,990 in cost of goods 
available to get $4,570 in cost of goods sold. 





Total cost of 55 units available for sale (from Exhibit 6A.1) ......... $5,990 
Less ending inventory priced using FIFO 

10 units from August 28 purchase at $119 each ............... $1,190 

2 units from August |7 purchase at $115 each ................ __230 
Ending inventory icc Ge oicsarerrusrs ele anes) E R EE 1,420 
Cost of goods sold s ooroo a aE raS E REEERE: $4,570 








Trekking’s ending inventory reported on the balance sheet is $1,420, and its cost of goods sold reported on 
the income statement is $4,570. These amounts are the same as those computed using the perpetual sys- 
tem. This always occurs because the most recent purchases are in ending inventory under both systems. 
The purchases and sales entries for Exhibit 6A.3 follow (the colored boldface numbers are those affected 
by the cost flow assumption). 


Purchases Sales 
AUSSE Purchases...........00.000005 1,590 Aug. 14 Accounts Receivable ........... 2,600 
Accounts Payable.......... 1,590 E ET 2,600 
See Furchasesr a e 2,300 31 Accounts Receivable ........... 3,450 
Accounts Payable.......... 2,300 Sales amane kanan 3,450 
E PurchaséSe sen oea e noes ees a 1,190 Adjusting Entry 
Accounts Payable.......... 1,190 
31I Merchandise Inventory .......... 1,420 
Income Summary ......... 510 
Merchandise Inventory ..... 910 


Last-In, First-Out The last-in, first-out (LIFO) method of assigning costs assumes that the most 
recent purchases are sold first. These more recent costs are charged to the goods sold, and the costs of 
the earliest purchases are assigned to inventory. LIFO results in costs of the most recent purchases be- 
ing assigned to cost of goods sold, which means that LIFO comes close to matching current costs of 
goods sold with revenues. Use of LIFO for computing cost of inventory and cost of goods sold is shown 
in Exhibit 6A.4. 

This exhibit starts with computing $5,990 in total units available for sale—this is given to us at the start 
of this appendix. Applying LIFO, we know that the 12 units in ending inventory will be reported at the 
cost of the earliest 12 purchases. Reviewing the earliest purchases in order, we assign costs to the 12 bikes 
in ending inventory as follows: $91 cost to 10 bikes and $106 cost to 2 bikes. This yields 12 bikes costing 
$1,122 in ending inventory. We then subtract this $1,122 in ending inventory from $5,990 in cost of goods 
available to get $4,868 in cost of goods sold. 


Total cost of 55 units available for sale (from Exhibit 6A.1).......... $5,990 
Less ending inventory priced using LIFO 





10 units in beginning inventory at $91 each................... $910 

2 units from August 3 purchase at $106 each.................. 212 
Ending inventory < cceres eeue es eee ea pstarere a nE 1,122 
CostongoodsisoldiTe erT $4,868 
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Trekking’s ending inventory reported on the balance sheet is $1,122, and its cost of goods sold reported on 
the income statement is $4,868. When LIFO is used with the periodic system, cost of goods sold is assigned 
costs from the most recent purchases for the period. With a perpetual system, cost of goods sold is assigned 
costs from the most recent purchases at the point of each sale. The purchases and sales entries for Exhibit 
6A.4 follow (the colored boldface numbers are those affected by the cost flow assumption). 


Purchases Sales 
AUSSE Purchases ......0...0s0see0es 1,590 Aug. 14 Accounts Receivable........... 2,600 
Accounts Payable ......... 1,590 Sales inci a a 2,600 
E TUREERES eee ogee 2,300 31 Accounts Receivable........... 3,450 
Accounts Payable ......... 2,300 Sales eo ia o e EEEa 3,450 
ME Purchases cain eener e neen 1,190 Adjusting Entry 
Accounts Payable ........... 1,190 
31 Merchandise Inventory ......... 1,122 
Income Summary ......... 212 
Merchandise Inventory ...... 910 


Weighted Average The weighted average or WA (also called average cost) method of assign- 
ing cost requires that we use the average cost per unit of inventory at the end of the period. Weighted aver- 
age cost per unit equals the cost of goods available for sale divided by the units available. The weighted 
average method of assigning cost involves three important steps. The first two steps are shown in Exhibit 
6A.5. First, multiply the per unit cost for beginning inventory and each particular purchase by the corre- 
sponding number of units (from Exhibit 6A.1). Second, add these amounts and divide by the total number 
of units available for sale to find the weighted average cost per unit. 








Step I: lOunits@$ 91 = $ 910 
I5 units @ $106 = 1,590 
20 units @ $115 = 2,300 
10 units @ $119 = 1,190 
55 $5,990 
Step 2: $5,990/55 units = $108.91 weighted average cost per unit 


The third step is to use the weighted average cost per unit to assign costs to inventory and to the units sold 
as shown in Exhibit 6A.6. 





Step 3: Total cost of 55 units available for sale (from Exhibit 6A.1).......... $ 5,990 
Less ending inventory priced on a weighted average 
cost basis: |2 units at $108.91 each (from Exhibit 6A.5)........... 1,307 
Cost of- goodsisold coca E alan, hurr series eecrenees $4,683 








Trekking’s ending inventory reported on the balance sheet is $1,307, and its cost of goods sold reported 
on the income statement is $4,683 when using the weighted average (periodic) method. The purchases 
and sales entries for Exhibit 6A.6 follow (the colored boldface numbers are those affected by the cost 
flow assumption). 


Purchases Sales 
AURS Purchases...............-..-- 1,590 Aug. 14 Accounts Receivable........... 2,600 
Accounts Payable.......... 1,590 Saleska e ea a a 2,600 
Mee Purchases en ster. 2,300 31 Accounts Receivable........... 3,450 
Accounts Payable.......... 2,300 Salessags, sags Aa OE 3,450 
Mee Purchases ton ee a e 1,190 Adjusting Entry 
Accounts Payable.......... 1,190 
31 Merchandise Inventory ......... 1,307 
Income Summary ......... 397 


Merchandise Inventory ..... 
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EXHIBIT 6A.5 


Weighted Average Cost 
per Unit 


Example: In Exhibit 6A.5, if 5 more 
units had been purchased at $120 each, 
what would be the weighted average cost 
per unit? 

Answer: $109.83 ($6,590/60) 


EXHIBIT 6A.6 


Weighted Average 
Computations—Periodic 


Point: Weighted average usually yields 
different results for the perpetual and the 
periodic systems because under a per- 
petual system it recomputes the per unit 
cost prior to each sale, whereas under a 
periodic system, the per unit cost is com- 
puted only at the end of a period. 
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Point: LIFO inventory is often less than 
the inventory’s replacement cost because 
LIFO inventory is valued using the oldest 
inventory purchase costs. 


EXHIBIT 6A.7 


Financial Statement Effects of 
Inventory Costing Methods 
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Financial Statement Effects When purchase prices do not change, each inventory costing 
method assigns the same cost amounts to inventory and to cost of goods sold. When purchase prices are 
different, however, the methods nearly always assign different cost amounts. We show these differences in 
Exhibit 6A.7 using Trekking’s data. 


TREKKING COMPANY 
For Month Ended August 31 


Specific Weighted 
Identification FIFO LIFO Average 





Income Statement 






































Sal@S! rragaren a En EE deen aia $ 6,050 $6,050 $6,050 $ 6,050 
Cost of goods sold ............. 4,582 4,570 4,868 4,683 
(Gross PrO A rete ere 1,468 1,480 1,182 1,367 
Expenses an etcetera 450 450 450 450 
Income before taxes. ............. 1,018 1,030 732 917 
Income tax expense (30%)......... 305 309 220 275 
Netiincome: n a et rres $ 713 $ 721 $ 512 $ 642 
Balance Sheet 
MYENI errr ee $1,408 $1,420 $1,122 $1,307 


This exhibit reveals two important results. First, when purchase costs regularly rise, as in Trekking’s case, 
observe the following: 


e FIFO assigns the lowest amount to cost of goods sold—yielding the highest gross profit and net 
income. 

e LIFO assigns the highest amount to cost of goods sold—yielding the lowest gross profit and net 
income, which also yields a temporary tax advantage by postponing payment of some income tax. 

@ Weighted average yields results between FIFO and LIFO. 

@ Specific identification always yields results that depend on which units are sold. 


Second, when costs regularly decline, the reverse occurs for FIFO and LIFO. FIFO gives the highest cost 
of goods sold—yielding the lowest gross profit and income. And LIFO gives the lowest cost of goods 
sold—yielding the highest gross profit and income. 

All four inventory costing methods are acceptable in practice. A company must disclose the inventory 
method it uses. Each method offers certain advantages as follows: 


© FIFO assigns an amount to inventory on the balance sheet that approximates its current cost; it also 
mimics the actual flow of goods for most businesses. 


© LIFO assigns an amount to cost of goods sold on the income statement that approximates its current cost; 
it also better matches current costs with revenues in computing gross profit. 


® Weighted average tends to smooth out erratic changes in costs. 
@ Specific identification exactly matches the costs of items with the revenues they generate. 









Quick Check Answers — p. 254 


9. A company reports the following beginning inventory and purchases, and it ends the period 
with 30 units in inventory. 


Beginning inventory .......... 100 units at $10 cost per unit 
Purchase: coca e a h 40 units at $12 cost per unit 
Purchase 2era o A nin 20 units at $14 cost per unit 


a. Compute ending inventory using the FIFO periodic system. 
b. Compute cost of goods sold using the LIFO periodic system. 
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APPENDIX 


Inventory Estimation Methods 


Ob 





Inventory sometimes requires estimation for two reasons. First, companies often require interim state- 
ments (financial statements prepared for periods of less than one year), but they only annually take a 
physical count of inventory. Second, companies may require an inventory estimate if some casualty such 
as fire or flood makes taking a physical count impossible. Estimates are usually only required for compa- 
nies that use the periodic system. Companies using a perpetual system would presumably have updated 
inventory data. 

This appendix describes two methods to estimate inventory. 


Retail Inventory Method To avoid the time-consuming and expensive process of taking a physi- 
cal inventory each month or quarter, some companies use the retail inventory method to estimate cost of 
goods sold and ending inventory. Some companies even use the retail inventory method to prepare the an- 
nual statements. Home Depot, for instance, says in its annual report: “Inventories are stated at the lower 
of cost (first-in, first-out) or market, as determined by the retail inventory method.” A company may also 
estimate inventory for audit purposes or when inventory is damaged or destroyed. 

The retail inventory method uses a three-step process to estimate ending inventory. We need to know 
the amount of inventory a company had at the beginning of the period in both cost and retail amounts. We 
already explained how to compute the cost of inventory. The retail amount of inventory refers to its dollar 
amount measured using selling 


prices of inventory items. We Goods Ending 
also need to know the net amount Step 1 available for — a = _inventory 
of goods purchased (minus re- sale at retail = atretail 


turns, allowances, and discounts) 
in the period, both at cost and at 
retail. The amount of net sales at 









retail is also needed. The process Goods Goods 

is shown in Exhibit 6B.1. Step 2 available for -$ available for = Gosi- 
The reasoning behind the sale at cost sale at retail etail rate 

retail inventory method is that if 

we can get a good estimate of the 

cost-to-retail ratio, we can multi- 

ply ending inventory at retail by Ening Estimated 

this ratio to estimate ending in- Step 3 inventory x Cost-to- = ending inventor 

ventory at cost. We show in Ex- at retail retail ratio at cost 


hibit 6B.2 how these steps are 
applied to estimate ending 
inventory for a typical company. First, we find that $100,000 of goods (at retail selling prices) were avail- 
able for sale. We see that $70,000 of these goods were sold, leaving $30,000 (retail value) of merchandise 
in ending inventory. Second, the cost of these goods is 60% of the $100,000 retail value. Third, since cost 
for these goods is 60% of retail, the estimated cost of ending inventory is $18,000. 


At Cost At Retail 


Goods available for sale 














Beginning inventory. screenie aeni e eis are EEE EEE AE ES $ 20,500 $ 34,500 
Cost of goodsipurchased. seare ersen e e na a E E 39,500 65,500 
Goods available foy salent ane ee o aa a noe en doe eeeea eee 60,000 , 100,000 
Step I: 2 Deduct net sales at retail ................ 0... se asse 70,000 
Ending inventory at retail. 030056... cba sae noecsce nunn $ 30,000 — 
J Ẹ 
Step 2: Cost-to-retail ratio: ($60,000 + $100,000) = 60% 
— 1 
Step 3: Estimated ending inventory at cost a X 60%) ose eis $18,000 














Apply both the retail 
inventory and gross profit 
methods to estimate 
inventory. 


P4 








Point: When a retailer takes a physical 
inventory, it can restate the retail value 
of inventory to a cost basis by applying 
the cost-to-retail ratio. It can also esti- 
mate the amount of shrinkage by com- 
paring the inventory computed with the 
amount from a physical inventory. 


EXHIBIT GB.1 


Retail Inventory Method of 
Inventory Estimation 


Example: What is the cost of ending 
inventory in Exhibit 6B.2 if the cost of 
beginning inventory is $22,500 and its 
retail value is $34,500? Answer: 

$30,000 x 62% = $18,600 


EXHIBIT 6B.2 


Estimated Inventory Using the 
Retail Inventory Method 
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EXHIBIT 6B.3 


Gross Profit Method of 
Inventory Estimation 


Point: A fire or other catastrophe can 
result in an insurance claim for lost 
inventory or income. Backup and off-site 
storage of data help ensure coverage for 
such losses. 


Point: Reliability of the gross profit 


method depends on a good estimate of 
the gross profit ratio. 


EXHIBIT 6B.4 


Estimated Inventory Using the 
Gross Profit Method 


Summary 


C1 Identify the items making up merchandise inventory. 
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Gross Profit Method The gross profit method estimates the cost of ending inventory by applying 
the gross profit ratio to net sales (at retail). This type of estimate often is needed when inventory is de- 
stroyed, lost, or stolen. These cases require an inventory estimate so that a company can file a claim with 
its insurer. Users also apply this method to see whether inventory amounts from a physical count are rea- 
sonable. This method uses the his- 
torical relation between cost of 







Net sales 1.0-gross — Estimated goods sold and net sales to esti- 

Step 1 at retail x profit ratio = cost of mate the proportion of cost of 

peods sald goods sold making up current 

sales. This cost of goods sold esti- 

mate is then subtracted from cost 

s of goods available for sale to esti- 

Goods Estimated Ps, i mate the ending inventory at cost. 

Step 2 available for = — cost of = —_ These two steps are shown in 
ale at cost joods sol at cost Exhibit 6B.3. 


To illustrate, assume that a 

company’s inventory is destroyed 

by fire in March 2011. When the fire occurs, the company’s accounts show the following balances for 

January through March: sales, $31,500; sales returns, $1,500; inventory (January 1, 2011), $12,000; and 

cost of goods purchased, $20,500. If this company’s gross profit ratio is 30%, then 30% of each net sales 

dollar is gross profit and 70% is cost of goods sold. We show in Exhibit 6B.4 how this 70% is used to 

estimate lost inventory of $11,500. To understand this exhibit, think of subtracting the cost of goods sold 
from the goods available for sale to get the ending inventory. 


Goods available for sale 











Inventory, January 1,201] ........... 0. cece eee eee $12,000 
Costofgoods purchased ara aa eer etter tent tet ten ten sttcls 20,500 
Goods available for sale (at cost) ...................0.. 32,500 
Net sales at retail ($31,500 — $1,500) .................... $30,000 
Step I: Estimated cost of goods sold ($30,000 x 70%) ........ (21,000) {x 0.70) 
Step 2: Estimated March inventory at cost .................. $11,500 












Quick Check Answer — p. 254 


10. Using the retail method and the following data, estimate the cost of ending inventory. 





Cost Retail 
Beginning inventory ............... $324,000 $530,000 
Cost of goods purchased .......... 195,000 335,000 
INetssales? Torr E AA 320,000 


item to a salable condition and location. This includes its invoice 


Merchandise inventory refers to goods owned by a company 
and held for resale. Three special cases merit our attention. Goods 
in transit are reported in inventory of the company that holds owner- 
ship rights. Goods on consignment are reported in the consignor’s 
inventory. Goods damaged or obsolete are reported in inventory at 
their net realizable value. 


C2 Identify the costs of merchandise inventory. Costs of mer- 
chandise inventory include expenditures necessary to bring an 


cost minus any discount plus any added or incidental costs neces- 
sary to put it in a place and condition for sale. 


M Analyze the effects of inventory methods for both financial 
and tax reporting. When purchase costs are rising or falling, 

the inventory costing methods are likely to assign different costs 

to inventory. Specific identification exactly matches costs and 

revenues. Weighted average smooths out cost changes. FIFO assigns 

an amount to inventory closely approximating current replacement 
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cost. LIFO assigns the most recent costs incurred to cost of goods 
sold and likely better matches current costs with revenues. 


A2 Analyze the effects of inventory errors on current and 

future financial statements. An error in the amount of end- 
ing inventory affects assets (inventory), net income (cost of goods 
sold), and equity for that period. Since ending inventory is next 
period’s beginning inventory, an error in ending inventory affects 
next period’s cost of goods sold and net income. Inventory errors in 
one period are offset in the next period. 


A3 Assess inventory management using both inventory turn- 
over and days’ sales in inventory. We prefer a high inventory 

turnover, provided that goods are not out of stock and customers 

are not turned away. We use days’ sales in inventory to assess the 

likelihood of goods being out of stock. We prefer a small number of 

days’ sales in inventory if we can serve customer needs and provide 

a buffer for uncertainties. 


P1 Compute inventory in a perpetual system using the methods 
of specific identification, FIFO, LIFO, and weighted aver- 
age. Costs are assigned to the cost of goods sold account each time a 
sale occurs in a perpetual system. Specific identification assigns a cost 
to each item sold by referring to its actual cost (for example, its net 
invoice cost). Weighted average assigns a cost to items sold by 
dividing the current balance in the inventory account by the total 
items available for sale to determine cost per unit. We then multiply 
the number of units sold by this cost per unit to get the cost of each 
sale. FIFO assigns cost to items sold assuming that the earliest units 
purchased are the first units sold. LIFO assigns cost to items sold 
assuming that the most recent units purchased are the first units sold. 


Guidance Answers to Decision Maker and Decision Ethics 


Financial Planner The FIFO method implies that the oldest costs 
are the first ones assigned to cost of goods sold. This leaves the most 
recent costs in ending inventory. You report this to your client and note 
that in most cases, the ending inventory of a company using FIFO is 
reported at or near its replacement cost. This means that your client 
need not in most cases adjust the reported value of inventory. Your an- 
swer changes only if there are major increases in replacement cost 
compared to the cost of recent purchases reported in inventory. When 
major increases in costs occur, your client might wish to adjust inven- 
tory (for internal reports) for the difference between the reported cost 
of inventory and its replacement cost. (Note: Decreases in costs of pur- 
chases are recognized under the lower of cost or market adjustment.) 


Inventory Manager It seems your company can save (or at least 


postpone) taxes by switching to LIFO, but the switch is likely to re- 
duce bonus money that you think you have earned and deserve. Since 


Guidance Answers to Quick Checks 


== 
. 


The matching principle. 

2. Target reports these goods in its inventory. 

3. Total cost assigned to the painting is $12,180, computed as 
$11,400 + $130 + $150 + $100 + $400. 

4. Specific identification exactly matches costs and revenues. 

Weighted average tends to smooth out cost changes. FIFO 
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P2 Compute the lower of cost or market amount of inventory. 

Inventory is reported at market cost when market is lower than 
recorded cost, called the lower of cost or market (LCM) inventory. 
Market is typically measured as replacement cost. Lower of cost or 
market can be applied separately to each item, to major categories 
of items, or to the entire inventory. 


p3A Compute inventory in a periodic system using the methods 
of specific identification, FIFO, LIFO, and weighted average. 
Periodic inventory systems allocate the cost of goods available for 
sale between cost of goods sold and ending inventory at the end of a 
period. Specific identification and FIFO give identical results whether 
the periodic or perpetual system is used. LIFO assigns costs to cost of 
goods sold assuming the last units purchased for the period are the first 
units sold. The weighted average cost per unit is computed by dividing 
the total cost of beginning inventory and net purchases for the period 
by the total number of units available. Then, it multiplies cost per unit 
by the number of units sold to give cost of goods sold. 


pqs Apply both the retail inventory and gross profit methods 
to estimate inventory. The retail inventory method involves 
three steps: (1) goods available at retail minus net sales at retail 
equals ending inventory at retail, (2) goods available at cost divided 
by goods available at retail equals the cost-to-retail ratio, and 
(3) ending inventory at retail multiplied by the cost-to-retail ratio 
equals estimated ending inventory at cost. The gross profit method 
involves two steps: (1) net sales at retail multiplied by 1 minus the 
gross profit ratio equals estimated cost of goods sold, and (2) goods 
available at cost minus estimated cost of goods sold equals esti- 
mated ending inventory at cost. 





the U.S. tax code requires companies that use LIFO for tax reporting 
also to use it for financial reporting, your options are further con- 
strained. Your best decision is to tell your superior about the tax sav- 
ings with LIFO. You also should discuss your bonus plan and how this 
is likely to hurt you unfairly. You might propose to compute inventory 
under the LIFO method for reporting purposes but use the FIFO 
method for your bonus calculations. Another solution is to revise the 
bonus plan to reflect the company’s use of the LIFO method. 


Entrepreneur Your inventory turnover is markedly higher than 
the norm, whereas days’ sales in inventory approximates the norm. 
Since your turnover is already 14% better than average, you are prob- 
ably best served by directing attention to days’ sales in inventory. 
You should see whether you can reduce the level of inventory while 
maintaining service to customers. Given your higher turnover, you 


should be able to hold less inventory. 


assigns an amount to inventory that closely approximates 
current replacement cost. LIFO assigns the most recent costs 
incurred to cost of goods sold and likely better matches current 
costs with revenues. 


5. FIFO—it gives a lower cost of goods sold, a higher gross profit, 
and a higher net income when costs are rising. 
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6. When costs are rising, LIFO gives a lower inventory figure on 10.3 Estimated ending inventory (at cost) is $327,000. It is computed 








the balance sheet as compared to FIFO. FIFO’s inventory as follows: 

amount approximates current replacement costs. Step 1: ($530,000 + $335,000) — $320,000 = $545,000 
7. Cost of goods sold would be overstated by $10,000 in 2010 and $324,000 + $195,000 

understated by $10,000 in year 2011. Seep 2 e530 000 #8555 000 OO” 











8. The reported LCM inventory amount (using items) is $540, 
computed as [(20 X $5) + (40 x $8) + (10 X $12)]. 
9A a. FIFO periodic inventory = (20 X $14) + (10 X $12) 
= $400 
b. LIFO periodic cost of goods sold 
= (20 X $14) + (40 x $12) + (70 x $10) 
= $1,460 


Key Terms mhhe.com/wildFAP20e 


Step 3: $545,000 x 60% = $327,000 









Average cost (p. 234) 
Conservatism constraint (p. 238) 
Consignee (p. 228) 

Consignor (p. 228) 

Consistency concept (p. 237) 
Days’ sales in inventory (p. 241) 





Multiple Choice Quiz 


First-in, first-out (FIFO) (p. 233) 

Gross profit method (p. 252) 

Interim statements (p. 251) 

Inventory turnover (p. 241) 

Last-in, first-out (LIFO) (p. 233) 

Lower of cost or market (LCM) (p. 237) 


Answers on p. 269 


Net realizable value (p. 228) 
Retail inventory method (p. 251) 
Specific identification (p. 231) 
Weighted average (p. 234) 








mhhe.com/wildFAP20e 


Additional Quiz Questions are available at the book’s Website. 





Use the following information from Marvel Company for the month 
of July to answer questions | through 4. 


3. Assume that Marvel uses a perpetual specific identification in- 
ventory system. Its ending inventory consists of 20 units from 
beginning inventory, 40 units from the July 3 purchase, and 


July I Beginning inventory ........ 75 units @ $25 each 45 units from the July 15 purchase. What is the dollar value of 
July 3 Purchase ................. 348 units @ $27 each its ending inventory? 

July 8 Sale 2.0... cece eee e eee eee 300 units a. $2,940 d. $2,852 

July I5 Purchase ..............0.. 257 units @ $28 each b. $2,685 e. $2,840 

July23 Sale v0... e eee e eee 275 units c. $2,625 


44 Assume that Marvel uses a periodic FIFO inventory system. 


1. Assume that Marvel uses a perpetual FIFO inventory system. Vingi ís dne dollar value TURNS EGIL OL Y 


What is the dollar value of its ending inventory? a. $2,940 d. $2,852 

a. $2,940 d. $2,852 b. $2,685 e. $2,705 

b. $2,685 e. $2,705 OS 

c. $2,625 5. A company has cost of goods sold of $85,000 and ending in- 


2. Assume that Marvel uses a perpetual LIFO inventory system. ventory of $18,000. Its days’ sales in inventory equals: 


What is the dollar value of its ending inventory? END do 77.29 days 

a. $2,940 d. $2,852 b. 0.21 days e. 1,723.61 days 
b. $2,685 e. $2,705 pa oy 

c. $2,625 


A(@B) Superscript letter A (B) denotes assignments based on Appendix 6A (6B). 
Icon denotes assignments that involve decision making. 


1. Describe how costs flow from inventory to cost of goods sold 
for the following methods: (a) FIFO and (b) LIFO. 

2. Where is the amount of merchandise inventory disclosed in the 
financial statements? 


3. Why are incidental costs sometimes ignored in inventory cost- 
ing? Under what accounting constraint is this permitted? 

4. If costs are declining, will the LIFO or FIFO method of 
inventory valuation yield the lower cost of goods sold? Why? 
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5. What does the full-disclosure principle prescribe if a company 14. Refer to Research In Motion’s financial statements RIM 


changes from one acceptable accounting method to another? in Appendix A. On February 27, 2010, what percent 
6. Can a company change its inventory method each accounting of current assets are represented by inventory? 
period? Explain. 15. Refer to Apple’s financial statements in Appendix 
; i A and i f goods available for sale “PPle 
7. M Does the accounting concept of consistency preclude any and compute its cost of goods available for sale 
changes from one accounting method to another? for the year ended September 26, 2009. 
8. FI If inventory errors are said to correct themselves, why are 16. Refer to Nokia’s financial statements in Appen- 
3 : . . NOKIA 
accounting users concerned when such errors are made? dix A. Compute its cost of goods available for 
9. Explain the following statement: “Inventory errors correct sale for the year ended December 31, 2009. 
themselves.” 17. Refer to Palm’s financial statements in Appendix A. Paim 


10. What is the meaning of market as it is used in determining the 
lower of cost or market for inventory? 

11. i) What guidance does the accounting constraint of conserva- 
tism offer? 


May 31, 2008 and 2009? 


3 - ; and ending inventory? 
12. What factors contribute to (or cause) inventory shrinkage? 8 E 


13.^What accounts are used in a periodic inventory system but 
not in a perpetual inventory system? 


m connect 


A company reports the following beginning inventory and purchases for the month of January. On January 
26, the company sells 360 units. What is the cost of the 155 units that remain in ending inventory at 
January 31, assuming costs are assigned based on a perpetual inventory system and use of FIFO? (Round 
per unit costs to three decimals, but inventory balances to the dollar.) 


What percent of its current assets are inventory as of 


18.2 When preparing interim financial statements, what two 
methods can companies utilize to estimate cost of goods sold 


QUICK STUDY 


QS 6-1 
Inventory costing with FIFO 
perpetual 





P1 
Beginning inventory on January | ......... 320 $6.00 
Purchase on January 9 ..............--. 85 6.40 
Purchase on January 25 ................ 110 6.60 
Refer to the information in QS 6-1 and assume the perpetual inventory system is used. Determine the costs QS 6-2 


assigned to ending inventory when costs are assigned based on LIFO. (Round per unit costs to three 
decimals, but inventory balances to the dollar.) 


Inventory costing with LIFO 
perpetual P1 





Refer to the information in QS 6-1 and assume the perpetual inventory system is used. Determine the costs 
assigned to ending inventory when costs are assigned based on weighted average. (Round per unit costs to 
three decimals, but inventory balances to the dollar.) 


QS 6-3 

Inventory costing with weighted 
average perpetual P1 

Check $960 





Segoe Company reports beginning inventory of 10 units at $50 each. Every week for four weeks it 
purchases an additional 10 units at respective costs of $51, $52, $55 and $60 per unit for weeks 
1 through 4. Calculate the cost of goods available for sale and the units available for sale for this four- 
week period. Assume that no sales occur during those four weeks. 


QS 6-4 
Computing goods available 
for sale P1 





Mercedes Brown starts a merchandising business on December 1 and enters into three inventory purchases: 


December 7 10 units @ $ 9 cost 
December 14 20 units @ $10 cost 
December 21 15 units @ $12 cost 


Brown sells 18 units for $35 each on December 15. Seven of the sold units are from the December 7 
purchase and eleven are from the December 14 purchase. Brown uses a perpetual inventory system. 
Determine the costs assigned to the December 31 ending inventory based on FIFO. (Round per unit costs 
to three decimals, but inventory balances to the dollar.) 


QS 6-5 
Assigning costs with FIFO 
perpetual 


P1 
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QS 6-6 
Inventory costing with LIFO 
perpetual P1 


Refer to the information in QS 6-5 and assume the perpetual inventory system is used. Determine the costs 
assigned to ending inventory when costs are assigned based on LIFO. (Round per unit costs to three 
decimals, but inventory balances to the dollar.) 





QS 6-7 
Inventory costing with weighted 
average perpetual P1 


Check End. Inv. = $296 


Refer to the information in QS 6-5 and assume the perpetual inventory system is used. Determine the costs 
assigned to ending inventory when costs are assigned based on weighted average. (Round per unit costs to 
three decimals, but inventory balances to the dollar.) 





QS 6-8 
Inventory costing with specific 
identification perpetual P1 


Refer to the information in QS 6-5 and assume the perpetual inventory system is used. Determine the costs 
assigned to ending inventory when costs are assigned based on specific identification. (Round per unit 
costs to three decimals, but inventory balances to the dollar.) 





QS 6-9 
Contrasting inventory 
costing methods 


|g 


Identify the inventory costing method best described by each of the following separate statements. Assume 
a period of increasing costs. 


1. The preferred method when each unit of product has unique features that markedly affect cost. 
. Matches recent costs against net sales. 

. Provides a tax advantage (deferral) to a corporation when costs are rising. 

- Yields a balance sheet inventory amount often markedly less than its replacement cost. 


a khwWN 


- Results in a balance sheet inventory amount approximating replacement cost. 





QS 6-10 


Inventory ownership 


C1 


Crafts Galore, a distributor of handmade gifts, operates out of owner Jenny Finn’s house. At the end of the 
current period, Jenny reports she has 1,500 units (products) in her basement, 30 of which were damaged 
by water and cannot be sold. She also has another 250 units in her van, ready to deliver per a customer 
order, terms FOB destination, and another 70 units out on consignment to a friend who owns a retail store. 
How many units should Jenny include in her company’s period-end inventory? 





QS 6-11 


Inventory costs 


(2 


A car dealer acquires a used car for $3,000, terms FOB shipping point. Additional costs in obtaining and 
offering the car for sale include $150 for transportation-in, $200 for import duties, $50 for insurance 
during shipment, $25 for advertising, and $250 for sales staff salaries. For computing inventory, what cost 
is assigned to the used car? 





OS 6-12 
Applying LCM to inventories 


P2 


Tailspin Trading Co. has the following products in its ending inventory. Compute lower of cost or market 
for inventory applied separately to each product. 


Product Quantity Cost per Unit Market per Unit 
Mountain bikes ........ 9 $360 $330 
Skateboards ........... 12 210 270 
Gliders re ter 25 480 420 





QS 6-13 


Inventory errors 


we i 


In taking a physical inventory at the end of year 2011, Nadir Company forgot to count certain units. Explain 
how this error affects the following: (a) 2011 cost of goods sold, (b) 2011 gross profit, (c) 2011 net income, 
(d) 2012 net income, (e) the combined two-year income, and (f) income for years after 2012. 





OS 6-14 
Analyzing inventory A3 


Market Company begins the year with $200,000 of goods in inventory. At year-end, the amount in 
inventory has increased to $230,000. Cost of goods sold for the year is $1,600,000. Compute Market’s 
inventory turnover and days’ sales in inventory. Assume that there are 365 days in the year. 





QS 6-154 
Assigning costs with FIFO 
periodic P3 


Refer to the information in QS 6-1 and assume the periodic inventory system is used. Determine the costs 
assigned to the ending inventory when costs are assigned based on FIFO. (Round per unit costs to three 
decimals, but inventory balances to the dollar.) 
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Refer to the information in QS 6-1 and assume the periodic inventory system is used. Determine the costs 
assigned to ending inventory when costs are assigned based on LIFO. (Round per unit costs to three 
decimals, but inventory balances to the dollar.) 


QS 6-164 
Inventory costing with LIFO 
periodic P3 





Refer to the information in QS 6-1 and assume the periodic inventory system is used. Determine the costs 
assigned to ending inventory when costs are assigned based on weighted average. (Round per unit costs to 
three decimals, but inventory balances to the dollar.) 


QS 6-174 
Inventory costing with weighted 
average periodic P3 





Refer to the information in QS 6-5 and assume the periodic inventory system is used. Determine the costs 
assigned to the December 31 ending inventory when costs are assigned based on FIFO. (Round per unit 
costs to three decimals, but inventory balances to the dollar.) 


QS 6-184 
Inventory costing with FIFO 
periodic P3 





Refer to the information in QS 6-5 and assume the periodic inventory system is used. Determine the costs 
assigned to ending inventory when costs are assigned based on LIFO. (Round per unit costs to three 
decimals, but inventory balances to the dollar.) 


QS 6-194 
Inventory costing with LIFO 
periodic P3 





Refer to the information in QS 6-5 and assume the periodic inventory system is used. Determine the costs 
assigned to ending inventory when costs are assigned based on weighted average. (Round per unit costs to 
three decimals, but inventory balances to the dollar.) 


QS 6-20° 
Inventory costing with weighted 
average periodic P3 





Refer to the information in QS 6-5 and assume the periodic inventory system is used. Determine the costs 
assigned to ending inventory when costs are assigned based on specific identification. (Round per unit 
costs to three decimals, but inventory balances to the dollar.) 


QS 6-214 
Inventory costing with specific 
identification periodic P3 





Dooling Store’s inventory is destroyed by a fire on September 5, 2011. The following data for year 2011 
are available from the accounting records. Estimate the cost of the inventory destroyed. 


QS 6-228 
Estimating inventories—gross 
profit method 





Janne M INVENTORY! e ceses niens enso ead ene eas $180,000 P4 
Jan. | through Sept. 5 purchases (net) ......... $342,000 
Jan. | through Sept. 5 sales (net).............. $675,000 
Year 2011 estimated gross profit rate ......... 42% 
Answer each of the following questions related to international accounting standards. QS 6-23 
a. Explain how the accounting for items and costs making up merchandise inventory is different be- International accounting 
tween IFRS and U.S. GAAP. standards 


b. Can companies reporting under IFRS apply a cost flow assumption in assigning costs to inventory? If 
yes, identify at least two acceptable cost flow assumptions. 


c. Both IFRS and U.S. GAAP apply the lower of cost or market method for reporting inventory values. 
If inventory is written down from applying the lower of cost or market method, explain in general 
terms how IFRS and U.S. GAAP differ in accounting for any subsequent period reversal of that re- 
ported decline in inventory value. 


m connect 


1. Jolie Company has shipped $500 of goods to China Co., and China Co. has arranged to sell the goods 
for Jolie. Identify the consignor and the consignee. Which company should include any unsold goods 
as part of its inventory? 


2. At year-end, Jolie Co. had shipped $850 of merchandise FOB destination to China Co. Which com- 
pany should include the $850 of merchandise in transit as part of its year-end inventory? 


Ci C2 P2 


EXERCISES 


Exercise 6-1 
Inventory ownership (1 





Duke Associates, antique dealers, purchased the contents of an estate for $37,500. Terms of the purchase 
were FOB shipping point, and the cost of transporting the goods to Duke Associates’ warehouse was $1,200. 
Duke Associates insured the shipment at a cost of $150. Prior to putting the goods up for sale, they cleaned 
and refurbished them at a cost of $490. Determine the cost of the inventory acquired from the estate. 


Exercise 6-2 
Inventory costs 


(2 
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Exercise 6-3 
Inventory costing 
methods— perpetual 


P1 


Check Ending inventory: LIFO, 


$1,320; WA, $1,289 


Park Company reported the following March purchases and sales data for its only product. 


Activities Units Sold at Retail 


Units Acquired at Cost 





Mar. | Beginning inventory .......... 150 units @ $7.00 = $1,050 
Mar- 10, “Sales ee e a E 90 units @ $15 
Mar 20 Purchase icin reece 220 units @ $6.00 = 1,320 
Mar 25 “Sales acu ea e a a 145 units @ $15 
Mar 30 Purchase na ces conn esenee 90 units @ $5.00 = __ 450 

Totals e eene e EE 460 units $2,820 235 units 





Park uses a perpetual inventory system. Determine the cost assigned to ending inventory and to cost of goods 
sold using (a) specific identification, (b) weighted average, (c) FIFO, and (d) LIFO. (Round per unit costs to 
three decimals, but inventory balances to the dollar.) For specific identification, ending inventory consists of 
225 units, where 90 are from the March 30 purchase, 80 are from the March 20 purchase, and 55 are from 
beginning inventory. 





Exercise 6-4 
Income effects of 
inventory methods 


\@ 


Use the data in Exercise 6-3 to prepare comparative income statements for the month of January for Park 
Company similar to those shown in Exhibit 6.8 for the four inventory methods. Assume expenses are 
$1,600, and that the applicable income tax rate is 30%. 


1. Which method yields the highest net income? 
2. Does net income using weighted average fall between that using FIFO and LIFO? 
3. If costs were rising instead of falling, which method would yield the highest net income? 





Exercise 6-5 
Inventory costing methods 
(perpetual) —FIFO and LIFO 


P1 


Check Ending inventory: LIFO, 


$18,750 


Harold Co. reported the following current-year purchases and sales data for its only product. 


Activities Units Sold at Retail 


Units Acquired at Cost 





100 units @ $10 = $ 1,000 
Jan NOD Sales e a coun 
Mar. 14 Purchase oea e e 


90 units @ $40 
250 units @ $15 = 3,750 


Mar. 15 Sale Sea a een 140 units @ $40 
July 30 Purchase. o eeen 400 units @ $20 = 8,000 
Oct. 5 Sal ESA An een a ui 300 units @ $40 


Oct. 26 Purchase ernea e eee cre 600 units @ $25 = 15,000 
Motas es ree E tie 1,350 units $27,750 530 units 











Harold uses a perpetual inventory system. Determine the costs assigned to ending inventory and to cost of 
goods sold using (a) FIFO and (b) LIFO. Compute the gross margin for each method. 





Exercise 6-6 
Specific identification P1 


Refer to the data in Exercise 6-5. Assume that ending inventory is made up of 100 units from the March 14 
purchase, 120 units from the July 30 purchase, and all 600 units from the October 26 purchase. Using the 
specific identification method, calculate (a) the cost of goods sold and (b) the gross profit. 





Exercise 6-7 
Lower of cost or market 


P2 


Check LCM = $6,896 


Ripken Company’s ending inventory includes the following items. Compute the lower of cost or market 
for ending inventory applied separately to each product. 





Per Unit 
Product Cost Market 
Helmets......... 22 $50 $54 
Bats uoe 15 78 72 
Shoes eera k 36 95 91 
Uniforms e 40 36 36 
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Ringo Company had $900,000 of sales in each of three consecutive years 2010-2012, and it purchased 
merchandise costing $500,000 in each of those years. It also maintained a $200,000 physical inventory 
from the beginning to the end of that three-year period. In accounting for inventory, it made an error at the 
end of year 2010 that caused its year-end 2010 inventory to appear on its statements as $180,000 rather 
than the correct $200,000. 


1. Determine the correct amount of the company’s gross profit in each of the years 2010—2012. 


2. Prepare comparative income statements as in Exhibit 6.11 to show the effect of this error on the com- 
pany’s cost of goods sold and gross profit for each of the years 2010—2012. 


Exercise 6-8 
Analysis of inventory errors 


A 


Check 2010 reported gross profit, 
$380,000 





Chess Company uses LIFO for inventory costing and reports the following financial data. It also 
recomputed inventory and cost of goods sold using FIFO for comparison purposes. 


LIE@ inventory, -eene oee e cine $150 $100 
LIFO cost of goods sold ............ 730 670 
FlFO inventory o aee oeeo reee 220 125 
FIFO cost of goods sold ............ 685 — 
Current assets (using LIFO) ......... 210 180 
Current liabilities e a 190 170 


1. Compute its current ratio, inventory turnover, and days’ sales in inventory for 2011 using (a) LIFO 
numbers and (b) FIFO numbers. (Round answers to one decimal.) 


2. Comment on and interpret the results of part 1. 


Exercise 6-9 
Comparing LIFO numbers to 
FIFO numbers; ratio analysis 


Al 8 A 


Check (1) FIFO: Current ratio, 1.5; 
Inventory turnover, 4.0 times 





Use the following information for Ryder Co. to compute inventory turnover for 2011 and 2010, and its 
days’ sales in inventory at December 31, 2011 and 2010. (Round answers to one decimal.) Comment on 
Ryder’s efficiency in using its assets to increase sales from 2010 to 2011. 


2011 2010 2009 
Cost of goods sold ......... $643,825 $426,650 $391,300 
Ending inventory ........... 96,400 86,750 91,500 


Exercise 6-10 
Inventory turnover and days 
sales in inventory 


iA 


, 





Refer to Exercise 6-3 and assume the periodic inventory system is used. Determine the costs assigned to 
ending inventory and to cost of goods sold using (a) specific identification, (b) weighted average, (c) FIFO, 
and (d) LIFO. (Round per unit costs to three decimals, but inventory balances to the dollar.) 


Exercise 6-114 
Inventory costing— 
periodic system P3 





Refer to Exercise 6-5 and assume the periodic inventory system is used. Determine the costs assigned to 
ending inventory and to cost of goods sold using (a) FIFO and (b) LIFO. Then (c) compute the gross 
margin for each method. 


Exercise 6-124 
Inventory costing— 
periodic system P3 





Lopez Co. reported the following current-year data for its only product. The company uses a periodic 
inventory system, and its ending inventory consists of 300 units—100 from each of the last three 
purchases. Determine the cost assigned to ending inventory and to cost of goods sold using (a) specific 
identification, (b) weighted average, (c) FIFO, and (d ) LIFO. (Round per unit costs to three decimals, but 
inventory balances to the dollar.) Which method yields the highest net income? 


Jan. 1 Beginning inventory ........ 200 units @ $2.00 = $ 400 
Mars 7 (Purchases sane serena: 440 units @ $2.25 = 990 
Jay 29 i Rurchase nerrtrr tert rrr: 1080 units @ $2.50 = 2,700 
Oct 3 Purchases ao cece 960 units @ $2.80 = 2,688 
Dec. 19. (Purchase ence erene 320 units @ $2.90 = 928 

Totals SEEN tra naa ater 3,000 units $7,706 


Exercise 6-134 
Alternative cost flow 
assumptions— periodic 


P3 


Check Inventory; LIFO, $625; 


FIFO, $870 
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Exercise 6-144 
Alternative cost flow 
assumptions— periodic 


P3 


Check Inventory: LIFO, $896; 
FIFO, $615 


Candis Gifts reported the following current-year data for its only product. The company uses a periodic 
inventory system, and its ending inventory consists of 300 units—100 from each of the last three purchases. 
Determine the cost assigned to ending inventory and to cost of goods sold using (a) specific identification, 
(b) weighted average, (c) FIFO, and (d) LIFO. (Round per unit costs to three decimals, but inventory 
balances to the dollar.) Which method yields the lowest net income? 





Jan. | Beginning inventory ........ 280 units @ $3.00 = $ 840 
Mar. 7 Purchase e deae ce ea ene 600 units @ $2.80 = 1,680 
July 28 Pürchase 00 oneee erene 800 units @ $2.50 = 2,000 
Oct, 3 Purchase a e a sane 1,100 units @ $2.30 = 2,530 
Dec. 19 Porchas@ cc eanan raoe cans, 250 units @ $2.00 = 500 

Tota S onto can emcee 3,030 units $7,550 





Exercise 6-158 
Estimating ending inventory— 
retail method 


P4 


Check End. Inventory, $17.930 


In 2011, Wichita Company had net sales (at retail) of $130,000. The following additional information is 
available from its records at the end of 2011. Use the retail inventory method to estimate Wichita’s 2011 
ending inventory at cost. 


At Cost At Retail 


Beginning inventory............. $ 31,900 $64,200 
Cost of goods purchased ........ 57,810 98,400 





Exercise 6-168 
Estimating ending inventory— 
gross profit method 


P4 


On March 1, KB Shop had $450,000 of inventory at cost. In the first quarter of the year, it purchased 
$1,590,000 of merchandise, returned $23,100, and paid freight charges of $37,600 on purchased merchandise, 
terms FOB shipping point. The company’s gross profit averages 30%, and the store had $2,000,000 of net 
sales (at retail) in the first quarter of the year. Use the gross profit method to estimate its cost of inventory at 
the end of the first quarter. 





Exercise 6-17 
Accounting for inventory 
following IFRS 


"B 


PROBLEM SET A 


Problem 6-1A 
Alternative cost 
flows— perpetual 


P1 


Samsung Electronics reports the following regarding its accounting for inventories. 


Inventories are stated at the lower of cost or net realizable value. Cost is determined using the average cost method, 
except for materials-in-transit which are stated at actual cost as determined using the specific identification method. Losses 


on valuation of inventories and losses on inventory obsolescence are recorded as part of cost of sales. As of December 
31, 2008, losses on valuation of inventories amounted to ¥+651,296 million (+ is Korean won). 





1. What cost flow assumption(s) does Samsung apply in assigning costs to its inventories? 
2. What has Samsung recorded for 2008 as a write-down on valuation of its inventories? 


3. If at year-end 2009 there was an increase in the value of its inventories such that there was a reversal 
of W900 million for the 2008 write-down, how would Samsung account for this under IFRS? Would Sam- 
sung’s accounting be different for this reversal if it reported under U.S. GAAP? Explain. 


m connect 
Anthony Company uses a perpetual inventory system. It entered into the following purchases and sales 
transactions for March. 


Activities Units Sold at Retail 


Units Acquired at Cost 





Mar. | Beginning inventory .......... 50 units @ $50/unit 
Mar. 5 Purchase iii. away ees 200 units @ $55/unit 
Mar. 9 Sales ener en sensei Meee 210 units @ $85/unit 


Mar. 18 Purchases cavisccemrcaccs cusses 
Mar. 25 Purchase sacra a caters. 
Mar. 29 SIES a EE A eer anaes 


60 units @ $60/unit 
100 units @ $62/unit 

80 units @ $95/unit 
290 units 





410 units 
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Required 
1. Compute cost of goods available for sale and the number of units available for sale. 
2. Compute the number of units in ending inventory. 


3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) weighted average, and 
(d) specific identification. (Round per unit costs to three decimals, but inventory balances to the dollar.) 
For specific identification, the March 9 sale consisted of 40 units from beginning inventory and 170 units 
from the March 5 purchase; the March 29 sale consisted of 20 units from the March 18 purchase and 60 
units from the March 25 purchase. 


4. Compute gross profit earned by the company for each of the four costing methods in part 3. 
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Check (3) Ending Inventory: FIFO, 
$7,400; LIFO, $6,840, WA, 


$7,176 


(4) LIFO gross profit, $8,990 





Marlow Company uses a perpetual inventory system. It entered into the following calendar-year 2011 
purchases and sales transactions. 


Activities Units Sold at Retail 


Units Acquired at Cost 





Jan. | Beginning inventory .......... 600 units @ $44/unit 
Feb. 10 Pur CHASE. sce ce aA E ARAT 200 units @ $40/unit 
Mar. 13 Purchase. o aee a cee ns 100 units @ $20/unit 
Mar. 15 SaleS ete his aa eee 400 units @ $75/unit 
Aug. 21 Purchase... oero eaea ss 160 units @ $60/unit 
Sept. 5 Purchases o nen Sanne ts ween 280 units @ $48/unit 
Sept. 10 SAlGS Ga we eens oe anne one 200 units @ $75/unit 
Totals So ean a awe mene 1,340 units 600 units 
Required 


1. Compute cost of goods available for sale and the number of units available for sale. 
2. Compute the number of units in ending inventory. 


3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) specific identification—units 
sold consist of 500 units from beginning inventory and 100 units from the March 13 purchase, and 
(d) weighted average. (Round per unit costs to three decimals, but inventory balances to the dollar.) 


4. Compute gross profit earned by the company for each of the four costing methods in part 3. 


Analysis Component 


5. Ifthe company’s manager earns a bonus based on a percent of gross profit, which method of inventory 
costing will the manager likely prefer? 


Problem 6-2A 
Alternative cost 
flows— perpetual 


"A 


Check (3) Ending inventory: FIFO, 
$33,040; LIFO, $35,440; WA, $34,055; 


(4) LIFO gross profit, 
$21,000 





A physical inventory of Helmke Company taken at December 31 reveals the following. 













|$] He Edt view Insert Format Tools Data Accounting Window Help lei x] 
Belz hi Me B 0x- |) 
Per Unit 
3| Audio equipment 
4 Receivers 335 $ 90 $ 98 
5| CD players 250 111 100 
6 MP3 players 316 86 95 
7 Speakers 194 52 41 
8| Video equipment 
9| Handheld LCDs 470 150 125 
10. VCRs 281 93 84 
110 Camcorders 202 310 322 
12| Car audio equipment 
13| Satellite radios 175 70 84 
14. CD/MP3 radios 160 97 105 
EIA eet EET “is J At] 














Required 


1. Calculate the lower of cost or market for the inventory applied separately to each item. 


2. If the market amount is less than the recorded cost of the inventory, then record the LCM adjustment 
to the Merchandise Inventory account. 


Problem 6-3A 


Lower of cost or market 


P2 


Check $263,024 
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Problem 6-4A 
Analysis of inventory errors 


A2 
eXcel 


mhhe.com/wildFAP20e 


Check (1) Corrected net income: 
2010, $318,000; 2011, $205,000; 
2012, $270,000 


Doubletree Company’s financial statements show the following. The company recently discovered that in 
making physical counts of inventory, it had made the following errors: Inventory on December 31, 2010, 
is understated by $50,000, and inventory on December 31, 2011, is overstated by $20,000. 


For Year Ended December 31 2010 2011 2012 

(a) Cost of goods sold................ $ 725,000 $ 955,000 $ 790,000 
(DNET income a e A 268,000 275,000 250,000 
(c) Total current assets................ 1,247,000 1,360,000 1,230,000 
(d) Totalleguitys aA A E T 1,387,000 1,580,000 1,245,000 


Required 


1. For each key financial statement figure— (a), (b), (c), and (d) above—prepare a table similar to the 
following to show the adjustments necessary to correct the reported amounts. 


Figure: 2010 2011 2012 


Reportediamountecrriat satire tats 
Adjustments for: 12/31/2010 error ......... 
12/31/2011 error ........ 


Conrectedamountas eee 

















Analysis Component 
2. What is the error in total net income for the combined three-year period resulting from the inventory 
errors? Explain. 


3. Explain why the understatement of inventory by $50,000 at the end of 2010 results in an understate- 
ment of equity by the same amount in that year. 





Problem 6-5A4 
Alternative cost flows—periodic 


P3 
eXcel 


mhhe.com/wildFAP20e 


Check (2) Cost of goods sold: 
FIFO, $1,896,000; LIFO, $2,265,000; 
WA, $2,077,557 


Viper Company began year 2011 with 20,000 units of product in its January 1 inventory costing $15 each. It 
made successive purchases of its product in year 2011 as follows. The company uses a periodic inventory 
system. On December 31, 2011, a physical count reveals that 35,000 units of its product remain in inventory. 


Mar 72 o2.s he. 28,000 units @ $18 each 
May 25 ieee er 30,000 units @ $22 each 
Aug: Varersess 20,000 units @ $24 each 
NovwilO 2.54.55 33,000 units @ $27 each 


Required 
1. Compute the number and total cost of the units available for sale in year 2011. 


2. Compute the amounts assigned to the 2011 ending inventory and the cost of goods sold using (a) FIFO, 
(b) LIFO, and (c) weighted average. (Round per unit costs to three decimals, but inventory balances to 
the dollar.) 





Problem 6-6A‘4 
Income comparisons and cost 
flows— periodic 


Al P3 


Check (1) Net income: FIFO, 
$71,540; LIFO, $69,020; WA, $70,603 


Botch Corp. sold 5,500 units of its product at $45 per unit in year 2011 and incurred operating expenses 
of $6 per unit in selling the units. It began the year with 600 units in inventory and made successive pur- 
chases of its product as follows. 


Jan. 1 Beginning inventory ........ 600 units @ $18 per unit 

Feb. 20 Purchase. .c0ns.see<anue ae 1,500 units @ $19 per unit 

May ll6n Purchase men a irre 700 units @ $20 per unit 

Oct. 3 Purchase: sacs ake wens os 400 units @ $21 per unit 

Dec. II Purchase: eso enone 3,300 units @ $22 per unit 
Total ereen ea nnan eio 6,500 units 


Required 


1. Prepare comparative income statements similar to Exhibit 6.8 for the three inventory costing methods 
of FIFO, LIFO, and weighted average. (Round per unit costs to three decimals, but inventory balances 
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to the dollar.) Include a detailed cost of goods sold section as part of each statement. The company 
uses a periodic inventory system, and its income tax rate is 30%. 

2. How would the financial results from using the three alternative inventory costing methods change if 
Botch had been experiencing declining costs in its purchases of inventory? 

3. What advantages and disadvantages are offered by using (a) LIFO and (b) FIFO? Assume the continu- 
ing trend of increasing costs. 
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The records of Nilson Company provide the following information for the year ended December 31. 


At Cost At Retail 


January | beginning inventory......... $ 471,350 $ 927,150 
Cost of goods purchased ............ 3,276,030 6,279,350 
SHES on coonovcoccoundsoudanndnoons 5,495,700 
Soles GUUS Gyno wae ee eee 44,600 


Required 
1. Use the retail inventory method to estimate the company’s year-end inventory at cost. 


2. A year-end physical inventory at retail prices yields a total inventory of $1,675,800. Prepare a calcula- 
tion showing the company’s loss from shrinkage at cost and at retail. 


Problem 6-7A® 
Retail inventory method 


P4 


Check (1) Inventory, $912,808 cost; 


(2) Inventory shortage at 
cost, $41,392 





Wayman Company wants to prepare interim financial statements for the first quarter. The company wishes 
to avoid making a physical count of inventory. Wayman’s gross profit rate averages 35%. The following 
information for the first quarter is available from its records. 


January | beginning inventory ......... $ 300,260 
Cost of goods purchased ............ 939,050 
sales a 1,191,150 
Salesiretunns me rere en erie 9,450 


Required 


Use the gross profit method to estimate the company’s first quarter ending inventory. 


CCO Company uses a perpetual inventory system. It entered into the following purchases and sales trans- 
actions for April. 


Activities Units Sold at Retail 


Units Acquired at Cost 








Apr. | Beginning inventory ........ 15 units @ $3,000/unit 
Apr. 6 RPurehase a E 35 units @ $3,500/unit 
Apr. 9 Salesa iy eee 18 units @ $12,000/unit 
Apr. |7 Purchase:c.vicncdan were 8 units @ $4,500/unit 
Apr. 25 Purchase fc. cada 10 units @ $4,580/unit 
Apr. 30 SANS e en ens 30 units @ $14,000/unit 
Total aee e gases vena 68 units 48 units 
Required 


1. Compute cost of goods available for sale and the number of units available for sale. 

2. Compute the number of units in ending inventory. 

3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) weighted average, and 
(d) specific identification. (Round per unit costs to three decimals, but inventory balances to the dollar.) 
For specific identification, the April 9 sale consisted of 8 units from beginning inventory and 10 units 
from the April 6 purchase; the April 30 sale consisted of 20 units from the April 6 purchase and 10 units 
from the April 25 purchase. 

4. Compute gross profit earned by the company for each of the four costing methods in part 3. 


Problem 6-8A® 
Gross profit method 


P4 


Check Estimated ending inventory, 
$471,205 


PROBLEM SET B 


Problem 6-1B 
Alternative cost 
flows— perpetual 


P1 


Check (3) Ending inventory: FIFO, 
$88,800; LIFO, $62,500; WA, 
$75,600; 


(4) LIFO gross profit, 
$449,200 
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Problem 6-2B 
Alternative cost 
flows — perpetual 


"A 


Check (3) Ending inventory: FIFO, 


$61,055; LIFO, $59,250; WA, 
$60,293; 


(4) LIFO gross profit, 
$24,805 


Venus Company uses a perpetual inventory system. It entered into the following calendar-year 2011 pur- 
chases and sales transactions. 





Activities Units Acquired at Cost Units Sold at Retail 
Jan. | Beginning inventory ........ 600 units @ $55/unit 
Jan. 10 Pürchase araa ae wteescen oe 450 units @ $56/unit 
Feb. 13 Purchases.) cescsuoa earns 200 units @ $57/unit 
Feb. 15 Salesi tice cae tee A S 430 units @ $90/unit 
July 2 ee Rurchasereer erro rere. 230 units @ $58/unit 
Aug. 5 Purchase Unaunipae svn 345 units @ $59/unit 
Aug. 10 SAlES ts a texre A ay heey 335 units @ $90/unit 
OCA serie aes ee aioe nines 1,825 units 765 units 
Required 


1. Compute cost of goods available for sale and the number of units available for sale. 

2. Compute the number of units in ending inventory. 

3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) specific identification— 
units sold consist of 600 units from beginning inventory and 165 units from the February 13 purchase, 
and (d) weighted average. (Round per unit costs to three decimals, but inventory balances to the dollar.) 


4. Compute gross profit earned by the company for each of the four costing methods in part 3. 


Analysis Component 


5. If the company’s manager earns a bonus based on a percent of gross profit, which method of inventory 
costing will the manager likely prefer? 





Problem 6-3B 
Lower of cost or market 


P2 


Check $584,444 


A physical inventory of Office Deals taken at December 31 reveals the following. 
















|S) Ele Edt wew Insert Format Tools Qata Accounting Window Help =le x] 
JOSE SRY) O->- OS = % E @ B) 10x~ |B) 

ee Per Unit 
2 Boy Units Cost Market 

3 Office furniture 

4 Desks 436 $261 $305 

51 Credenzas 295 227 256 

6| Chairs 587 49 43 

STA] Bookshelves 321 93 82 

8 Filing cabinets 

9° Two-drawer 214 81 70 

10 Four-drawer 398 135 122 

11) Lateral 175 104 118 

42) Office equipment 

43. Fax machines 430 168 200 

44. Copiers 545 317 288 

45 Telephones 352 125 117 
(OOo I pigi 











Required 


1. Compute the lower of cost or market for the inventory applied separately to each item. 


2. If the market amount is less than the recorded cost of the inventory, then record the LCM adjustment 
to the Merchandise Inventory account. 





Problem 6-4B 
Analysis of inventory errors 


rEg 


Watson Company’s financial statements show the following. The company recently discovered that in making 
physical counts of inventory, it had made the following errors: Inventory on December 31, 2010, is overstated. 
by $70,000, and inventory on December 31, 2011, is understated by $55,000. 


For Year Ended December 31 2010 2011 2012 

(a) Cost of goods sold................ $ 655,000 $ 957,000 $ 799,000 
(byaNetincomelire crepe cree 225,000 277,000 244,000 
(c) Total current assets ............... 1,251,000 1,360,000 1,200,000 
(d) Totalteguity a eerie tar aeer 1,387,000 1,520,000 1,250,000 


Required 


1. For each key financial statement figure—(a), (b), (c), and (d) above—prepare a table similar to the 
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following to show the adjustments necessary to correct the reported amounts. 


Figure: 


Reported amount ........ 
Adjustments for: 12/31/2010 error ......... 
12/31/2011 error ......... 


Corrected amount ....... 


Analysis Component 


2. What is the error in total net income for the combined three-year period resulting from the inventory 


errors? Explain. 


3. Explain why the overstatement of inventory by $70,000 at the end of 2010 results in an overstatement 


2010 


2011 














of equity by the same amount in that year. 
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Check (1) Corrected net income: 
2010, $155,000; 2011, $402,000; 
2012, $189,000 





Solaris Co. began year 2011 with 6,300 units of product in its January 1 inventory costing $35 each. It made 
successive purchases of its product in year 2011 as follows. The company uses a periodic inventory system. 
On December 31, 2011, a physical count reveals that 16,500 units of its product remain in inventory. 


Jans 4 oie 10,500 units @ $33 each 
May I8 veer 13,000 units @ $32 each 
July Gone rae 12,000 units @ $29 each 
Nov 2i)| cease os 15,500 units @ $26 each 


Required 


1. Compute the number and total cost of the units available for sale in year 2011. 


2. Compute the amounts assigned to the 2011 ending inventory and the cost of goods sold using (a) FIFO, 
(b) LIFO, and (c) weighted average. (Round per unit costs to three decimals, but inventory balances to 


the dollar.) 


Problem 6-5B4 
Alternative cost flows—periodic 


P3 


Check (2) Cost of goods sold: 
FIFO, $1,302,000; LIFO, $1,176,900; 
WA, $1,234,681 





Rikkers Company sold 2,500 units of its product at $98 per unit in year 2011 and incurred operating 
expenses of $14 per unit in selling the units. It began the year with 740 units in inventory and made suc- 


cessive purchases of its product as follows. 


Jan. | Beginning inventory ........ 
April 21 i Purehase e a a 


Jems [let Fetal e a E 
Aus 129 [VINES ooo T 
Nov. 18 Purchase ................. 

Ell sosoavontacwosoasowe 


Required 


1. Prepare comparative income statements similar to Exhibit 6.8 for the three inventory costing methods 
of FIFO, LIFO, and weighted average. (Round per unit costs to three decimals, but inventory balances 
to the dollar.) Include a detailed cost of goods sold section as part of each statement. The company uses 


740 units @ $58 per unit 
700 units @ $59 per unit 
600 units @ $61 per unit 
500 units @ $64 per unit 


800 units @ $65 per unit 
3,340 units 


a periodic inventory system, and its income tax rate is 25%. 


2. How would the financial results from using the three alternative inventory costing methods change if 
the company had been experiencing decreasing prices in its purchases of inventory? 


3. What advantages and disadvantages are offered by using (a) LIFO and (b) FIFO? Assume the continu- 


ing trend of increasing costs. 


Problem 6-6B4 
Income comparisons and cost 
flows— periodic 


Al P3 


Check (1) Net income: LIFO, 
$40,500; FIFO, $44,805; WA, $42,519 





The records of Saturn Co. provide the following information for the year ended December 31. 


At Cost At Retail 


$ 81,670 $114,610 


492,250 751,730 
786,120 
4,480 


Problem 6-7B® 
Retail inventory method 


P4 
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Check (1) Inventory, $55,902 cost; 


(2) Inventory shortage at 
cost, $4,059 
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Required 
1. Use the retail inventory method to estimate the company’s year-end inventory. 


2. A year-end physical inventory at retail prices yields a total inventory of $78,550. Prepare a calculation 
showing the company’s loss from shrinkage at cost and at retail. 





Problem 6-8B® 
Gross profit method 


P4 


Check Estim. ending inventory, 
$367,275 


SERIAL PROBLEM 


Business Solutions 


P2 A3 


Ernst Equipment Co. wants to prepare interim financial statements for the first quarter. The company 
wishes to avoid making a physical count of inventory. Ernst’s gross profit rate averages 30%. The following 
information for the first quarter is available from its records. 


January | beginning inventory......... $ 752,880 
Cost of goods purchased ............ 2,159,630 
SESE te erste eerste A N 3,710,250 
Sales returns aeeoe aer eee E 74,200 


Required 


Use the gross profit method to estimate the company’s first quarter ending inventory. 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point.) 


SP 6 
PartA 
Santana Rey of Business Solutions is evaluating her inventory to determine whether it must be adjusted 


based on lower of cost or market rules. Business Solutions has three different types of software in its in- 
ventory and the following information is available for each. 





Per Unit 
Inventory Items Units Cost Market 
Office productivity ........ 3 $76 $ 74 
Desktop publishing ........ 2 103 100 
Accounting .............. 3 90 96 


Required 


1. Compute the lower of cost or market for ending inventory assuming Rey applies the lower of cost or 
market rule to inventory as a whole. Must Rey adjust the reported inventory value? Explain. 


2. Assume that Rey had instead applied the lower of cost or market rule to each product in inventory. 
Under this assumption, must Rey adjust the reported inventory value? Explain. 


Part B 


Selected accounts and balances for the three months ended March 31, 2012, for Business Solutions follow. 


January | beginning inventory......... $ 0 
Cost of goods sold ................. 14,052 
March 31 ending inventory ........... 704 


Required 
1. Compute inventory turnover and days’ sales in inventory for the three months ended March 31, 2012. 


2. Assess the company’s performance if competitors average 15 times for inventory turnover and 25 days 
for days’ sales in inventory. 


Beyond the Numbers 


REPORTING IN 
ACTION 


(2 A3 
RIM 


BTN 6-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. 


Required 


1. What amount of inventories did Research In Motion report as a current asset on February 27, 2010? 
On February 28, 2009? 


2. Inventories represent what percent of total assets on February 27, 2010? On February 28, 2009? 
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3. Comment on the relative size of Research In Motion’s inventories compared to its other types of assets. 


A 


What accounting method did Research In Motion use to compute inventory amounts on its balance sheet? 


5. Compute inventory turnover for fiscal year ended February 27, 2010, and days’ sales in inventory as 
of February 27, 2010. 


Fast Forward 


6. Access Research In Motion’s financial statements for fiscal years ended after February 27, 2010, from 
its Website (RIM.com) or the SEC’s EDGAR database (www.SEC.gov). Answer questions 1 through 
5 using the current RIM information and compare results to those prior years. 
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BTN 6-2 Comparative figures for Research In Motion and Apple follow. 


Research In Motion Apple 


Current OneYear TwoYears Current OneYear Two Years 
($ millions) Year Prior Prior Year Prior Prior 





Inventory ........... $ 622 $ 682 $ 396 $ 455 $ 509 $ 346 
Cost of sales ........ 8,369 5,968 2,929 25,683 24,294 16,426 


Required 
1. Compute inventory turnover for each company for the most recent two years shown. 
2. Compute days’ sales in inventory for each company for the three years shown. 


3. Comment on and interpret your findings from parts 1 and 2. Assume an industry average for inventory 
turnover of 10. 


COMPARATIVE 
ANALYSIS 


A3 t 
RIM 
Apple 





BTN 6-3 Golf Mart is a retail sports store carrying golf apparel and equipment. The store is at the end of 
its second year of operation and is struggling. A major problem is that its cost of inventory has continually 
increased in the past two years. In the first year of operations, the store assigned inventory costs using LIFO. 
A loan agreement the store has with its bank, its prime source of financing, requires the store to maintain a 
certain profit margin and current ratio. The store’s owner is currently looking over Golf Mart’s preliminary 
financial statements for its second year. The numbers are not favorable. The only way the store can meet the 
required financial ratios agreed on with the bank is to change from LIFO to FIFO. The store originally de- 
cided on LIFO because of its tax advantages. The owner recalculates ending inventory using FIFO and sub- 
mits those numbers and statements to the loan officer at the bank for the required bank review. The owner 
thankfully reflects on the available latitude in choosing the inventory costing method. 


Required 
1. How does Golf Mart’s use of FIFO improve its net profit margin and current ratio? 
2. Is the action by Golf Mart’s owner ethical? Explain. 


ETHICS 
CHALLENGE 


oA 





BTN 6-4 You are a financial adviser with a client in the wholesale produce business that just completed 
its first year of operations. Due to weather conditions, the cost of acquiring produce to resell has escalated 
during the later part of this period. Your client, Raphaela Gonzalez, mentions that because her business 
sells perishable goods, she has striven to maintain a FIFO flow of goods. Although sales are good, the 
increasing cost of inventory has put the business in a tight cash position. Gonzalez has expressed concern 
regarding the ability of the business to meet income tax obligations. 


Required 


Prepare a memorandum that identifies, explains, and justifies the inventory method you recommend your 
client, Ms. Gonzalez, adopt. 


COMMUNICATING 
IN PRACTICE 


won | | 





BTN 6-5 Access the 2009 annual 10-K report for Polaris Industries (Ticker PII), filed on March 1, 2010, 
from the EDGAR filings at www.SEC.gov. 


Required 
1. What products are manufactured by Polaris? 
2. What inventory method does Polaris use? (Hint: See the Note 1 to its financial statements.) 


TAKING IT TO 
THE NET 


“BO 
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3. Compute its gross margin and gross margin ratio for the 2009 calendar year. Comment on your com- 
putations—assume an industry average of 27% for the gross margin ratio. 

4. Compute its inventory turnover and days’ sales in inventory for the year ended December 31, 2009. 
Comment on your computations—assume an industry average of 5.9 for inventory turnover and 55 for 
days’ sales in inventory. 





TEAMWORK IN 
ACTION 


Al "A 


Point: Step | allows four choices or 
areas for expertise. Larger teams will 
have some duplication of choice, but the 
specific identification method should not 
be duplicated. 


BTN 6-6 Each team member has the responsibility to become an expert on an inventory method. This 
expertise will be used to facilitate teammates’ understanding of the concepts relevant to that method. 

1. Each learning team member should select an area for expertise by choosing one of the following 
inventory methods: specific identification, LIFO, FIFO, or weighted average. 

Form expert teams made up of students who have selected the same area of expertise. The instructor 
will identify where each expert team will meet. 


2 


3. Using the following data, each expert team must collaborate to develop a presentation that illustrates 
the relevant concepts and procedures for its inventory method. Each team member must write the pre- 


sentation in a format that can be shown to the learning team. 


Data 


The company uses a perpetual inventory system. It had the following beginning inventory and current 
year purchases of its product. 


Jan. | Beginning inventory......... 50 units @ $10 = $ 500 
Jan l4 Purchase esceas neen 150 units @ $12 = 1,800 
Apr. 30) Purchase sses sc: riser 200 units @ $15 = 3,000 
Sept.26 Purchase ................. 300 units @ $20 = 6,000 


The company transacted sales on the following dates at a $35 per unit sales price. 


Jan. 10 30 units (specific cost: 30 @ $10) 
Feb. I5 100 units (specific cost: 100 @ $12) 
Oct. 5 350 units (specific cost: 100 @ $15 and 250 @ $20) 


Concepts and Procedures to Illustrate in Expert Presentation 


a. Identify and compute the costs to assign to the units sold. (Round per unit costs to three decimals.) 


b. Identify and compute the costs to assign to the units in ending inventory. (Round inventory bal- 
ances to the dollar.) 


c. How likely is it that this inventory costing method will reflect the actual physical flow of goods? 
How relevant is that factor in determining whether this is an acceptable method to use? 


d. What is the impact of this method versus others in determining net income and income taxes? 
e. How closely does the ending inventory amount reflect replacement cost? 


4. Re-form learning teams. In rotation, each expert is to present to the team the presentation developed in 
part 3. Experts are to encourage and respond to questions. 





ENTREPRENEURIAL 
DECISION 


HON 


BTN 6-7 Review the chapter’s opening feature highlighting Randy Hetrick and his company, Fitness 
Anywhere. Assume that Fitness Anywhere consistently maintains an inventory level of $300,000, meaning 
that its average and ending inventory levels are the same. Also assume its annual cost of sales is $1,200,000. 
To cut costs, Randy proposes to slash inventory to a constant level of $150,000 with no impact on cost of 
sales. He plans to work with suppliers to get quicker deliveries and to order smaller quantities more often. 


Required 
1. Compute the company’s inventory turnover and its days’ sales in inventory under (a) current condi- 
tions and (b) proposed conditions. 


2. Evaluate and comment on the merits of his proposal given your analysis for part 1. Identify any con- 
cerns you might have about the proposal. 





HITTING THE ROAD 


Ci C2 Q 


BTN 6-8 Visit four retail stores with another classmate. In each store, identify whether the store uses a bar- 
coding system to help manage its inventory. Try to find at least one store that does not use bar-coding. If a 
store does not use bar-coding, ask the store’s manager or clerk whether he or she knows which type of 
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inventory method the store employs. Create a table that shows columns for the name of store visited, type of 
merchandise sold, use or nonuse of bar-coding, and the inventory method used if bar-coding is not employed. 
You might also inquire as to what the store’s inventory turnover is and how often physical inventory is taken. 
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BTN 6-9 Key figures (EUR millions) for Nokia (www.Nokia.com), which is a leading global manufac- 
turer of mobile devices and services, follow. 





























GLOBAL DECISION 


"BOH 


EUR millions CurrentYear OneYear Prior Two Years Prior 
Inventory ............ 1,865 2,533 2,876 NOKIA 
Cost of sales ......... 27,720 33,337 33,781 RIM 
Required Apple 
1. Use these data and those from BTN 6-2 to compute (a) inventory turnover and (b) days’ sales in inven- 
tory for the most recent two years shown for Nokia, Research In Motion, and Apple. 
2. Comment on and interpret your findings from part 1. 
ANSWERS TO MULTIPLE CHOICE QUIZ 
1. a; FIFO perpetual 
Date Goods Purchased Cost of Goods Sold Inventory Balance 
July | 75 units @ $25 =$ 1,875 
July 3 348 units @ $27 = $9,396 75 units @ $25 \ = $11,271 
348 units @ $27 i 
July 8 75 units @ $25 } = $ 7,950 123 units @ $27 =$ 3,321 
225 units @ $27 
July I5 257 units @ $28 = $7,196 123 o = $ 10,517 
257 units @ $28 , 
July 23 123 units @ se = $ 7,577 105 units @ $28 =$ 2,940 
152 units @ $28 
$15,527 
2. b; LIFO perpetual 
Date Goods Purchased Cost of Goods Sold Inventory Balance 
July | 75 units @ $25 =$ 1,875 
July 3 348 units @ $27 = $9,396 75 units @ $25 } = $11,271 
348 units @ $27 , 
July 8 300 units @ $27 = $ 8,100 75 units @ $25 \ =$ 3,171 
48 units @ $27 i 
July 15 257 units @ $28 = $7,196 75 units @ $25 
48 units @ $27 >= $ 10,367 
257 units @ $28 
July 23 257 units @ $28 \ = $ 7,682 75 units @ $25 \ =$ 2,685 
18 units @ $27 30 units @ $27 
$15,782 
3. e; Specific identification perpetual—Ending inventory computation. 4. a; FIFO periodic—Ending inventory computation. 
105 units @ $28 each = $2,940; The FIFO periodic inventory compu- 
20 units @ $25 $ 500 tation is identical to the FIFO perpetual inventory computation (see 
40 units @ $27 1,080 question 1). 
45 units @ $28 1,260 5. d; Days’ sales in inventory = (Ending inventory/Cost of goods sold X 365) 


105 units $2,840 = ($18,000/$85,000) X 365 = 77.29 days 
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A Look Back 


Chapters 5 and 6 focused on merchan- 
dising activities and accounting for 
inventory. We explained inventory 
systems, accounting for inventory 
transactions, and assigning costs to 
inventory. 


Learning Objectives 








A Look at This Chapter 


This chapter emphasizes accounting 
information systems. We describe 
fundamental system principles, the 
system's components, use of special 
journals and subsidiary ledgers, and 
technology-based systems. 





A Look Ahead 


Chapter 8 focuses on internal controls 
and accounting for cash and cash equiva- 
lents. We explain good internal control 
procedures and their importance. 








CONCEPTUAL 


C1 


(2 
C3 


Identify the principles and 
components of accounting 
information systems. (p. 272) 


Explain the goals and uses of special 
journals. (p. 275) 


Describe the use of controlling accounts 
and subsidiary ledgers. (p. 276) 





CAP 


ANALYTICAL 


A 


Compute segment return on assets 
and use it to evaluate segment 
performance. (p. 288) 


5 


LP7 


PROCEDURAL 


P1 Journalize and post transactions using 
special journals. (p. 278) 


P? Prepare and prove the accuracy of 
subsidiary ledgers. (p. 279) 


P3 Appendix 7A—Journalize and post 
transactions using special journals in 
a periodic inventory system. (p. 292) 


FORT COLLINS, CO—Kim Jordan's entrepreneurial roots were 
anything but frothy. “For about eight months, we didn’t pay our 
selves,” explains Kim. “We borrowed money from parents and 
made payroll . . . looking at the bills, we had to decide which to 
pay.” From those meager beginnings, Kim created I Belgium 
Brewing Cor (NewBelgium.com), which i is pi a 
to the Belgian arna tradition of delicious beers with loads of 
character. 

“We did have a set of values, a purpose, and some outcomes 
that we wanted to achieve,” says Kim. “Four things were impor 
tant to us: to produce world class Belgium-style beers, to promote 
beer culture, to be environmental stewards, and to have fun!” To 
achieve those goals, Kim set up an accounting system to mea- 
sure, track, Summarize, and report on operations. “It is impor 
tant to have the ability to read financial statements,” insists Kim. 
“And, to understand ratios.” Those expectations and priorities 
fundamentally shaped Kim's accounting system and controls. 

“There has to be execution,” explains Kim. That focus on 
execution includes applying internal controls, special journals, 


“Its just following your instincts, knowing the basics, 
and sticking with whats important” 
—KIM JORDAN 


accounting ledgers, and systems technology. Kim maintains 
special journals for sales, cash receipts, purchases, and cash 
disbursements. Developing her accounting system to capture all 
aspects of her operations is no easy task, but well worth the 
effort. “Working hard and being dedicated or committed to an 
outcome are keys,” asserts Kim. “Our co-workers [all employ- 
ees] get to see all of our financials!” Kim explains that this in 
turn helps shape the special journals for her business, including 
the control procedures applied in the brewery. 

Kim's company is riding high with the right accounting sys- 
tems and controls for long-run success. “Stasis is not an option,’ 
says Kim. “If we're all in the same place today that we were five 
years ago, that wouldn't be very interesting.” Kim smiles and 
adds, "There's something wrong if making beer can't be fun!” 


[Sources: NewBelgium Website, January 2011; Entrepreneur, November 
2009; 50entrepreneurs.com, March 2010; CNNMoney.com, June 2009; 
Beverage World, September 2009] 
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With increases in the number and complexity of business activi- 
ties, the demands placed on accounting information systems 
increase. Accounting information systems must meet this chal- 
lenge in an efficient and effective manner. In this chapter, we 
learn about fundamental principles guiding information systems, 


explain procedures that use special journals and subsidiary ledgers 
to make accounting information systems more efficient. An 
understanding of the details of accounting reports makes us better 
decision makers when using financial information, and it improves 
our ability to analyze and interpret financial statements. 


and we study components making up these systems. We also 
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Special Journals 











System Technology 


System Principles 


e Control 
e Relevance 
e Compatibility 
e Flexibility 
Cost-Benefit 


System Components 




















e Source documents 
e Input devices 

e Processors 

e Storage 
Output devices 


e Subsidiary ledgers 

e Sales journal 

e Cash receipts journal 
e Purchases journal 

e Cash disbursements 
journal 


Computers 
e Data processing 

e Networks 

e Enterprise resource 
planning (ERP) 


FUNDAMENTAL SYSTEM PRINCIPLES 


Accounting information systems collect and process data from transactions and events, orga- 
nize them in useful reports, and communicate results to decision makers. With the increasing 
complexity of business and the growing need for information, accounting information systems 
are more important than ever. All decision makers need to have a basic knowledge of how 
accounting information systems work. This knowledge gives decision makers a competitive 
edge as they gain a better understanding of informa- 
tion constraints, measurement limitations, and poten- 
tial applications. It allows them to make more informed 
decisions and to better balance the risks and returns of 
different strategies. This section explains five basic 
principles of accounting information systems, shown 
in Exhibit 7.1. 








C1 Identify the principles and 
components of accounting 
information systems. 











EXHIBIT 7.1 


System Principles 







Control 


Relevance | 













| Cost-Benefit 
Principle 





System 
gnii Control Principle 

Managers need to control and monitor business 
activities. The control principle prescribes that an 
accounting information system have internal controls. 
Internal controls are methods and procedures allow- 
ing managers to control and monitor business activi- 
ties. They include policies to direct operations toward 
common goals, procedures to ensure reliable financial reports, safeguards to protect company 
assets, and methods to achieve compliance with laws and regulations. 


Flexibility 


Point: A hacker stole 300,000 credit 
card numbers from online music retailer 
CDUniverse due to internal control 
failure. 


Relevance Principle 


Decision makers need relevant information to make informed decisions. The relevance 
principle prescribes that an accounting information system report useful, understandable, 
timely, and pertinent information for effective decision making. The system must be designed to 
capture data that make a difference in decisions. To ensure this, we must consider all decision 
makers when identifying relevant information for disclosure. 
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Compatibility Principle 


Accounting information systems must be consistent with the aims of a company. The compatibility 
principle prescribes that an accounting information system conform with a company’s activities, 
personnel, and structure. It also must adapt to a company’s unique characteristics. The system must 
not be intrusive but must work in harmony with and be driven by company goals. Most start-up 
entrepreneurs require only a simple information system. Harley-Davidson, on the other hand, de- 
mands both a merchandising and a manufacturing information system able to assemble data from 
its global operations. 


Flexibility Principle 


Accounting information systems must be able to adjust to changes. The flexibility principle 
prescribes that an accounting information system be able to adapt to changes in the company, 
business environment, and needs of decisions makers. Technological advances, competitive 
pressures, consumer tastes, regulations, and company activities constantly evolve. A system 
must be designed to adapt to these changes. 


Cost-Benefit Principle 


The cost-benefit principle prescribes that the benefits from an activity in an accounting in- 
formation system outweigh the costs of that activity. The costs and benefits of an activity such 
as producing a specific report will impact the decisions of both external and internal users. 
Decisions regarding other systems principles (control, relevance, compatibility, and flexibility) 
are also affected by the cost-benefit principle. 





@ Decision 


Digital Is Forever E-communications have helped bring down many employees, including the former 
CEO of Boeing. To comply with Sarbanes-Oxley, more and more companies now archive and monitor 
e-mails, instant messages, blog postings, and Net-based phone calls. Using natural-language software, 
companies sift through digital communications in milliseconds, checking for trade secrets, bad language, 
porn, and pirated files. E 
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Point: Law requires that all employers 
destroy credit-check and other employee 
records before tossing them. A cross-cut 
shredder is the tool of choice. 


COMPONENTS OF ACCOUNTING SYSTEMS 


Accounting information systems consist of people, records, methods, and equipment. The 
systems are designed to capture information about a company’s transactions and to provide 
output including financial, managerial, and tax reports. All accounting information systems have 
these same goals, and thus share some basic components. These components apply whether or 
not a system is heavily computerized, yet the components of computerized systems usually 
provide more accuracy, speed, efficiency, and convenience than those of manual systems. 

The five basic components of accounting systems are source documents, input devices, 
information processors, information storage, and output devices. Exhibit 7.2 shows these 
components as a series of steps, yet we know that much two-way communication occurs be- 
tween many of these components. We briefly describe each of these key components in this 
section. 


A 
A 


~ 


~ 


| ay 


Source Input Information Information Output 
Document Devices Processor Storage Devices 





EXHIBIT 7.2 


Accounting System 
Components 


274 


Point: Understanding a manual 
accounting system is useful in 
understanding an electronic system. 


Point: BusinessWeek reported that 
75% of all e-mail traffic is spam. 


Point: A financial accounting database 
can be designed to support a wide range 
of internal reports for management. 
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Source Documents 


We introduced source documents in Chapters 1 and 2 and explained their importance for both 
business transactions and information collection. Source documents provide the basic information 
processed by an accounting system. Examples of source documents include bank statements and 
checks, invoices from suppliers, billings to customers, cash register files, and employee earnings 
records. Source documents can be paper, although they increasingly are taking the form of elec- 
tronic files and Web communications. A growing number of companies are sending documents 
directly from their systems to their customers’ and suppliers’ systems. The Web is playing a 
major role in this transformation from paper-based to paperless systems. 

Accurate source documents are crucial to accounting information systems. Input of faulty or 
incomplete information seriously impairs the reliability and relevance of the information system. 
We commonly refer to this as “garbage in, garbage out.” Information systems are set up with 
attention on control procedures to limit the possibility of entering faulty data in the system. 


Input Devices 


Input devices capture information from source documents and enable its transfer to the system’s 
information processing component. These devices often involve converting data on source doc- 
uments from written or electronic form to a form usable for the system. Journal entries, both 
electronic and paper based, are a type of input device. Keyboards, scanners, and modems are 
some of the most common input devices in practice today. For example, bar code readers cap- 
ture code numbers and transfer them to the organization’s computer for processing. Moreover, a 
scanner can capture writing samples and other input directly from source documents. 

Controls are used to ensure that only authorized individuals input data to the system. Con- 
trols increase the system’s reliability and allow information to be traced back to its source. 
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Geek Chic Cyberfashion pioneers are creating geek chic, a kind of 
wearable computer. Cyberfashion draws on digital cellular phones, lithium 
batteries, and miniature monitors. Special thread is woven into clothing to 
carry low-voltage signals from one part of the system to another, and fabric 
keyboards are sewn into clothes. These creations give new meaning to the 
term software. E 





Information Processors 


Information processors are systems that interpret, transform, and summarize information for use 
in analysis and reporting. An important part of an information processor in accounting systems is 
professional judgment. Accounting principles are never so structured that they limit the need for 
professional judgment. Other parts of an information processor include journals, ledgers, working 
papers, and posting procedures. Each assists in transforming raw data to useful information. 

Increasingly, computer technology (both computing hardware and software) is assisting man- 
ual information processors. This assistance is freeing accounting professionals to take on in- 
creased analysis, interpretive, and managerial roles. Web-based application service providers 
(ASPs) offer another type of information processor. 


Information Storage 


Information storage is the accounting system component that keeps data in a form accessible 
to information processors. After being input and processed, data are stored for use in future 
analyses and reports. The database must be accessible to preparers of periodic financial reports. 
Auditors rely on this database when they audit both financial statements and a company’s con- 
trols. Companies also maintain files of source documents. 

Older systems consisted almost exclusively of paper documents, but most modern systems 
depend on electronic storage devices. Advances in information storage enable accounting systems 
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to increasingly store more detailed data. This means managers have more data to access and work 
with in planning and controlling business activities. Information storage can be online, meaning 
that data can be accessed whenever, and from wherever, it is needed. Off-line storage means ac- 
cess often requires assistance and authorization. Information storage is increasingly augmented by 
Web sources such as SEC databases, benchmarking services, and financial and product markets. 





@ Decision 


Direct Output A screenless computer display, called virtual retinal 
display (VRD), scans rows of pixels directly onto the user's retina by 
means of a laser. VRDs can simulate three-dimensional virtual worlds, 
including 3D financial graphics. E 





Output Devices 


Output devices are the means to take information out of an accounting system and make it avail- 
able to users. Common output devices are printers, monitors, projectors, and Web communica- 
tions. Output devices provide users a variety of items including graphics, analysis reports, bills to 
customers, checks to suppliers, employee paychecks, financial statements, and internal reports. 
When requests for output occur, an information processor takes the needed data from a database 
and prepares the necessary report, which is then sent to an output device. A special type of output 
is an electronic funds transfer (EFT). One example is the transfer of payroll from the company’s 
bank account to its employees’ bank accounts. This requires an interface to allow a company’s 
accounting system to send payroll data directly to the bank’s accounting system. This interface 
can involve a company recording its payroll data in an encrypted zip file and forwarding it to the 
bank. The bank then uses this output to transfer wages earned to employees’ accounts. 


C) Decision Answer — p. 296 





Accountant Your client requests advice in purchasing software for its accounting system. You have 
been offered a 10% commission by a software company for each purchase of its system by one of your 
clients. Does this commission arrangement affect your evaluation of software? Do you tell your client 
about the commission arrangement? E 
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1. Identify the five primary components of an accounting information system. 
2. What is the aim of information processors in an accounting system? 
3. How are data in the information storage component of an accounting system used? 
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SPECIAL JOURNALS IN ACCOUNTING 


This section describes the underlying records of accounting information systems. Designed cor- 
rectly, these records support efficiency in processing transactions and events. They are part of all 
systems in various forms and are increasingly electronic. Even in technologically advanced 
systems, a basic understanding of the records we describe in this section aids in using, interpret- 
ing, and applying accounting information. It also improves our knowledge of computer-based 
systems. Remember that all accounting systems have common purposes and internal workings 
whether or not they depend on technology. 

This section focuses on special journals and subsidiary ledgers that are an important part of ac- 
counting systems. We describe how special journals are used to capture transactions, and we ex- 
plain how subsidiary ledgers are set up to capture details of accounts. This section uses a perpetual 








C 


Explain the goals and uses 
of special journals. 
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inventory system, and the special journals are set up using this system. Appendix 7A describes the 
change in special journals required for a periodic system. We also include a note at the bottom of 
each of the special journals explaining the change required if a company uses a periodic system. 


Basics of Special Journals 


A general journal is an all-purpose journal in which we can record any transaction. Use of a 

general journal for all transactions is usually more costly for a business and is a less effective 

control procedure. Moreover, for less technologically advanced systems, use of a general journal 

requires that each debit and each credit entered be individually posted to its respective ledger 

account. To enhance internal control and reduce costs, transactions are organized into common 

: i groups. A special journal is used to record and post transactions of similar type. Most transac- 
Point: Companies can use as many as ; z , : : P ne 

special journals as necessary given their tions of a merchandiser, for instance, can be categorized into the journals shown in Exhibit 7.3. 


unique business activities. This section assumes the use of these four special journals along with the general journal. The 
general journal continues to be used for transactions not covered by special journals and for 
Point: A specific transaction is adjusting, closing, and correcting entries. We show in the following discussion that special jour- 


Peco leet i nals are efficient tools in helping journalize and post transactions. This is done, for instance, by 


accumulating debits and credits of similar transactions, which allows posting of amounts as 
column fotals rather than as individual amounts. The advantage of this system increases as the 
EXHIBIT 7.3 number of transactions increases. Special journals allow an efficient division of labor, which is 


Using Special Journals also an effective control procedure. 
with a General Journal 
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For recording 
































For recording cash receipts 
credit sales e — For recording ireo For transactions 
= l = = credit purchases Loe es not in special journals 
Sales Cash Purchases Cash Disbursements General 
Journal Receipts Journal Journal Journal Journal 


It is important to note that special journals and subsidiary ledgers are designed in a manner that 
is best suited for each business. The most likely candidates for special journal status are recurring 
transactions—for many businesses those are sales, cash receipts, purchases, and cash disburse- 
ments. However, good systems design for a business could involve collapsing sales and cash re- 
ceipts in one journal, or purchases and cash disbursements in another. It could also involve adding 
more special journals or additional subsidiary ledgers for other recurring transactions. This design 
decision extends to journal and ledger format. That is, the selection on number of columns, col- 
umn headings, and so forth is based on what is best suited for each business. Thus, read the follow- 
ing sections as one example of a common systems design, but not the only design. 


Subsidiary Ledgers 


Describe the usevi To understand special journals, it is necessary to understand the workings of a subsidiary 
C controlling accounts and ledger, which is a list of individual accounts with a common characteristic. A subsidiary ledger 

subsidiary ledgers. contains detailed information on specific accounts in the general ledger. Information systems 
often include several subsidiary ledgers. Two of the most important are: 














© Accounts receivable ledger—stores transaction data of individual customers. 
® Accounts payable ledger—stores transaction data of individual suppliers. 


Individual accounts in subsidiary ledgers are often arranged alphabetically, which is the ap- 
proach taken here. We describe accounts receivable and accounts payable ledgers in this section. 
Our discussion of special journals uses these ledgers. 


Accounts Receivable Ledger When we recorded credit sales in prior chapters, we deb- 
ited (increased) Accounts Receivable. When a company has more than one credit customer, the 
accounts receivable records must show how much each customer purchased, paid, and has yet to 
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pay. This information is collected by keeping a separate account receivable for each credit cus- 
tomer. A separate account for each customer could be kept in the general ledger with the other 
financial statement accounts, but this is uncommon. Instead, the general ledger usually has a single 
Accounts Receivable account, and a subsidiary ledger is set up to keep a separate account for each 
customer. This subsidiary ledger is called the accounts receivable ledger (also called accounts 
receivable subsidiary ledger or customers ledger), and it can exist in electronic or paper form. 

Exhibit 7.4 shows the relation between the Accounts Receivable account and its individual 
accounts in the subsidiary ledger. After all items are posted, the balance in the Accounts Receiv- 
able account must equal the sum of all balances of its customers’ accounts. The Accounts Re- 
ceivable account is said to control the accounts receivable ledger and is called a controlling 
account. Since the accounts receivable ledger is a supplementary record controlled by an ac- 
count in the general ledger, it is called a subsidiary ledger. 


Used for preparing financial statements Used for preparing bills sent to customers 


Accounts Receivable 
controlling account 


Frank Booth 
+ Controlling account eens 
= = — E — al emane | mě 
Gace 9) balance = Sum of = 
eneral Ledger | subsidiary account 
Accounts eel balances [sn One account 
for each customer 








Accounts Payable Ledger There are other controlling accounts and subsidiary ledgers. 
We know, for example, that many companies buy on credit from several suppliers. This means 
that companies must keep a separate account for each supplier by keeping an Accounts Pay- 
able controlling account in the general ledger and a separate account for each supplier (credi- 
tor) in an accounts payable ledger (also called accounts payable subsidiary ledger or creditors 
ledger). 


Other Subsidiary Ledgers Subsidiary ledgers are common for several other accounts. A 
company with many classes of equipment, for example, might keep only one Equipment account 
in its general ledger, but its Equipment account would control a subsidiary ledger in which each 
class of equipment is recorded in a separate account. Similar treatment is common for invest- 
ments, inventory, and any accounts needing separate detailed records. Genmar Holdings, which 
manufactures boats by Champion, Glastron, Four Winns, and Larson, reports sales information 
by product line in its report. Yet its accounting system keeps much more detailed sales records. 
Genmar Holdings, for instance, sells hundreds of different products and must be able to analyze 
the sales performance of each. This detail can be captured by many different general ledger sales 
accounts but is instead captured by using supplementary records that function like subsidiary 
ledgers. Overall, subsidiary ledgers are applied in many different ways to ensure that the account- 
ing system captures sufficient details to support analyses that decision makers need. At least four 
benefits derive from subsidiary ledgers: 


1. Removal of excessive details, and detailed accounts, from the general ledger. 
2. Up-to-date information readily available on specific customers and suppliers. 
3. Aid in error identification for specific accounts. 

4. Potential efficiencies in recordkeeping through division of labor in posting. 
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Point: When a general ledger account 
has a subsidiary ledger, any transaction 
that impacts one of them also impacts 
the other—some refer to this as general 
and subsidiary ledgers kept in tandem. 


EXHIBIT 7.4 


Accounts Receivable Controlling 
Account and Its Subsidiary Ledger 


Point: A control account refers 
to any general ledger account that 
summarizes subsidiary ledger data. 
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P Journalize and post 
transactions using 
special journals. 











Point: Each transaction in the sales 
journal includes a debit to accounts 
receivable and a credit to sales. 


EXHIBIT 7.5 


Sales Journal with Posting* 





Totals are posted at the end of the 
period to General Ledger accounts. 











Individual line item amounts in the 

Accounts Receivable Dr. and Sales 

Cr. column are posted immediately 
to the subsidiary ledger. 














Customer accounts are in a 
subsidiary ledger and the financial 
statement accounts are in the 
General Ledger. 
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Sales Journal 


A typical sales journal is used to record sales of inventory on credit. Sales of inventory for cash 
are not recorded in a sales journal but in a cash receipts journal. Sales of noninventory assets on 
credit are recorded in the general journal. 


JjJournalizing Credit sale transactions are recorded with information about each sale entered 
separately in a sales journal. This information is often taken from a copy of the sales ticket or 
invoice prepared at the time of sale. The top portion of Exhibit 7.5 shows a typical sales journal 
from a merchandiser. It has columns for recording the date, customer’s name, invoice number, 
posting reference, and the retail and cost amounts of each credit sale. The sales journal in this 
exhibit is called a columnar journal, which is any journal with more than one column. 

Each transaction recorded in the sales journal yields an entry in the “Accounts Receivable 
Dr., Sales Cr.” column. We usually need only one column for these two accounts. (An exception 
is when managers need more information about taxes, returns, and other sales details.) Each 
transaction in the sales journal also yields an entry in the “Cost of Goods Sold Dr., Inventory 
Cr.” column. This entry reflects the perpetual inventory system of tracking costs with each sale. 
To illustrate, on February 2, this company sold merchandise on account to Jason Henry for 
$450. The invoice number is 307, and the cost of this merchandise is $315. This information is 


File Edit Maintain Tasks Analysis Options Reports Window Help 





Sales Journal Page 3 O] 


Jason Henry 

Albert Co. © 308 
13 Kam Moore 309 
15 Paul Roth 310 
22 Jason Henry 311 | 
25 Frank Booth 312 175 | 
28 Albert Co. 313 | 250 | _ 170 


28 ‘Totals | 15 | 1,500 


(106/413) | (502/119) 











a-» Accounts Receivable Ledger General Ledger 


Customer Name | | Accounts Receivable No. 106 


Date [PR] Debit [Credit] Balance | Date |PR| Debit |Credit| Balance 
Feb. 28 |S3| 2,150 2,150 


Inventory No. 119 


| Debit |Credit| Balance 
——— eee — — t 15,700 
| Date [PR] Debit | Credit] 

| Date [PR] Debit [Credit 1,500 |. 14,200 
L Feb. 25 |S3 | 175 | 


























Customer Name| Frank Booth 











$ ; Sales No. 413 
Customer Name| Jason Hen | Debit | Credit| Balance 








| Date [PR| Debit | Credit| Balance | 2,150 | 2,150 
Feb. 2 |S3 450 Cost of Goods Sold No. 502 


22 A [PR| Debit | Credit| Balance 
S3| 1,500 1,500 



































Customer Name 





Balance | 
350 














Customer Name 


i 
Feb. 15 |S3| 200 200 | 

















*The Sales Journal in a periodic system would exclude the column on the far right titled “Cost of Goods Sold Dr., 
Inventory Cr.” (see Exhibit 7A.1). 
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captured on one line in the sales journal. No further explanations or entries are necessary, saving 
time and effort. Moreover, this sales journal is consistent with most inventory systems that use 
bar codes to record both sales and costs with each sale transaction. Note that the Posting Refer- 
ence (PR) column is not used when entering transactions but instead is used when posting. 


Posting A sales journal is posted as reflected in the arrow lines of Exhibit 7.5. Two types of 
posting can be identified: (1) posting to the subsidiary ledger(s) and (2) posting to the general 
ledger. 


Posting to subsidiary ledger. Individual transactions in the sales journal are posted regularly 
(typically concurrently) to customer accounts in the accounts receivable ledger. These postings 
keep customer accounts up-to-date, which is important for the person granting credit to custom- 
ers. When sales recorded in the sales journal are individually posted to customer accounts in the 
accounts receivable ledger, check marks are entered in the sales journal’s PR column. Check 
marks are used rather than account numbers because customer accounts usually are arranged 
alphabetically in the accounts receivable ledger. Note that posting debits to Accounts Receiv- 
able twice—once to Accounts Receivable and once to the customer’s subsidiary account—does 
not violate the accounting equation of debits equal credits. The equality of debits and credits is 
always maintained in the general ledger. 


Posting to general ledger. The sales journal’s account columns are totaled at the end of each 
period (the month of February in this case). For the “sales” column, the $2,150 total is debited 
to Accounts Receivable and credited to Sales in the general ledger (see Exhibit 7.5). For the 
“cost” column, the $1,500 total is debited to Cost of Goods Sold and credited to Inventory in the 
general ledger. When totals are posted to accounts in the general ledger, the account numbers 
are entered below the column total in the sales journal for tracking. For example, we enter 
(106/413) below the total in the sales column after this amount is posted to account number 106 
(Accounts Receivable) and account number 413 (Sales). 

A company identifies in the PR column of its subsidiary ledgers the journal and page number 
from which an amount is taken. We identify a journal by using an initial. Items posted from the 
sales journal carry the initial § before their journal page numbers in a PR column. Likewise, 
items from the cash receipts journal carry the initial R; items from the cash disbursements jour- 
nal carry the initial D; items from the purchases journal carry the initial P; and items from the 
general journal carry the initial G. 


Proving the Ledgers Account balances in the general ledger and subsidiary ledgers are 
periodically proved (or reviewed) for accuracy after posting. To do this we first prepare a trial 
balance of the general ledger to confirm that debits equal credits. Second, we test a subsidiary 
ledger by preparing a schedule of individual accounts and amounts. A schedule of accounts 
receivable lists each customer and the balance owed. If this total equals the balance of the Ac- 
counts Receivable controlling account, the accounts in the accounts receivable ledger are as- 
sumed correct. Exhibit 7.6 shows a schedule of accounts receivable drawn from the accounts 
receivable ledger of Exhibit 7.5. 


February 28 
Abert CO n nce ane ane $ 750 
Frank Boothiee erete css: cece one 175 
Jasoni tienry. Ae ticieneie eacee anaa 675 
Kam Moore soer areae e cee 350 
Paul Rothe ne e ane E AE E EN _ 200 
Total accounts receivable ......... $2,150 





Additional Issues We consider three additional issues with the sales journal: (1) recording 
sales taxes, (2) recording sales returns and allowances, and (3) using actual sales invoices as 
a journal. 
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Point: Continuously updated customer 
accounts provide timely information for 
customer inquiries on those accounts 
and on current amounts owed. 


Point: PR column is only checked after 
the amount(s) is posted. 


Point: Postings are automatic in a 
computerized system. 





P Prepare and prove 
the accuracy of 
subsidiary ledgers. 











EXHIBIT 7.6 


Schedule of Accounts Receivable 


Point: In accounting, the word 
schedule generally means a list. 
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Assets = Liabilities + Equity 


=175 


=175 
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Sales taxes. Governmental agencies such as cities and states often require sellers to collect 
sales taxes from customers and to periodically send these taxes to the appropriate agency. When 
using a columnar sales journal, we can keep a record of taxes collected by adding a Sales Taxes 
Payable column as follows. 


File Edit Maintain Tasks Analysis Options Reports Window Help 





Sales Journal = Page 3 COR) | 


| Dec. 1 EA | 7-1698 








Individual amounts in the Accounts Receivable column would continue to be posted immedi- 
ately to customer accounts in the accounts receivable ledger. Individual amounts in the Sales 
Taxes Payable and Sales columns are not posted. Column totals would continue to be posted as 
usual. (A company that collects sales taxes on its cash sales can also use a Sales Taxes Payable 
column in its cash receipts journal.) 


Sales returns and allowances. A company with only a few sales returns and allowances can 
record them in a general journal with an entry such as the following: 


May 17 Sales Returns and Allowances ................+-- 414 175 
Accounts Receivable—Ray Ball .............. 106// 175 
Customer returned merchandise. 


The debit in this entry is posted to the Sales Returns and Allowances account (no. 414). The 
credit is posted to both the Accounts Receivable controlling account (no. 106) and to the cus- 
tomer’s account. When we enter the account number and the check mark, 106//, in the PR col- 
umn on the credit line, this means both the Accounts Receivable controlling account in the general 
ledger and the Ray Ball account in the accounts receivable ledger are credited for $175. [Note: If 
the returned goods can be resold to another customer, the company would debit (increase) the 
Inventory account and credit (decrease) the Cost of Goods Sold account. If the returned goods are 
defective (worthless), the company could simply leave their costs in the Cost of Goods Sold ac- 
count (see Chapter 5).] A company with a large number of sales returns and allowances can save 
time by recording them in a separate sales returns and allowances journal. 


Sales invoices as a sales journal. To save costs, some small companies avoid using a sales 
journal for credit sales and instead post each sales invoice amount directly to the customer’s 
account in the accounts receivable ledger. They then put copies of invoices in a file. At the end 
of the period, they total all invoices for that period and make a general journal entry to debit 
Accounts Receivable and credit Sales for the total amount. The file of invoice copies acts as a 
sales journal. This is called direct posting of sales invoices. 


Quick Check Answers — p. 297 [ví 


4. When special journals are used, where are cash payments by check recorded? 


ol 


. How does a columnar journal save posting time and effort? 


6. How do debits and credits remain equal when credit sales are posted twice (once to 
Accounts Receivable and once to the customer's subsidiary account)? 


7. How do we identify the journal from which an amount in a ledger account was posted? 


foe) 


. How are sales taxes recorded in the context of special journals? 
9. What is direct posting of sales invoices? 
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Cash Receipts Journal 


A cash receipts journal is typically used to record all receipts of cash. Exhibit 7.7 shows one 
common form of the cash receipts journal. 


journalizing and Posting Cash receipts can be separated into one of three types: 
(1) cash from credit customers in payment of their accounts, (2) cash from cash sales, and 
(3) cash from other sources. The cash receipts journal in Exhibit 7.7 has a separate credit 
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a — Cash Receipts Journal IX) 
Sales Accounts Other Cost of Goods || ^ 
: y Discount | Receivable Accounts Sold Dr. 
Date | Account Credited | Explanation | PR | Cash Dr. Dr. Cr. Sales Cr. Cr. Inventory Cr. 
Feb. 7 | Sales |Cash sales | x 4,450 | | | 4,450 | | 3,150 
12 | Jason Henry \Invoice, 2/2 Lv 441 9 450 | | 
14 | Sales [Cash sales | Xx 3,925 | | 3,925 | 2,950 
17 | Albert Co. Invoice, 277| ¥ 490 | 10 500 | | 
20 | Notes Payable |Note to bank |245 750 | | | 750 - 
21 | Sales [Cash sales X 4,700 | | 4,700 | | 3,400 
22 | Interest revenue |Bank account | 409 250 | | 250 — 
23 | Kam Moore Invoice, 2/13 | V 343 | 7 350 | | | 
25 | Paul Roth lInvoice, 2/15 | ¥ 196 | 4 200 | | | 
28 | Sales [Cash sales x | 4225 | |_4,225 | 3,050 
28 | Totals | | —19,770 30 1,500 -17,300 1,000 12,550 
| (101) (415) (106) | (413) (x) | (602/119) |lv 
ox General Ledger -Pr 
Customer Name| Albert Co. i p) Cash Pe 101) 
Date |PR| Debit | Credit] Balance Date |PR| Debit | Credit] Balance 
Feb. 7/S3|} 500 500 Feb. 28 |R2| 19,770 19,770 
17 |R2 500 0 | Accounts Receivable [No. 106 
28 |S3| 250 | 250 Date |PR| Debit |Credit| Balance 
Customer Name| Frank Booth Feb. 28 |S3| 2,150 2,150 
Date [PR] Debit | Credit] Balance 23 RE Iaw eag 
Feb. 25 |S3| 175 175 Inventory No. 119 
Customer Name| Jason Henry Date |PR| Debit | Credit} Balance 
Date |PR| Debit | Credit| Balance pent ball 15,00 
Feb. 2/83! 450 450 28 |S3 1,500} 14,200 
12 [R2 450 0 28 |R2 12,550 1,650 
22 |S3| 225 225 Notes Payable No. 245 
a Kam Moore Date |PR| Debit | Credit| Balance 
Feb. 20 |R2 750 750 
Date |PR| Debit |Credit| Balance 
Feb. 13 S53) 350 350 | Interest Revenue [No. 409 
23 |R2 350 0 Date |PR| Debit |Credit| Balance 
Feb. 22 |R2 250 250 
Customer Name| Paul Roth 
= = Sales No. 413 
Date |PR| Debit |Credit| Balance = PRinDebitn|icredit| BEL 
Fen. 1a [sa] 200 209 = SESS 
25 |R2 200 0 = 
28 |R2 17,300 je 19,450 
Sales Discounts No. 415 
Date |PR/| Debit | Credit| Balance 
Feb. 28 |R2 30 30 
_— Cost of Goods Sold bo’. 502) 
Date |PR| Debit | Credit] Balance 
Feb. 28 |S3| 1,500 1,500 
28 |R2| 12,550 14,050 














*The Cash Receipts Journal in a periodic system would exclude the column on the far right titled “Cost of Goods Sold 
Dr., Inventory Cr.” (see Exhibit 7A.2). 
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EXHIBIT 7.7 


Cash Receipts Journal 
with Posting* 





Individual line item amounts in the 

Other Accounts Cr. column and 
the Accounts Receivable Cr. 
column are posted immediately. 











Column totals are posted at the 








end of the period. 
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Point: Each transaction in the cash 
receipts journal involves a debit to 
Cash. Credit accounts will vary. 


Point: Some software packages put 
cash sales in the sales journal. 


Example: Record in the cash receipts 
journal a $700 cash sale of land when 
the land carries a $700 original cost. 
Answer: Debit the Cash column for 
$700, and credit the Other Accounts 
column for $700 (the account credited 
is Land). 


Point: Subsidiary ledgers and their 
controlling accounts are in balance only 
after all posting is complete. 


EXHIBIT 7.8 


Footing and Crossfooting 
Journal Totals 
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column for each of these three sources. We describe how to journalize transactions from 
each of these three sources. (An Explanation column is included in the cash receipts journal 
to identify the source.) 


Cash from credit customers. Journalizing. To record cash received in payment of a cus- 
tomer’s account, the customer’s name is first entered in the Account Credited column—see 
transactions dated February 12, 17, 23, and 25. Then the amounts debited to both Cash and the 
Sales Discount (if any) are entered in their respective columns, and the amount credited to the 
customer’s account is entered in the Accounts Receivable Cr. column. 

Posting. Individual amounts in the Accounts Receivable Cr. column are posted immediately 
to customer accounts in the subsidiary accounts receivable ledger. The $1,500 column total is 
posted at the end of the period (month in this case) as a credit to the Accounts Receivable con- 
trolling account in the general ledger. 


Cash sales. Journalizing. The amount for each cash sale is entered in the Cash Dr. column 
and the Sales Cr. column. The February 7, 14, 21, and 28 transactions are examples. (Cash sales 
are usually journalized daily or at point of sale, but are journalized weekly in Exhibit 7.7 for 
brevity.) Each cash sale also yields an entry to Cost of Goods Sold Dr. and Inventory Cr. for the 
cost of merchandise—see the far right column. 

Posting. For cash sales, we place an x in the PR column to indicate that its amount is not in- 
dividually posted. We do post the $17,300 Sales Cr. total and the $12,550 total from the “cost” 
column. 


Cash from other sources. Journalizing. Examples of cash from other sources are money bor- 
rowed from a bank, cash interest received on account, and cash sale of noninventory assets. The 
transactions of February 20 and 22 are illustrative. The Other Accounts Cr. column is used for 
these transactions. 

Posting. Amounts from these transactions are immediately posted to their general ledger 
accounts and the PR column identifies those accounts. 


Footing, Crossfooting, and Posting To be sure that total debits and credits in a co- 
lumnar journal are equal, we often crossfoot column totals before posting them. To foot a col- 
umn of numbers is to add it. To crossfoot in this case is to add the Debit column totals, then add 
the Credit column totals, and compare the two sums for equality. Footing and crossfooting of 
the numbers in Exhibit 7.7 result in the report in Exhibit 7.8. 


Debit Columns Credit Columns 





GashibDre ewan eee creates $19,770 Accounts Receivable Cr.......... $ 1,500 
Sales Discounts Dr. ............ 30 Sales Er eicia A otc 17,300 
Cost of Goods Sold Dr.......... 12,550 Other Accounts Cr. ............ 1,000 

Inventory Er a tn: 12,550 
Totale E E N $32,350 Tota a a aE RE A RT $32,350 








At the end of the period, after crossfooting the journal to confirm that debits equal credits, the 
total amounts from the columns of the cash receipts journal are posted to their general ledger 
accounts. The Other Accounts Cr. column total is not posted because the individual amounts are 
directly posted to their general ledger accounts. We place an x below the Other Accounts Cr. 
column to indicate that this column total is not posted. The account numbers for the column 
totals that are posted are entered in parentheses below each column. (Note: Posting items im- 
mediately from the Other Accounts Cr. column with a delayed posting of their offsetting items 
in the Cash column total causes the general ledger to be out of balance during the period. Post- 
ing the Cash Dr. column total at the end of the period corrects this imbalance in the general 
ledger before the trial balance and financial statements are prepared.) 
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Answer — p. 297 


Entrepreneur You want to know how promptly customers are paying their bills. This information can help 
you decide whether to extend credit and to plan your cash payments. Where do you find this information? Ml 
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Purchases Journal 


A purchases journal is typically used to record all credit purchases, including those for inven- 
tory. Purchases for cash are recorded in the Cash Disbursements Journal. 


Journalizing Entries in the purchases journal in Exhibit 7.9 reflect purchase invoices or 
other source documents. We use the invoice date and terms to compute the date when payment 
for each purchase is due. The Accounts Payable Cr. column is used to record the amounts owed 
to each creditor. Inventory purchases are recorded in the Inventory Dr. column. 

To illustrate, inventory costing $200 is purchased from Ace Manufacturing on February 5. 
The creditor’s name (Ace) is entered in the Account column, the invoice date is entered in the 
Date of Invoice column, the purchase terms are entered in the Terms column, and the $200 
amount is entered in the Accounts Payable Cr. and the Inventory Dr. columns. When a purchase 
involves an amount recorded in the Other Accounts Dr. column, we use the Account column to 
identify the general ledger account debited. For example, the February 28 transaction involves 
purchases of inventory, office supplies, and store supplies from ITT. The journal has no column 
for store supplies, so the Other Accounts Dr. column is used. In this case, Store Supplies is en- 
tered in the Account column along with the creditor’s name (ITT). This purchases journal also 
includes a separate column for credit purchases of office supplies. A separate column such as 
this is useful when several transactions involve debits to the same account. Each company uses 
its own judgment in deciding on the number of separate columns necessary. 


Posting The amounts in the Accounts Payable Cr. column are immediately posted to indi- 
vidual creditor accounts in the accounts payable subsidiary ledger. Individual amounts in the 
Other Accounts Dr. column are immediately posted to their general ledger accounts. At the end 

















Purchases Journal Page 1 COR 
Date of Accounts’ Inventory Office Other 
Date Account Invoice Terms PR Payable Cr. Dr. Supplies Dr. Accounts Dr. 
Feb. 3 || Horning Supply Co. || 2⁄2 || n/30|| v | —350 || 275 | 75 | | 
5 || Ace Mfg. Co. | 2/5 || 2/10, n/30 || v 200 | 200 | i 
13 | Wynet & Co. | 2/10 || 2/10,n/30|| v | F150 | 150 | 
| _ 20 || Smite Co. || 2⁄8 || 2⁄10,n/⁄30|| v ||} —300 || 300 | 
25 | Ace Mfg. Co. || 2/24 || 2/10, n⁄30 || v 100 | 100 |, 
28 || Store Supplies/ITT Co. |) 2/28 | n/30 || 125/7 || --225 || 125 || 25 
= 28 | Totas || ] | | [| 1325_|| 7,150_ | 100__ | 
ee | | 7 | | @01) | mg || (24) || 
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Ace Mfg. Compan i —— Inventory pho. 119 ó 
| Debit | Credit| Balance Date |PR| Debit | Credit| Balance 
Febi 5 Pil 200 200 Feb. 1 |bal. 15,700 
25 |P1 100 300 i 28 |S3 1,500) 14,200 
Horning Supply Compan 28 |R2 12,550 1,650 
- = 28 |P1| 1,150 2,800 
Date |PR| Debit | Credit] Balance = = 
Feb. 3 |P1 350 350 Office Supplies No. 124 
= ATE - = Date |PR| Debit |Credit| Balance 
omeen Feb. 28 |P1| 100 100 
Date |PR| Debit | Credit] Balance | Store Supplies No. 125 
=<; Date |PR| Debit | Credit| Balance 
i Smite Company [ Feb. 28 |P1 75 75 
Date |PR| Debit | Credit| Balance Accounts Payable No. 201 
Feb. 20 |P1 300 300 Date |PR| Debit |Credit| Balance 
Wynet and Compan Feb. 28 |P1 1,325| 1,325 
Date |PR| Debit | Credit] Balance a 
| | Feb. 13 |P1 150 150 al 




















*The Purchases Journal in a periodic system replaces “Inventory Dr.” with “Purchases Dr.” (see Exhibit 7A.3). 
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Point: The number of special journals 
and the design of each are based ona 
company’s specific needs. 


Points Each transaction in the pur- 
chases journal has a credit to Accounts 
Payable. Debit accounts will vary. 


Point: The Other Accounts Dr. column 
allows the purchases journal to be used 
for any purchase on credit. 


EXHIBIT 7.9 


Purchases Journal with Posting* 





Individual amounts in the Other 

Accounts Dr. column and the 

Accounts Payable Cr. column 
are posted immediately. 








Column totals, except for Other 
Accounts Dr. column, are 
posted at the end of the period. 
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Point: The balance in the Accounts 
Payable controlling account must equal 
the sum of the individual account bal- 
ances in the accounts payable subsidiary 
ledger after posting. 


EXHIBIT 7.10 


Schedule of Accounts Payable 


Point: Each transaction in the cash 
disbursements journal involves a credit 
to Cash. The debit accounts will vary. 
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of the period, all column totals except the Other Accounts Dr. column are posted to their general 
ledger accounts. 


Proving the Ledger Accounts payable balances in the subsidiary ledger can be periodi- 
cally proved after posting. We prove the subsidiary ledger by preparing a schedule of accounts 
payable, which is a list of accounts from the accounts payable ledger with their balances and 
the total. If this total of the individual balances equals the balance of the Accounts Payable con- 
trolling account, the accounts in the accounts payable ledger are assumed correct. Exhibit 7.10 
shows a schedule of accounts payable drawn from the accounts payable ledger of Exhibit 7.9. 
(This schedule can be done after any posting; for example, we could prepare another schedule 
of accounts payable after the postings in Exhibit 7.11.) 


Schedule of Accounts Payable 
February 28 


Ace Mfg. Company .............. $ 300 
Horning Supply Company ......... 350 
IET Company . iicc-..ce1s aierescicccis 225 
Smite Company ................. 300 
Wynet & Company .............. 150 
Total accounts payable............ $1,325 


Cash Disbursements Journal 


A cash disbursements journal, also called a cash payments journal, is typically used to record 
all cash payments. 


Journalizing The cash disbursements journal shown in Exhibit 7.11 illustrates repetitive 
entries to the Cash Cr. column of this journal (reflecting cash payments). Also note the frequent 
credits to Inventory (which reflect purchase discounts) and the debits to Accounts Payable. For 
example, on February 15, the company pays Ace on account (credit terms of 2/10, n/30—see 
February 5 transaction in Exhibit 7.9). Since payment occurs in the discount period, the com- 
pany pays $196 ($200 invoice less $4 discount). The $4 discount is credited to Inventory. Note 
that when this company purchases inventory for cash, it is recorded using the Other Accounts 
Dr. column and the Cash Cr. column as illustrated in the February 3 and 12 transactions. Gener- 
ally, the Other Accounts column is used to record cash payments on items for which no column 
exists. For example, on February 15, the company pays salaries expense of $250. The title of the 
account debited (Salaries Expense) is entered in the Account Debited column. 

The cash disbursements journal has a column titled Ck. No. (check number). For control over 
cash disbursements, all payments except for those of small amounts are made by check. Checks 
should be prenumbered and each check’s number entered in the journal in numerical order in the 
column headed Ck. No. This makes it possible to scan the numbers in the column for omitted 
checks. When a cash disbursements journal has a column for check numbers, it is sometimes 
called a check register. 


Posting Individual amounts in the Other Accounts Dr. column of a cash disbursements 
journal are immediately posted to their general ledger accounts. Individual amounts in the 
Accounts Payable Dr. column are also immediately posted to creditors’ accounts in the sub- 
sidiary Accounts Payable ledger. At the end of the period, we crossfoot column totals and post 
the Accounts Payable Dr. column total to the Accounts Payable controlling account. Also, the 
Inventory Cr. column total is posted to the Inventory account, and the Cash Cr. column total 
is posted to the Cash account. 


Answer — p. 297 





D Decision 


Controller You wish to analyze your company’s cash payments to suppliers and its purchases dis- 
counts. Where do you find this information? W 


File Edit Maintain Tasks 


Analysis 


Options 
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Reports 


Window 


Help 





Cash Disbursements Journal 


Payee 


Account Debited 





L. & N. Railroad 


Inventory 


119 


15 


Other 


PR |Cash Cr.| Inventory cr Accounts Dr. 


Page2 OR 


Accounts 
Payable Dr. | 








East Sales Co. 


Inventory 


119 


25 





Ace Mfg. Co. 


Ace Mfg. Co. 


v 


196 





Jerry Hale 


Salaries Expense 


622 


250 





Wynet & Co. 


Wynet & Co. 


v 


147 





Smite Co. 


Smite Co. 


v 
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EXHIBIT 7.11 


Cash Disbursements Journal 
with Posting* 





Individual amounts in the Other 
Accounts Dr. column and the 
Accounts Payable Dr. column 

are posted immediately. 











Totals 


| 927 
(101) 



































General Ledger 


| Cash 








Ace Mfg. Company 


Date [PR] Debit | Credit] Balance PR| Debit | Credit| Balance 
Feb. 28 19,770 19,770 P1 200 200 
28 18,843 D2| 200 0 
TAE P1 100 100 


Credit| Balance Horning Supply Compan 


15,700 PR| Debit | Credit| Balance 
15 15,715 P1 350 350 
25 15,740 


Compan 
1,500 14,240 
12,550 1,690 Debit | Credit| Balance 


1,150 2,840 226 225 
13 2,827 ite Compan 
No. 201 Debit | Credit| Balance 
Debit | Credit| Balance 300 300 
1,325 1,325 300 0 
650 675 
No. 622 


No. 101 



































Inventory 
Debit 












































Accounts Payable 














net & Compan 

Salaries Expense Debit | Credit| Balance 
Debit | Credit| Balance 150 150 
250 250 150 0 
























































*The Cash Disbursements Journal in a periodic system replaces “Inventory Cr.” with “Purchases Discounts Cr.” 
(see Exhibit 7A.4). 


General Journal Transactions 


When special journals are used, we still need a general journal for adjusting, closing, and any 
other transactions for which no special journal has been set up. Examples of these other transac- 
tions might include purchases returns and allowances, purchases of plant assets by issuing a 
note payable, sales returns if a sales returns and allowances journal is not used, and receipt of a 
note receivable from a customer. We described the recording of transactions in a general journal 
in Chapters 2 and 3. 









Quick Check Answers — p. 297 





10. What are the normal recording and posting procedures when using special journals and 
controlling accounts with subsidiary ledgers? 


11. What is the process for posting to a subsidiary ledger and its controlling account? 

12. How do we prove the accuracy of account balances in the general ledger and subsidiary 
ledgers after posting? 

13. Why does a company need a general journal when using special journals for sales, purchases, 
cash receipts, and cash disbursements? 





Column totals, except for Other 
Accounts column, are posted 
at the end of the period. 
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TECHNOLOGY-BASED ACCOUNTING SYSTEMS 


Point: Companies that have reported 
missing or stolen employee data such as 
Social Security numbers include Time 
Warner, Polo Ralph Lauren, Lexis/Nexis, 
ChoicePoint, and DSW Shoes. 


Accounting information systems are supported with technology, which can range from simple 
calculators to advanced computerized systems. Since technology is increasingly important in 
accounting information systems, we discuss the impact of computer technology, how data pro- 
cessing works with accounting data, and the role of computer networks. 


Computer Technology in Accounting 


Computer technology provides accuracy, speed, efficiency, and convenience in performing ac- 
counting tasks. A program can be written, for instance, to process customers’ merchandise or- 
ders. Multipurpose off-the-shelf software applications exist for a variety of business operations. 
These include familiar accounting programs such as Peachtree® and QuickBooks®. Off-the-shelf 
programs are designed to be user friendly and menu driven, and many operate more efficiently as 
integrated systems. In an integrated system, actions taken in one part of the system automatically 
affect related parts. When a credit sale is recorded in an integrated system, for instance, several 
parts of the system are automatically updated, such as posting. 

Computer technology can dramatically reduce the time and effort devoted to recordkeeping. 
Less effort spent on recordkeeping means more time for accounting professionals to concentrate 
on analysis and managerial decision making. These advances have created a greater demand for 
accounting professionals who understand financial reports and can draw insights and information 
from mountains of processed data. Accounting professionals have expertise in determining rel- 
evant and reliable information for decision making. They also can assess the effects of transac- 
tions and events on a company and its financial statements. 





@ Decision 


Middleware is software allowing different computer programs in a company 
or across companies to work together. It allows transfer of purchase orders, 
invoices, and other electronic documents between accounting systems. For 
example, suppliers can monitor inventory levels of their buyers for produc- 
tion and shipping purposes. E 





Data Processing in Accounting 


Accounting systems differ with regard to how input is entered and processed. Online processing 
enters and processes data as soon as source documents are available. This means that databases 
are immediately updated. Batch processing accumulates source documents for a period of time 
and then processes them all at once such as daily, weekly, or monthly. The advantage of online 
processing is timeliness. This often requires additional costs related to both software and hard- 
ware requirements. Companies such as Intuit (Intuit.com) are making online processing of ac- 
counting data a reality for many businesses. The advantage of batch processing is that it requires 
only periodic updating of databases. Records used to send bills to customers, for instance, might 
require updating only once a month. The disadvantage of batch processing is the lack of updated 
databases for management to use when making business decisions. 


Computer Networks in Accounting 


Networking, or linking computers with each other, can create information advantages (and cost 
efficiencies). Computer networks are links among computers giving different users and 
different computers access to common databases, programs, and hardware. Many college 
computer labs, for instance, are networked. A small computer network is called a local area 
network (LAN); it links machines with hard-wire hookups. Large computer networks extending 
over long distances often rely on modem or wireless communication. 

Demand for information sometimes requires advanced networks such as the systems Federal 
Express and UPS use to track packages and bill customers and the system Walmart uses to 
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monitor inventory levels in its stores. These networks include many computers and satellite com- 
munications to gather information and to provide ready access to its databases from all locations. 


Enterprise Resource Planning Software 


Enterprise resource planning (ERP) software includes the programs that manage a compa- 
ny’s vital operations. They extend from order taking to manufacturing to accounting. When 
working properly, these integrated programs can speed decision making, identify costs for re- 
duction, and give managers control over operations with the click of a mouse. For many manag- 
ers, ERP software allows them to scrutinize business, identify where inventories are piling up, 
and see what plants are most efficient. The software is designed to link every part of a compa- 
ny’s operations. This software allowed Monsanto to slash production planning from six weeks 
to three, trim its inventories, and increase its bargaining power with suppliers. Monsanto esti- 
mates that this software saves the company $200 million per year. 

ERP has several suppliers. SAP leads the mar- oe 
ket, with Oracle, which gobbled up PeopleSoft Tt! ERP Market: About $30 Billion 
and J. D. Edwards, a distant second (AMR Re- 
search). SAP software is used by more than half 7% 
of the world’s 500 largest companies. It links or- Microsoft 
dering, inventory, production, purchasing, plan- SAP Dynamics 
ning, tracking, and human resources. A transaction 35% F 6% 
or event triggers an immediate chain reaction of j J~ Sage Group 
events throughout the enterprise. It is making a 
companies more efficient and profitable. 

ERP is pushing into cyberspace and customer re- 
lationship management (CRM). Now companies can 
share data with customers and suppliers. Applesauce maker Mott’s is using SAP so that distribu- 
tors can check the status of orders and place them over the Net, and the Coca-Cola Company uses 
it to ship soda on time. ERP is also increasingly used by small business. For example, NetSuite’s 
accounting services to small and medium businesses are powered by Oracle’s system. 





Infor (SSA) 





@ Decision 


A new generation of accounting support is available. With the touch of a key, users can create real-time 
inventory reports showing all payments, charges, and credit limits at any point in the accounting cycle. 
Many services also include “alert signals” notifying the company when, for example, a large order exceeds 
a customer's credit limit or when purchases need to be made or when a bank balance is running low. These 
alerts occur via e-mail, fax, PDA, or phone. E 
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14. Identify an advantage of an integrated computer-based accounting system. 





15. What advantages do computer systems offer over manual systems? 
16. Identify an advantage of computer networks. 
17. Describe ERP software and its potential advantages to businesses. 


GLOBAL VIEW 
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This section discusses similarities and differences between U.S. GAAP and IFRS regarding system 
principles and components, and special journals. 


System Principles and Components Both U.S. GAAP and IFRS aim for high-quality financial 
reporting. That aim implies that sound information system principles and components are applied worldwide. 
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However, while system principles and components are fundamentally similar across the globe, culture and 
other realities often mean different emphases are placed on the mix of system controls. Nokia provides the 
following description of its system controls: 





NOKIA Nokia’s disclosure controls and procedures . . . are designed to provide reasonable assurance regarding 


the quality and integrity of the company’s financial statements and related disclosures. 





Special Journals Accounting systems for recording sales, purchases, cash receipts, and cash dis- 
bursements are similar worldwide. Although the exact structure of special journals is unique to each com- 
pany, the basic structure is identical. Companies desire to apply accounting in an efficient manner. 
Accordingly, systems that employ special journals are applied worldwide. 


| 4 
Y 4 } Decision Analysis OQO Segment Return on Assets 








Good accounting information systems collect financial data for a company’s various segments. A segment 
refers to a part of a company that is separately identified by its products or services, or by the geographic 
market it serves. Callaway Golf Company reports that it operates in two business segments: (1) golf 
clubs and (2) golf balls. Users of financial statements are especially interested in segment information to 
better understand a company’s activities because segments often vary on profitability, risk, and growth. 

Companies must report segment information, including their sales, operating income, identifiable as- 
sets, capital expenditures, and depreciation. However, managers are reluctant to release information that 
can harm competitive position. Exhibit 7.12 shows survey results on the number of companies with differ- 
ent (reported) segments. 


A Compute segment return 
on assets and use it 
to evaluate segment 
performance. 














EXHIBIT 7.12 


Companies Reporting Operations 
by Types of Segments* 


Industry 59% 
Geographic 


Export Sales 


Major 
Customers 





0 20 40 60 


*Total exceeds 100% because companies can report more than one segment. 


One measure of success for business segments is the segment return on assets ratio defined as follows. 


Segment operating income 





Segment return on assets = 
Segment average assets 


EXHIBIT 7.13 This ratio reflects on the profitability of a segment. Exhibit 7.13 shows the segments’ operating income, 
average assets, and return on assets for Callaway Golf Company. 


Callaway Golf's Segment 
Return on Assets 





Golf Segment* 2009 2008 2007 2006 

($ thousands) Clubs Balls Clubs Balls Clubs Balls Clubs Balls 
Operating income ......... $ 38,934  $(13,864) $134,018 $ 6,903 $151,759 $ 902 $101,837 $ (6,396) 
Average assets............ $406,835 $129,796 $429,170 $146,855 $413,352 $140,730 $419,212 $152,282 
Segment return on assets ... 10% n.a. 31% 5% 37% 1% 24% n.a. 


* A segment’s operating income is usually measured as pretax income, and assets is usually measured as identifiable assets. 


Chapter 7 Accounting Information Systems 


The trend in Callaway’s segment return on assets is up-and-down for its golf club segment, and similarly 
mixed for its golf balls segment. Importantly, its golf clubs segment makes up a much greater portion of 
its operations; for example, 2008 income of $134,018 from golf clubs make up 95% of its total income of 
$140,921 from both segments. Callaway should continue investments in its golf club segment vis-a-vis its 
golf balls segment given the greater returns and larger total income from that segment. Analysis can also 
be extended to geographical segments and any other segments that companies report. 
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Banker A bicycle merchandiser requests a loan from you to expand operations. Its net income is 
$220,000, reflecting a 10% increase over the prior year. You ask about segment results. The owner reports 
that $160,000 of net income is from Cuban operations, reflecting a 60% increase over the prior year. The 
remaining $60,000 of net income is from U.S. operations, reflecting a 40% decrease. Does this segment 
information impact your loan decision? E 


DEMONSTRATION PROBLEM— PERPETUAL SYSTEM 


Pepper Company completed the following selected transactions and events during March of this year. 
(Terms of all credit sales for the company are 2/10, n/30.) 


Mar. 4 Sold merchandise on credit to Jennifer Nelson, Invoice No. 954, for $16,800 (cost is $12,200). 
6 Purchased $1,220 of office supplies on credit from Mack Company. Invoice dated March 3, 
terms n/30. 
6 Sold merchandise on credit to Dennie Hoskins, Invoice No. 955, for $10,200 (cost is $8,100). 

11 Purchased $52,600 of merchandise, invoice dated March 6, terms 2/10, n/30, from Defore 
Industries. 

12 Borrowed $26,000 cash by giving Commerce Bank a long-term promissory note payable. 

14 Received cash payment from Jennifer Nelson for the March 4 sale less the discount (Invoice 
No. 954). 

16 Received a $200 credit memorandum from Defore Industries for unsatisfactory merchandise 
Pepper purchased on March 11 and later returned. 

16 Received cash payment from Dennie Hoskins for the March 6 sale less the discount (Invoice 
No. 955). 

18 Purchased $22,850 of store equipment on credit from Schmidt Supply, invoice dated March 15, 
terms n/30. 

20 Sold merchandise on credit to Marjorie Allen, Invoice No. 956, for $5,600 (cost is $3,800). 

21 Sent Defore Industries Check No. 516 in payment of its March 6 dated invoice less the return 
and the discount. 

22 Purchased $41,625 of merchandise, invoice dated March 18, terms 2/10, n/30, from Welch 
Company. 

26 Issued a $600 credit memorandum to Marjorie Allen for defective merchandise Pepper sold on 
March 20 and Allen later returned. 

31 Issued Check No. 517, payable to Payroll, in payment of $15,900 sales salaries for the month. 
Cashed the check and paid the employees. 

31 Cash sales for the month are $134,680 (cost is $67,340). (Cash sales are recorded daily but are 
recorded only once here to reduce repetitive entries.) 


1. Open the following selected general ledger accounts: Cash (101), Accounts Receivable (106) Inventory 
(119), Office Supplies (124), Store Equipment (165), Accounts Payable (201), Long-Term Notes Pay- 
able (251), Sales (413), Sales Returns and Allowances (414), Sales Discounts (415), Cost of Goods Sold 
(502), and Sales Salaries Expense (621). Open the following accounts receivable ledger accounts: 
Marjorie Allen, Dennie Hoskins, and Jennifer Nelson. Open the following accounts payable ledger 
accounts: Defore Industries, Mack Company, Schmidt Supply, and Welch Company. 

2. Enter the transactions using a sales journal, a purchases journal, a cash receipts journal, a cash dis- 
bursements journal, and a general journal similar to the ones illustrated in the chapter. Regularly post 
to the individual customer and creditor accounts. Also, post any amounts that should be posted as indi- 
vidual amounts to general ledger accounts. Foot and crossfoot the journals and make the month-end 
postings. Pepper Co. uses the perpetual inventory system. 
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a-w Cash Receipts Journal 
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3. Prepare a trial balance for the selected general ledger accounts in part 1 and prove the accuracy of 
subsidiary ledgers by preparing schedules of accounts receivable and accounts payable. 


PLANNING THE SOLUTION 


® Set up the required general ledger, the subsidiary ledger accounts, and the five required journals as 
illustrated in the chapter. 


@ Read and analyze each transaction and decide in which special journal (or general journal) the transac- 
tion is recorded. 

© Record each transaction in the proper journal (and post the appropriate individual amounts). 

® Once you have recorded all transactions, total the journal columns. Post from each journal to the 
appropriate ledger accounts. 

© Prepare a trial balance to prove the equality of the debit and credit balances in your general ledger. 


@ Prepare schedules of accounts receivable and accounts payable. Compare the totals of these schedules to the 
Accounts Receivable and Accounts Payable controlling account balances, making sure that they agree. 


SOLUTION TO DEMONSTRATION PROBLEM — PERPETUAL SYSTEM 


Sales Journal Page 2 Of] 


Account Invoice Accounts Receivable Dr. Cost of Goods Sold Dr. a 
Debited Number Sales Cr. Inventory Cr. 


Jennifer Nelson 16,800 12,200 


OO å sw | aw 
7 A E 


Page 3 EAr 


Cost of Goods |^ 
Sold Dr. 
Inventory Cr. 
















Other 
Accounts 


Sales Accounts 
Discount Receivable 
Account Credited Explanation Dr. Cr. Sales Cr. Cr. 


L.T. Notes Payable Note to bank 1 26,000 26,000 









Dennie Hoskins Invoice 955, 3/6 | | 9,996 | 204 | 10,200 | | 





25 

Jennifer Nelson Invoice 954, 3/4 v 16,464 336 16,800 
v 
x 


Sales Cash sales | | 134,680 | | | 134,680 | 67,340 


























Totals | 187,140 | 540 | 27,000 | 134,680 | 26,000 67,340 
(101) (415) (106) (413) (x) (502/119) 
































Date 


Date of Accounts Office Other 
Account Invoice Terms PR Payable Cr. Inventory Dr. Supplies Dr. Accounts Dr. 





Mar. 6 


Office Supplies/Mack Co 3/3 n/30 v 1,220 1,220 | A 








11 


Defore Industries 3/6 2/10, n/30 v 52,600 52,600 








18 


Store Equipment/Schmidt Supp 3/15 n/30 165/¥ 22,850 22,850 








22 


Welch Company 3/18 2/10, n/30 v 41,625 41,625 








31 


Totals 118,295 94,225 1,220 22,850 

































































(201) i 19) (i 24) (x) M 














| Cash Disbursements Journal 


| Other Accounts 
Account Debited Cash Cr. | Inventory Cr. | Accounts Dr. Payable Dr. 


Defore Industries Defore Industries 
Payroll Sales Salaries Expense 








Totals 
























































Mar. 16 Accounts Payable—Defore Industries .............. 201/¥ 200 
Inventory <. cencieae wine sae nats ene cn REER 119 200 
To record credit memorandum received. 
26 Sales Returns and Allowances .................000. 414 600 
Accounts Receivable—MarjorieAllen........... 106/4 600 


To record credit memorandum issued. 


Accounts Receivable Ledger 


Marjorie Allen 


Chapter 7 Accounting Information Systems 


Accounts Payable Ledger 


Defore Industries 




































































Date PR | Debit Credit | Balance 
Mar. 20 S2 5,600 5,600 
26 | G2 600 5,000 
Dennie Hoskins 
Date PR | Debit Credit | Balance 
Mar. 6 S2 10,200 10,200 
16 | R3 10,200 0 
Jennifer Nelson 
Date PR | Debit Credit | Balance 
Mar. 4 S2 16,800 16,800 
14 | R3 16,800 0 








General Ledger (Partial Listing) 



























































Cash Acct. No. 101 
Date PR | Debit Credit | Balance 
Mar. 31 R3 | 187,140 187,140 

31 D3 67,252 | 119,888 

Accounts Receivable Acct. No. 106 
Date PR | Debit Credit | Balance 
Mar.26 | G2 600 (600) 

31 S2 32,600 32,000 
3l R3 27,000 5,000 

Inventory Acct. No. 119 
Date PR | Debit Credit | Balance 
Mar. 16 | G2 200 (200) 

2l D3 1,048 (1,248) 
31 P3 94,225 92,977 
31 S2 24,100 68,877 
31 R3 67,340 1,537 

Office Supplies Acct. No. 124 
Date PR | Debit Credit | Balance 
Mar. 31 P3 1,220 1,220 

Store Equipment Acct. No. 165 
Date PR | Debit Credit | Balance 
Mar. 18 P3 22,850 22,850 

Accounts Payable Acct. No. 201 
Date PR | Debit Credit | Balance 
Mar. 16 | G2 200 (200) 

31 P3 118,295 | 118,095 
31 D3 52,400 65,695 




















Date PR | Debit | Credit | Balance 
Mar. I1 P3 52,600 52,600 
16 | G2 200 52,400 
21 | D3 | 52,400 0 
Mack Company 
Date PR | Debit | Credit | Balance 
Mar. 6 | P3 1,220 1,220 
Schmidt Supply 
Date PR | Debit | Credit | Balance 
Mar. 18 | P3 22,850 22,850 
Welch Company 
Date PR | Debit | Credit | Balance 
Mar.22 | P3 41,625 41,625 






































Long-Term Notes Payable Acct. No. 251 
Date PR | Debit | Credit | Balance 
Mar. 12 | R3 26,000 26,000 

Sales Acct. No. 413 
Date PR | Debit | Credit | Balance 
Mar. 31 S2 32,600 32,600 
31 R3 134,680 167,280 


Sales Returns and Allowances Acct. No. 414 


















































Date PR | Debit Credit | Balance 
Mar.26 | G2 600 600 
Sales Discounts Acct. No. 415 
Date PR | Debit Credit | Balance 
Mar. 31 R3 540 540 
Cost of Goods Sold Acct. No. 502 
Date PR | Debit Credit | Balance 
Mar. 31 R3 | 67,340 67,340 

31 S2 | 24,100 91,440 
Sales Salaries Expense Acct. No. 621 
Date PR | Debit Credit | Balance 

Mar.31 | D3 | 15,900 15,900 
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PEPPER COMPANY 
Trial Balance (partial) 
March 31 
Debit Credit 
Cashi o fica aus E E E R $119,888 
m~~ Accounts receivable ............... 5,000 
Inyentony E A I 1,537 
Office Supplies E EE ene ten tenes 1,220 
Storerequipme mta e spetrjsias elit: 22,850 
Accounts payable ................. $ 65,695 <—_—_—______ 
Long-term notes payable ........... 26,000 
Sales Newer ee choc eree tener eres 167,280 
Sales returns and allowances ........ 600 
Sales discounts: a. qe rete ees 540 
‘Gostiofigoods}soldi.merrir ni 91,440 
Sales salaries expense .............. 15,900 
Totals: ee e aycseua case nueievetnia aves $258,975 $258,975 
reconciled reconciled 
































PEPPER COMPANY PEPPER COMPANY 
Schedule of Accounts Payable 


March 31 


Schedule of Accounts Receivable 
March 31 














ManjonieAlleneeerrr titre eit: $5,000 Mack Company .............. $ 1,220 
> Total accounts receivable ........ $5,000 Schmidt Supply .............. 22,850 
Welch Company ............. 41,625 

Total accounts payable ........ $65,695 <— 





APPENDIX 


IA 








P Journalize and post 
transactions using 
special journals in a 


periodic inventory system. 











EXHIBIT 7A.1 


Sales Journal—Periodic System 


Special Journals under a Periodic System 


This appendix describes special journals under a periodic inventory system. Each journal is slightly im- 
pacted. The sales journal and the cash receipts journal both require one less column (namely that of Cost 
of Goods Sold Dr., Inventory Cr.). The Purchases Journal replaces the Inventory Dr. column with a Pur- 
chases Dr. column in a periodic system. The cash disbursements journal replaces the Inventory Cr. column 
with a Purchases Discounts Cr. column in a periodic system. These changes are illustrated. 


Sales Journal The sales journal using the periodic inventory system is shown in Exhibit 7A.1. The 
difference in the sales journal between the perpetual and periodic system is the exclusion of the column to 
record cost of goods sold and inventory amounts for each sale. The periodic system does not record the 
increase in cost of goods sold and the decrease in inventory at the time of each sale. 














O a Page O 

Account Invoice Accounts Receivable Dr. ^ 
Date Debited Number PR Sales Cr. 
Feb. 2 Jason Henry 307 v 450 
T Albert Co. 308 v 500 
13 Kam Moore 309 y 350 
15 Paul Roth 310 v 200 
22 Jason Henry 311 v 225 
25 Frank Booth 312 v 175 
28 Albert Co. 313 v 250 
28 | Total 2,150 

| (106/413) v 
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Cash Receipts Journal The cash receipts journal using the periodic system is shown in 

Exhibit 7A.2. Note the absence of the column on the far right side to record debits to Cost of Goods Sold EXHIBIT 7A.2 
and credits to Inventory for the cost of merchandise sold (seen under the perpetual system). Consistent with Cash Receipts Journal— 
the cash receipts journal shown in Exhibit 7.7, we show only the weekly (summary) cash sale entries. Periodic System 


3 — Cash Receipts Journal iPage2 ER) 


Sales Cash sales 
Jason Henry | Invoice 307, 2/2 
Sales | Cash sales 











Albert Co. Invoice 308, 2/7 
Notes Payable Note to bank 
Sales Cash sales 
Interest revenue Bank account 
Kam Moore Invoice 309, 2/13 
Paul Roth Invoice 310, 2/15 
Sales Cash sales 
Totals 








(101) (415) (106) (413) 




















Purchases Journal The purchases journal using the periodic system is shown in Exhibit 7A.3. 
This journal under a perpetual system included an Inventory column where the periodic system now hasa EXHIBIT 7A.3 


Purchases column. ae 
Purchases Journal—Periodic System 


















































P ase O a Page Oo 
Date of Accounts Purchases Office Other 
Date Account Invoice Terms PR Payable Cr. Dr. Supplies Dr. Accounts Dr. 
Feb. 3 Horning Supply Co. 2/2 n/30 A 350 275 75 A 
5 Ace Mfg. Co. 2/5 2/10, n/30 4 200 200 [ 
13 Wynet and Co. 2/10 2/10, n/30 v 150 150 
20 Smite Co. 2/18 2/10, n/30 v 300 300 | 
25 Ace Mfg. Co. 2/24 2/10, n/30 v 100 100 
28 Store Supplies/ITT Co. 2/28 n/30 125/¥ 225 125 25 75 
28 Totals 1,325 1,150 100 | 75 
(201) (505) (124) (x) M 






























































Cash Disbursements Journal The cash disbursements journal using a periodic system is shown EXHIBIT 7A.4 
in Exhibit 7A.4. This journal under the perpetual system included an Inventory column where the periodic 


system now has the Purchases Discounts column. Cash Disbursements 


Journal— Periodic System 


_ Cash Disbursements Journal ___Page2 COR) 


Purchases Accounts 

Account Debited | - | Discounts Cr. Payable Dr. 
L. and N. Railroad Purchases 
East Sales Co. Purchases 
Ace Mfg. Co. Ace Mfg. Co. 
Jerry Hale Salaries Expense 
Wynet and Co. Wynet and Co. 
Smite Co. Smite Co. 
Totals 
























































DEMONSTRATION PROBLEM— PERIODIC SYSTEM 
Refer to Pepper Company’s selected transactions described under the Demonstration Problem—Perpetual 
System to fulfill the following requirements. 





1. Open the following selected general ledger accounts: Cash (101), Accounts Receivable (106), Office 
Supplies (124), Store Equipment (165), Accounts Payable (201), Long-Term Notes Payable (251), 
Sales (413), Sales Returns and Allowances (414), Sales Discounts (415), Purchases (505), Purchases 
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a- Cash Receipts Journal 


Account Credited 
L.T. Notes Payable 
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Returns and Allowances (506), Purchases Discounts (507), and Sales Salaries Expense (621). Open the 
following accounts receivable ledger accounts: Marjorie Allen, Dennie Hoskins, and Jennifer Nelson. 
Open the following accounts payable ledger accounts: Defore Industries, Mack Company, Schmidt 
Supply, and Welch Company. 


. Enter the transactions using a sales journal, a purchases journal, a cash receipts journal, a cash dis- 


bursements journal, and a general journal similar to the ones illustrated in Appendix 7A. Regularly 
post to the individual customer and creditor accounts. Also, post any amounts that should be posted as 
individual amounts to general ledger accounts. Foot and crossfoot the journals and make the month- 
end postings. Pepper Co. uses the periodic inventory system in this problem. 


. Prepare a trial balance for the selected general ledger accounts in part 1 and prove the accuracy of 


subsidiary ledgers by preparing schedules of accounts receivable and accounts payable. 


SOLUTION TO DEMONSTRATION PROBLEM —PERIODIC SYSTEM 


“Sales Journal _ Page 2) IG) is 


Accounts Receivable Dr. 
Account Debited Invoice Number Sales Cr. 


[Mar 4 | denniferNelson | oa | eeo 
6 Dennie Hoskins 955 vo 10,200 
31 Totals 32,600 
a © 


Page3 TAX 
Sales Accounts Other 


Discount Receivable Accounts 
Explanation Cash Dr. 7 Cr. Sales Cr. Cr. 


Note to bank 26,000 




















Jennifer Nelson 


Invoice 954, 3/4 16,464 





Dennie Hoskins 


Invoice 955, 3/6 9,996 





Sales 


Cash sales 134,680 134,680 





Totals 














187,140 540 j 134,680 
































| 
| 
| 
| 
| (101) (413) 















































Date of Accounts Purchases Office Other 
Date Account Invoice Terms PR Payable Cr. Dr. Supplies Dr. Accounts Dr. 
Mar. 6 Office Supplies/Mack Co 3/3 n/30 v 1,220 1,220 A 
11 Defore Industries 3/6 2/10, n/30 v 52,600 52,600 
18 Store Equipment/Schmidt Supp 3/15 n/30 165/¥ 22,850 22,850 
22 Welch Company 3/18 2/10, n/30 v 41,625 41,625 
31 Totals 118,295 94,225 1,220 22,850 
(201) (505) (124) | wQ | M 





























Cash Disbursements Journal 


Defore Industries Defore Industries 



































s Purchases Other Accounts 
Account Debited Cash Cr. | Discount Cr. | Accounts Dr. Payable Dr. 





Payroll 


Sales Salaries Expense 





Totals 










































































General Journal Page 2 


Mar. 16 Accounts Payable—Defore Industries ............. 201/4 200 
Purchases Returns and Allowances ............ 506 200 


To record credit memorandum received. 
26 Sales Returns and Allowances ...........2--+++00- 414 600 
Accounts Receivable—Marjorie Allen .......... 106// 600 
To record credit memorandum issued. 


Accounts Receivable Ledger 


Marjorie Allen 





Date PR | Debit 


Credit | Balance 











Mar.20 | S2 5,600 
26 | G2 








Dennie Hoskins 





Date PR | Debit 


5,600 
600 5,000 








Credit | Balance 





Mar. 6 | S2 10,200 
16 | R3 


Jennifer Nelson 


10,200 
10,200 0 





Date PR | Debit 


Credit | Balance 





Mar. 4 | S2 16,800 
14 | R3 








General Ledger (Partial Listing) 


Cash 


16,800 
16,800 0 








Acct. No. 101 





Date PR | Debit 


Credit | Balance 





Mar. 31 R3 | 187,140 
31 | D3 


Accounts Receivable 


187,140 
67,252 | 119,888 
Acct. No. 106 





Date PR | Debit 


Credit | Balance 
































Mar.26 | G2 600 (600) 
31 S2 32,600 32,000 
3I R3 27,000 5,000 
Office Supplies Acct. No. 124 
Date PR | Debit | Credit | Balance 
Mar. 31 P3 1,220 1,220 
Store Equipment Acct. No. 165 
Date PR | Debit | Credit | Balance 
Mar. 18 | P3 22,850 22,850 
Accounts Payable Acct. No. 201 











Date PR | Debit 


Credit | Balance 





Mar. l6 | G2 200 
31 P3 
31 | D3 52,400 











Long-Term Notes Payable 
Date PR | Debit 








(200) 
118,295 118,095 
65,695 

Acct. No. 251 


Credit | Balance 











Mar. 12 R3 | 








26,000 26,000 
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Accounts Payable Ledger 











Defore Industries 
Date PR | Debit Credit | Balance 
Mar. 11 P3 52,600 52,600 
16 | G2 200 52,400 
21 D3 | 52,400 0 
Mack Company 
Date PR | Debit Credit | Balance 
Mar. 6 P3 1,220 1,220 


Schmidt Supply 





Date 


PR | Debit 


Credit | Balance 





Mar. 18 


Welch Company 


P3 


22,850 22,850 





Date 


PR | Debit 


Credit | Balance 











Mar. 22 





P3 











41,625 41,625 
















































































Sales Acct. No. 413 
Date PR | Debit Credit | Balance 
Mar. 31 S2 32,600 32,600 
31 R3 134,680 167,280 
Sales Returns and Allowances Acct. No. 414 
Date PR | Debit Credit | Balance 
Mar.26 | G2 600 600 
Sales Discounts Acct. No. 415 
Date PR | Debit Credit | Balance 
Mar. 31 R3 540 540 
Purchases Acct. No. 505 
Date PR | Debit Credit | Balance 
Mar. 31 P3 | 94,225 94,225 
Purchases Returns 
and Allowances Acct. No. 506 
Date PR | Debit Credit | Balance 
Mar. 16 | G2 200 200 
Purchases Discounts Acct. No. 507 
Date PR | Debit Credit | Balance 
Mar.3! | D3 1,048 1,048 
Sales Salaries Expense Acct. No. 621 





Date 


PR | Debit 


Credit | Balance 








Mar. 31 





D3 15,900 











15,900 
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PEPPER COMPANY 
Trial Balance (partial) 


March 31 


Debit 
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Credit 


PEPPER COMPANY 














Gash oae ne E E ER $119,888 , 
i Schedule of Accounts Receivable 
Accounts receivable oe seneo errereen 5,000 <—_________—__, 
March 31 
@fficeisupplicsirmrracenetnrere tera etal: 1,220 
Store equipmen tant errr it errr tener 22,850 Marjorie Allen ...........+..+5 $5,000 
Accounts payablemee eee eee et $ 65,695 <—_ > Total accounts receivable ....... $5,000 
Long-term notes payable ............... 26,000 
Sales. el oaee E e E REE EE ERG 167,280 
Sales returns and allowances ............ 600 PEPPER COMPANY 
Sales discounts, secese ces cere ens eles cess 540 Sone dule of Accounts Cay alte 
March 31 
Purchases: a cae yrs ean ry eae 94,225 
Purchases returns and allowances ........ 200 Mack Company .............- $ 1,220 
Purchases discounts ..............00005 1,048 Schmidt Supply .............. 22,850 
Sales salaries expense .................. 15,900 Welch Company ............. 41,625 
Moatals one San cee niente haters teens sae $260,223 $260,223 '___» Total accounts payable ........ $65,695 


Summary 


C1 Identify the principles and components of accounting infor- 

mation systems. Accounting information systems are governed 
by five fundamental principles: control, relevance, compatibility, flex- 
ibility, and cost-benefit. The five basic components of an accounting 
information system are source documents, input devices, information 
processors, information storage, and output devices. 


C2 Explain the goals and uses of special journals. Special jour- 

nals are used for recording transactions of similar type, each 
meant to cover one kind of transaction. Four of the most common 
special journals are the sales journal, cash receipts journal, purchases 
journal, and cash disbursements journal. Special journals are efficient 
and cost-effective tools in the journalizing and posting processes. 


C3 Describe the use of controlling accounts and subsidiary 

ledgers. A general ledger keeps controlling accounts such as 
Accounts Receivable and Accounts Payable, but details on individ- 
ual accounts making up the controlling account are kept in subsid- 
iary ledgers (such as an accounts receivable ledger). The balance in 
a controlling account must equal the sum of its subsidiary account 
balances after posting is complete. 


M Compute segment return on assets and use it to evaluate 

segment performance. A business segment is a part of a 
company that is separately identified by its products or services or 
by the geographic market it serves. Analysis of a company’s seg- 
ments is aided by the segment return on assets (segment operating 
income divided by segment average assets). 


Guidance Answers to Decision Maker and Decision Ethics 


Accountant The main issue is whether commissions have an 
actual or perceived impact on the integrity and objectivity of your 
advice. You probably should not accept a commission arrangement 
(the AICPA Code of Ethics prohibits it when you perform the audit 





P1 Journalize and post transactions using special journals. 
Each special journal is devoted to similar kinds of transactions. 
Transactions are journalized on one line of a special journal, with 
columns devoted to specific accounts, dates, names, posting refer- 
ences, explanations, and other necessary information. Posting is 
threefold: (1) individual amounts in the Other Accounts column are 
posted to their general ledger accounts on a regular (daily) basis, 
(2) individual amounts in a column whose total is not posted to a con- 
trolling account at the end of a period (month) are posted regularly 
(daily) to their general ledger accounts, and (3) total amounts for all 
columns except the Other Accounts column are posted at the end of a 
period (month) to their column’s account title in the general ledger. 


P 2 Prepare and prove the accuracy of subsidiary ledgers. 
Account balances in the general ledger and its subsidiary ledgers 
are tested for accuracy after posting is complete. This procedure is 
twofold: (1) prepare a trial balance of the general ledger to confirm 
that debits equal credits and (2) prepare a schedule to confirm that the 
controlling account’s balance equals the subsidiary ledger’s balance. 


p3A Journalize and post transactions using special journals in 
a periodic inventory system. Transactions are journalized and 
posted using special journals in a periodic system. The methods are 
similar to those in a perpetual system; the primary difference is that 
both cost of goods sold and inventory are not adjusted at the time of 
each sale. This usually results in the deletion (or renaming) of one or 
more columns devoted to these accounts in each special journal. 





or a review). In any event, you should tell the client of your 
commission arrangement. Also, you need to seriously examine the 
merits of agreeing to a commission arrangement when you are in a 
position to exploit it. 
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Entrepreneur The accounts receivable ledger has much of the 
information you need. It lists detailed information for each customer’s 
account, including the amounts, dates for transactions, and dates of 
payments. It can be reorganized into an “aging schedule” to show 
how long customers wait before paying their bills. 


Controller Much of the information you need is in the accounts 
payable ledger. It contains information for each supplier, the amounts 
due, and when payments are made. This subsidiary ledger along with in- 
formation on credit terms should enable you to conduct your analyses. 


Guidance Answers to Quick Checks 


1. The five components are source documents, input devices, 
information processors, information storage, and output devices. 

2. Information processors interpret, transform, and summarize the 
recorded accounting information so that it can be used in analy- 
sis, interpretation, and decision making. 

3. Data saved in information storage are used to prepare periodic 
financial reports and special-purpose internal reports as well as 
source documentation for auditors. 

4. All cash payments by check are recorded in the cash disburse- 
ments journal. 

5. Columnar journals allow us to accumulate repetitive debits and 
credits and post them as column totals rather than as individual 
amounts from each entry. 

6. The equality of debits and credits is kept within the general 
ledger. The subsidiary ledger keeps the customer’s individual 
account and is used only for supplementary information. 

7. An initial and the page number of the journal from which the 
amount was posted are entered in the PR column next to the 
amount. 

8. A separate column for Sales Taxes Payable can be included in 
both the cash receipts journal and the sales journal. 

9. This refers to a procedure of using copies of sales invoices as a 
sales journal. Each invoice amount is posted directly to the cus- 
tomer’s account. All invoices are totaled at period-end for post- 
ing to the general ledger accounts. 

10. The normal recording and posting procedures are threefold. 
First, transactions are entered in a special journal if applicable. 
Second, individual amounts are posted to any subsidiary ledger 
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Banker This merchandiser’s segment information is likely to 
greatly impact your loan decision. The risks associated with the com- 
pany’s two sources of net income are quite different. While net in- 
come is up by 10%, U.S. operations are performing poorly and Cuban 
operations are subject to many uncertainties. These uncertainties de- 
pend on political events, legal issues, business relationships, Cuban 
economic conditions, and a host of other risks. Overall, net income 
results suggested a low-risk loan opportunity, but the segment infor- 


mation reveals a high-risk situation. 


accounts. Third, column totals are posted to general ledger ac- 
counts if not already individually posted. 

11. Controlling accounts are debited periodically for an amount or 
amounts equal to the sum of their respective debits in the sub- 
sidiary ledgers (equals journal column totals), and they are 
credited periodically for an amount or amounts equal to the sum 
of their respective credits in the subsidiary ledgers (from jour- 
nal column totals). 

12. Tests for accuracy of account balances in the general ledger and 
subsidiary ledgers are twofold. First, we prepare a trial balance 
of the general ledger to confirm that debits equal credits. Sec- 
ond, we prove the subsidiary ledgers by preparing schedules of 
accounts receivable and accounts payable. 

13. The general journal is still needed for adjusting, closing, and 
correcting entries and for special transactions such as sales re- 
turns, purchases returns, and certain asset purchases. 

14. Integrated systems can save time and minimize errors. This is 
so because actions taken in one part of the system automatically 
affect and update related parts. 

15. Computer systems offer increased accuracy, speed, efficiency, 
and convenience. 

16. Computer networks can create advantages by linking comput- 
ers, and giving different users and different computers access to 
common databases, programs, and hardware. 

17. ERP software involves integrated programs, from order taking 
to manufacturing to accounting. It can speed decision making, 
help identify costs for reduction, and aid managers in control- 
ling operations. 


Key Terms mhhe.com/wildFAP20e 


Accounting information systems (p. 272) 
Accounts payable ledger (p. 277) 
Accounts receivable ledger (p. 277) 


systems (p. 273) 


Batch processing (p. 286) 

Cash disbursements journal (p. 284) 
Cash receipts journal (p. 281) 
Check register (p. 284) 

Columnar journal (p. 278) software (p. 287) 


Compatibility principle (p. 273) 


Components of accounting 


Computer network (p. 286) 

Control principle (p. 272) 
Controlling account (p. 277) 
Cost-benefit principle (p. 273) 
Enterprise resource planning (ERP) 


Flexibility principle (p. 273) 


General journal (p. 276) 
Information processor (p. 274) 
Information storage (p. 274) 
Input device (p. 274) 

Internal controls (p. 272) 
Online processing (p. 286) 
Output devices (p. 275) 
Purchases journal (p. 283) 
Relevance principle (p. 272) 
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Sales journal (p. 278) 
Schedule of accounts payable (p. 284) 


1. 


2. 


3. 


Multiple Choice Quiz 
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Additional Quiz Questions are available at the book’s Website. 


The sales journal is used to record 
Credit sales 

Cash sales 

Cash receipts 

Cash purchases 

Credit purchases 


oRo op 


The purchases journal is used to record 
Credit sales 

Cash sales 

Cash receipts 

Cash purchases 

Credit purchases 


oror 


The ledger that contains the financial statement accounts of a 
company is the 

a. General journal 

b. Column balance journal 


n Superscript letter A denotes assignments based on Appendix 7A. 
a Icon denotes assignments that involve decision making. 


Schedule of accounts receivable (p. 279) 
Segment return on assets (p. 288) 


Answers on p. 313 


4. 


5. 


Special journal (p. 276) 
Subsidiary ledger (p. 276) 


mhhe.com/wildFAP20e 





c. Special ledger 

d. General ledger 

e. Special journal 

A subsidiary ledger that contains a separate account for each 
supplier (creditor) to the company is the 

- Controlling account 

. Accounts payable ledger 

. Accounts receivable ledger 

. General ledger 

- Special journal 


ona0c0 9 


Enterprise resource planning software 

. Refers to programs that help manage company operations. 
. Is another name for spreadsheet programs. 

. Uses batch processing of business information. 

. Is substantially declining in use. 

. Is another name for database programs. 


onan 


Discussion Questions 


1. 


10. 


What are the five fundamental principles of accounting infor- 
mation systems? 


- What are five basic components of an accounting system? 
- What are source documents? Give two examples. 
- What is the purpose of an input device? Give examples of input 


devices for computer systems. 


- What is the difference between data that are stored off-line and 


data that are stored online? 


- What purpose is served by the output devices of an accounting 


system? 


- When special journals are used, they are usually used to record 


each of four different types of transactions. What are these four 
types of transactions? 


- What notations are entered into the Posting Reference column 


of a ledger account? 


. QO When a general journal entry is used to record sales re- 


turns, the credit of the entry must be posted twice. Does this 
cause the trial balance to be out of balance? Explain. 

Describe the procedures involving the use of copies of a com- 
pany’s sales invoices as a sales journal. 


11. 


12. 


13. 


14. 


15. 


16. 


Credits to customer accounts and credits to Other Accounts are 
individually posted from a cash receipts journal such as the one 
in Exhibit 7.7. Why not put both types of credits in the same 
column and save journal space? 

Why should sales to and receipts of cash from credit cus- 
tomers be recorded and posted immediately? 

Locate the note that discusses Research In 
Motion’s operations by segments in Appendix A. In 
what segment does it predominantly operate? 


RIM 


@ Does the income statement of Palm in Appendix 
A indicate the net income earned by its business seg- 
ments? If so, list them. 


Locate the note that discusses Apple’s segments from 
its 2009 annual report on its Website. What five re- 
portable segments does Apple have? 

Does the balance sheet of Nokia in Appen- 
dix A indicate the identifiable assets owned by 
its business segments? If so, list them. 


Apple 


NOKIA 
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m connect 


For account titles and numbers, use the Chart of Accounts at the end of the book. 


Identify the most likely role in an accounting system played by each of the numbered items 1 through 12 
by assigning a letter from the list A through E on the left. 


=à 


A. Source documents . Bar code reader 


Input devices . Filing cabinet 
. Bank statement 


. Computer scanner 


B. 

C. Information processors 
D. Information storage 

E. 


Output devices - Computer keyboard 

. Zip drive 

. Computer monitor 

. Invoice from a supplier 


OMAN Oa RWN 


- Computer software 


= 
© 


- Computer printer 


=h 
=à 


—___ T. Digital camera 
—— 12. MP3 player 
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QUICK STUDY 


QS 7-1 
Accounting information 
system components 


C1 





Enter the letter of each system principle in the blank next to its best description. 


QS 7-2 





A. Control principle D. Flexibility principle Accounting information 
B. Relevance principle E. Cost-benefit principle systemi principles 
C. Compatibility principle Ci 
1. ________ The principle prescribes the accounting information system to change in response to techno- 
logical advances and competitive pressures. 
2. _______ The principle prescribes the accounting information system to help monitor activities. 
3. ________ The principle prescribes the accounting information system to provide timely information for 
effective decision making. 
4. _______ The principle prescribes the accounting information system to adapt to the unique character- 
istics of the company. 
5. _______ The principle that affects all other accounting information system principles. 
Fill in the blanks to complete the following descriptions. QS 7-3 


1. software comprises programs that help manage a company’s vital operations, 
from manufacturing to accounting. 








2. A computer allows different computer users to share access to data and programs. 
3. A 
4. With processing, source documents are accumulated for a period and then processed all at the 


same time, such as once a day, week, or month. 


is an input device that captures writing and other input directly from source documents. 








Accounting information system 


C1 





General Electronics uses a sales journal, a purchases journal, a cash receipts journal, a cash disbursements 
journal, and a general journal as illustrated in this chapter. General recently completed the following 
transactions a through A. Identify the journal in which each transaction should be recorded. 


a. Paid cash to a creditor. e. Borrowed cash from the bank. 


b. Sold merchandise on credit. f. Sold merchandise for cash. 
c. Purchased shop supplies on credit. g. Purchased merchandise on credit. 


d. Paid an employee’s salary in cash. h. Purchased inventory for cash. 


QS 7-4 
Identifying the special journal 
of entry 


2 Q 





Lue Gifts uses a sales journal, a purchases journal, a cash receipts journal, a cash disbursements journal, 
and a general journal as illustrated in this chapter. Journalize its March transactions that should be recorded 
in the general journal. For those not recorded in the general journal, identify the special journal where 
each should be recorded. 


Mar. 2 The company purchased $2,900 of merchandise on credit from the Elko Co., terms 2/10, n/30. 
12 The owner, T. Lue, contributed an automobile worth $15,000 to the company. 
16 The company sold $1,100 of merchandise (cost is $700) on credit to K. Gould, terms n/30. 
19 K. Gould returned $150 of (worthless) merchandise to the company originally purchased on 
March 16 (assume the cost of this merchandise is left in cost of goods sold). 


QS 7-5 


Entries in the general journal 


(2 
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QS 7-6 
Controlling accounts and 
subsidiary ledgers 


Following is information from Thompson Company for its initial month of business. (1) Identify the 
balances listed in the accounts receivable subsidiary ledger. (2) Identify the accounts receivable balance 
listed in the general ledger at month’s end. 





C3 
Credit Sales Cash Collections 
Jan. 10 Boerman Company ........ $3,000 Jan. 20 Boerman Company ........ $2,000 
19 Lehman Brothers .......... 1,600 28 Lehman Brothers .......... 1,600 
23 Finger Company ........... 2,200 31 Finger Company ........... 1,300 
QS 7-7 Redmon Company uses a sales journal, a purchases journal, a cash receipts journal, a cash disbursements 


Purchases journal—perpetual 


P1 


journal, and a general journal. The following transactions occur in the month of June. 


June 1 Purchased $8,100 of merchandise on credit from Krause, Inc., terms n/30. 
8 Sold merchandise costing $900 on credit to G. Seles for $1,500 subject to a $30 sales discount 
if paid by the end of the month. 
14 Purchased $240 of store supplies from Chang Company on credit, terms n/30. 
17 Purchased $260 of office supplies on credit from Monder Company, terms n/30. 
24 Sold merchandise costing $400 to D. Lee for $630 cash. 
28 Purchased store supplies from Porter’s for $90 cash. 
29 Paid Krause, Inc., $8,100 cash for the merchandise purchased on June 1. 


Prepare headings for a purchases journal like the one in Exhibit 7.9. Journalize the June transactions that 
should be recorded in the purchases journal. 





QS 7-8 
Identifying journal of entry (2 


Refer to QS 7-7 and for each of the June transactions identify the journal in which it would be recorded. 
Assume the company uses a sales journal, purchases journal, cash receipts journal, cash disbursements 
journal, and general journal as illustrated in this chapter. 





QS 7-94 
Purchases journal—periodic P3 


Prepare headings for a purchases journal like the one in Exhibit 7A.3. Journalize the June transactions from 
QS 7-7 that should be recorded in the purchases journal assuming the periodic inventory system is used. 





QS 7-10 
Accounts receivable ledger; 
posting from sales journal 


P2 


Winslow Company posts its sales invoices directly and then binds them into a Sales Journal. Winslow had 
the following credit sales to these customers during June. 


June 2) Joe Macek oo nv. $ 3,600 
3 Eric\Horner e vcs ens 6,100 

10 TessWilson ............ 13,400 

Kr ImbenR IRIN cooceansossae 20,500 

20° Tess Wilson 40.2655 5450s 11,200 

29 Sloe; Mack E E 7,300 
Total credit sales ........ $62,100 





Required 

1. Open an accounts receivable subsidiary ledger having a T-account for each customer. Post the invoices 
to the subsidiary ledger. 

2. Open an Accounts Receivable controlling T-account and a Sales T-account to reflect general ledger 
accounts. Post the end-of-month total from the sales journal to these accounts. 

3. Prepare a schedule of accounts receivable and prove that its total equals the Accounts Receivable con- 
trolling account balance. 





QS 7-11 


Analyzing segment reports 


"B 


Apple 


Apple reports the following operating income (and average assets in parentheses) for each of its geographic 
segments—$ millions: Americas, $6,637 ($1,882); Europe, $4,296 ($1,352); and Japan, $961 ($483). 
Apple also reports the following sales (only) by product segments: iPhone, $13,033; iPod, $8,091; 
Desktops, $4,324; Portables, $9,535; Other, $7,922. Compute Apple’s return on assets for each of its 
geographic segments, and assess the relative performance of these segments. Compute the percentage of 
total sales for each of its five product segments. 
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Nestlé, a Switzerland-based company, uses a sales journal, a purchases journal, a cash receipts journal, a 

cash disbursements journal, and a general journal in a manner similar to that explained in this chapter. 

Journalize the following summary transactions of Nestlé transactions that should be recorded in the 

general journal. For those not recorded in the general journal, identify only the special journal where each 

should be recorded. (All amounts in millions of Swiss franc, CHF.) 

1. Nestlé purchased CHF 8,000 of merchandise on credit from the suppliers. 

2. Nestlé sold CHF 100,000 of merchandise (cost is CHF 44,000) on credit to customers. 

3. A key customer returned CHF 900 of (worthless) merchandise to Nestlé (assume the cost of this 
merchandise is left in cost of goods sold). 


m connect’ 


For account titles and numbers, use the Chart of Accounts at the end of the book. 


Hutton Company uses a sales journal, a purchases journal, a cash receipts journal, a cash disbursements 
journal, and a general journal. The following transactions occur in the month of March. 


Mar. 2 Sold merchandise costing $300 to B. Fager for $450 cash, invoice no. 5703. 

5 Purchased $2,300 of merchandise on credit from Marsh Corp. 
7 Sold merchandise costing $800 to J. Dryer for $1,150, terms 2/10, n/30, invoice no. 5704. 
8 Borrowed $8,000 cash by signing a note payable to the bank. 

12 Sold merchandise costing $200 to R. Land for $320, terms n/30, invoice no. 5705. 

16 Received $1,127 cash from J. Dryer to pay for the purchase of March 7. 

19 Sold used store equipment for $900 cash to Malone, Inc. 

25 Sold merchandise costing $350 to T. Burton for $550, terms n/30, invoice no. 5706. 


Prepare headings for a sales journal like the one in Exhibit 7.5. Journalize the March transactions that 
should be recorded in this sales journal. 


QS 7-12 
International accounting and 
special journals 


"H 


EXERCISES 


Exercise 7-1 
Sales journal — perpetual 


P1 





Refer to Exercise 7-1 and for each of the March transactions identify the journal in which it would be 
recorded. Assume the company uses a sales journal, purchases journal, cash receipts journal, cash disburse- 
ments journal, and general journal as illustrated in this chapter. 


Exercise 7-2 
Identifying journal of entry (2 





Prepare headings for a sales journal like the one in Exhibit 7A.1. Journalize the March transactions shown 
in Exercise 7-1 that should be recorded in the sales journal assuming that the periodic inventory system 
is used. 


Exercise 7-3° 
Sales journal— periodic P3 





Moeder Co. uses a sales journal, a purchases journal, a cash receipts journal, a cash disbursements journal, 
and a general journal. The following transactions occur in the month of November. 


Nov. 3 The company purchased $3,100 of merchandise on credit from Hargrave Co., terms n/20. 
7 The company sold merchandise costing $840 on credit to J. York for $900, subject to an $18 
sales discount if paid by the end of the month. 
9 The company borrowed $2,750 cash by signing a note payable to the bank. 
13 J. Emling, the owner, contributed $4,000 cash to the company. 
18 The company sold merchandise costing $130 to B. Box for $230 cash. 
22 The company paid Hargrave Co. $3,100 cash for the merchandise purchased on November 3. 
27 The company received $882 cash from J. York in payment of the November 7 purchase. 
30 The company paid salaries of $1,600 in cash. 


Prepare headings for a cash receipts journal like the one in Exhibit 7.7. Journalize the November transac- 
tions that should be recorded in the cash receipts journal. 


Exercise 7-4 
Cash receipts journal— perpetual 


P1 





Refer to Exercise 7-4 and for each of the November transactions identify the journal in which it would be 
recorded. Assume the company uses a sales journal, purchases journal, cash receipts journal, cash 
disbursements journal, and general journal as illustrated in this chapter. 


Exercise 7-5 
Identifying journal of entry (2 





Prepare headings for a cash receipts journal like the one in Exhibit 7A.2. Journalize the November 
transactions shown in Exercise 7-4 that should be recorded in the cash receipts journal assuming that the 
periodic inventory system is used. 


Exercise 7-6° 
Cash receipts journal—periodic 


P3 
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Exercise 7-7 
Controlling accounts and 
subsidiary ledgers 


03 


Following is information from Ryan Company for its initial month of business. (1) Identify the balances 
listed in the accounts payable subsidiary ledger. (2) Identify the accounts payable balance listed in the gen- 
eral ledger at month’s end. 


Credit Purchases Cash Paid 


Jan. 9 Boeder Company .......... $7,000 Jan.19 Boeder Company .......... $5,100 
18 Johnson Brothers .......... 6,600 27 Johnson Brothers .......... 6,600 
22 Padley Company........... 4,200 31 Padley Company ........... 3,400 





Exercise 7-8 
Cash disbursements 
journal—perpetual 


P1 


Pebblebrook Supply uses a sales journal, a purchases journal, a cash receipts journal, a cash disbursements 
journal, and a general journal. The following transactions occur in the month of April. 


Apr. 3 Purchased merchandise for $2,750 on credit from Scott, Inc., terms 2/10, n/30. 
9 Issued check no. 210 to Kidman Corp. to buy store supplies for $450. 
12 Sold merchandise costing $400 on credit to C. Meyers for $670, terms n/30. 
17 Issued check no. 211 for $1,500 to pay off a note payable to City Bank. 
20 Purchased merchandise for $3,500 on credit from LeBron, terms 2/10, n/30. 
28 Issued check no. 212 to LeBron to pay the amount due for the purchase of April 20, less the 
discount. 
29 Paid salary of $1,700 to B. Decker by issuing check no. 213. 
30 Issued check no. 214 to Scott, Inc., to pay the amount due for the purchase of April 3. 


Prepare headings for a cash disbursements journal like the one in Exhibit 7.11. Journalize the April transac- 
tions that should be recorded in the cash disbursements journal. 





Exercise 7-9 
Identifying journal of entry (2 


Refer to Exercise 7-8 and for each of the April transactions identify the journal in which it would be re- 
corded. Assume the company uses a sales journal, purchases journal, cash receipts journal, cash disburse- 
ments journal, and general journal as illustrated in this chapter. 





Exercise 7-104 
Cash disbursements 
journal—periodic P3 


Prepare headings for a cash disbursements journal like the one in Exhibit 7A.4. Journalize the April trans- 
actions from Exercise 7-8 that should be recorded in the cash disbursements journal assuming that the 
periodic inventory system is used. 





Exercise 7-11 
Special journal transactions and 
error discovery 


| 


Porter Pharmacy uses the following journals: sales journal, purchases journal, cash receipts journal, cash 
disbursements journal, and general journal. On June 5, Porter purchased merchandise priced at $12,000, 
subject to credit terms of 2/10, n/30. On June 14, the pharmacy paid the net amount due for the 
merchandise. In journalizing the payment, the pharmacy debited Accounts Payable for $12,000 but failed 
to record the cash discount on the purchases. Cash was properly credited for the actual $11,760 paid. 
(a) In what journals would the June 5 and the June 14 transactions be recorded? (b) What procedure is 
likely to discover the error in journalizing the June 14 transaction? 





Exercise 7-12 

Posting to subsidiary ledger 
accounts; preparing a schedule 
of accounts receivable 


P2 


At the end of May, the sales journal of Clear View appears as follows. 


Sales Journal 


Page 2 [EI 


Account Invoice Accounts Receivable Dr. Cost of Goods Sold Dr. ^ 
Debited Number Sales Cr. Inventory Cr. 


May 6 


Aaron Reckers 190 
191 
e 


Clear View also recorded the return of defective merchandise with the following entry. 


10 Sara Reed 
17 Anna Page 
25 Sara Reed 
31 Totals 





























May 20 Sales Returns and Allowances ..............-..-0-5 250 
Accounts Receivable—Anna Page.............. 250 


Customer returned (worthless) merchandise. 
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Required 


1. Open an accounts receivable subsidiary ledger that has a T-account for each customer listed in the 
sales journal. Post to the customer accounts the entries in the sales journal and any portion of the gen- 
eral journal entry that affects a customer’s account. 

2. Open a general ledger that has T-accounts for Accounts Receivable, Inventory, Sales, Sales Returns 
and Allowances, and Cost of Goods Sold. Post the sales journal and any portion of the general journal 
entry that affects these accounts. 

3. Prepare a schedule of accounts receivable and prove that its total equals the balance in the Accounts 
Receivable controlling account. 


303 


Check (3) Ending Accounts 
Receivable, $5,760 





A company that records credit purchases in a purchases journal and records purchases returns in a general 
journal made the following errors. Indicate when each error should be discovered. 


1. Posted a purchases return to the Accounts Payable account and to the creditor’s subsidiary account but 
did not post the purchases return to the Inventory account. 


2. Posted a purchases return to the Inventory account and to the Accounts Payable account but did not 
post to the creditor’s subsidiary account. 


3. Correctly recorded a $4,000 purchase in the purchases journal but posted it to the creditor’s subsidiary 
account as a $400 purchase. 


4. Made an addition error in determining the balance of a creditor’s subsidiary account. 
5. Made an addition error in totaling the Office Supplies column of the purchases journal. 


Exercise 7-13 
Purchases journal and 
error identification 


"A 





Refer to Exhibit 7.13 and complete the segment return on assets table for Wolfe Company. Analyze your 
findings and identify the segment with the highest, and that with the lowest, segment return on assets. 














Segment Operating Segment Assets Segment Return 
Income (in $ mil.) (in $ mil.) on Assets 

Segment 2011 2010 2011 2010 2011 
Specialty 

Skiing Group e eae $62 $ 58 $ 581 $440 

Skating Group ............ 9 6 53 42 

Specialty Footwear ........ 22 19 155 136 

Other Specialty ........... Il 4 37 24 

Sübtotal a eens eisecae 104 87 826 642 
General Merchandise 

South America............ 32 36 305 274 

United States............. 7 8 52 35 

Europe eane eene 5 3 14 12 

Subtotal ie esenee 44 47 371 321 
Total horace ereere ranae $148 $134 $1197 $963 








For account titles and numbers, use the Chart of Accounts at the end of the book. 


Wise Company completes these transactions during April of the current year (the terms of all its credit 
sales are 2/10, n/30). 


Apr. 2 Purchased $13,300 of merchandise on credit from Negi Company, invoice dated April 2, terms 

2/10, n/60. 

3 Sold merchandise on credit to Brooke Sledd, Invoice No. 760, for $3,000 (cost is $2,000). 

3 Purchased $1,380 of office supplies on credit from Madison, Inc. Invoice dated April 2, terms 
n/10 EOM. 

4 Issued Check No. 587 to U.S. View for advertising expense, $999. 

5 Sold merchandise on credit to Paul Kohr, Invoice No. 761, for $8,000 (cost is $6,500). 

6 Received an $85 credit memorandum from Madison, Inc., for the return of some of the office 
supplies received on April 3. 

9 Purchased $11,125 of store equipment on credit from Ned’s Supply, invoice dated April 9, 
terms n/10 EOM. 


Exercise 7-14 
Computing and analyzing 
segment return on assets 


i i 


Check Europe segment return, 
38.5% 


PROBLEM SET A 


Problem 7-1A 

Special journals, subsidiary 
ledgers, and schedule of 
accounts receivable— perpetual 


C3 Pi P2 o 


Go 
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11 Sold merchandise on credit to Amy Nilson, Invoice No 762, for $9,500 (cost is $7,000). 

12 Issued Check No. 588 to Negi Company in payment of its April 2 invoice, less the discount. 

13 Received payment from Brooke Sledd for the April 3 sale, less the discount. 

13 Sold $4,100 of merchandise on credit to Brooke Sledd (cost is $2,600), Invoice No. 763. 

14 Received payment from Paul Kohr for the April 5 sale, less the discount. 

16 Issued Check No. 589, payable to Payroll, in payment of sales salaries expense for the first half 
of the month, $9,750. Cashed the check and paid employees. 

16 Cash sales for the first half of the month are $50,840 (cost is $33,880). (Cash sales are recorded 
daily from cash register data but are recorded only twice in this problem to reduce repetitive 
entries.) 

17 Purchased $12,750 of merchandise on credit from Price Company, invoice dated April 17, terms 
2/10, n/30. 

18 Borrowed $50,000 cash from First State Bank by signing a long-term note payable. 

20 Received payment from Amy Nilson for the April 11 sale, less the discount. 

20 Purchased $730 of store supplies on credit from Ned’s Supply, invoice dated April 19, terms 
n/10 EOM. 

23 Received a $400 credit memorandum from Price Company for the return of defective merchan- 
dise received on April 17. 

23 Received payment from Brooke Sledd for the April 13 sale, less the discount. 

25 Purchased $10,375 of merchandise on credit from Negi Company, invoice dated April 24, terms 
2/10, n/60. 

26 Issued Check No. 590 to Price Company in payment of its April 17 invoice, less the return and 
the discount. 

27 Sold $3,070 of merchandise on credit to Paul Kohr, Invoice No. 764 (cost is $2,420). 

27 Sold $5,700 of merchandise on credit to Amy Nilson, Invoice No. 765 (cost is $3,305). 

30 Issued Check No. 591, payable to Payroll, in payment of the sales salaries expense for the last 
half of the month, $9,750. 

30 Cash sales for the last half of the month are $70,975 (cost is $55,900). 


Required 


1. 


Prepare a sales journal like that in Exhibit 7.5 and a cash receipts journal like that in Exhibit 7.7. Num- 
ber both journal pages as page 3. Then review the transactions of Wise Company and enter those that 
should be journalized in the sales journal and those that should be journalized in the cash receipts 
journal. Ignore any transactions that should be journalized in a purchases journal, a cash disburse- 
ments journal, or a general journal. 


- Open the following general ledger accounts: Cash, Accounts Receivable, Inventory, Long-Term 


Notes Payable, B. Wise, Capital, Sales, Sales Discounts, and Cost of Goods Sold. Enter the March 31 
balances for Cash ($85,000), Inventory ($125,000), Long-Term Notes Payable ($110,000), and 
B. Wise, Capital ($100,000). Also open accounts receivable subsidiary ledger accounts for Paul 
Kohr, Brooke Sledd, and Amy Nilson. 


. Verify that amounts that should be posted as individual amounts from the journals have been posted. 


(Such items are immediately posted.) Foot and crossfoot the journals and make the month-end 
postings. 


. Prepare a trial balance of the general ledger and prove the accuracy of the subsidiary ledger by 


preparing a schedule of accounts receivable. 


Analysis Component 


5. Assume that the total for the schedule of Accounts Receivable does not equal the balance of the 


controlling account in the general ledger. Describe steps you would take to discover the error(s). 





Problem 7-2A4 

Special journals, subsidiary 
ledgers, and schedule of 
accounts receivable— periodic 


C3 P2 P3 


oB 


Assume that Wise Co. in Problem 7-1A uses the periodic inventory system. 


Required 


1. 


Prepare headings for a sales journal like the one in Exhibit 7A.1. Prepare headings for a cash receipts 
journal like the one in Exhibit 7A.2. Journalize the April transactions shown in Problem 7-1A that 
should be recorded in the sales journal and the cash receipts journal assuming the periodic inventory 
system is used. 


. Open the general ledger accounts with balances as shown in Problem 7-1A (do not open a Cost 


of Goods Sold ledger account). Also open accounts receivable subsidiary ledger accounts for 


3. 
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Brooke Sledd, Paul Kohr, and Amy Nilson. Under the periodic system, an Inventory account exists but 
is inactive until its balance is updated to the correct inventory balance at year-end. In this problem, the 
Inventory account remains inactive but must be included to correctly complete the trial balance. 


Complete parts 3, 4, and 5 of Problem 7-1A using the results of parts 1 and 2 of this problem. 


305 


Check Trial balance totals, $415,185 





The April transactions of Wise Company are described in Problem 7-1A. 


Required 


1. 


4. 


Prepare a general journal, a purchases journal like that in Exhibit 7.9, and a cash disbursements journal 
like that in Exhibit 7.11. Number all journal pages as page 3. Review the April transactions of Wise 
Company and enter those transactions that should be journalized in the general journal, the purchases 
journal, or the cash disbursements journal. Ignore any transactions that should be journalized in a sales 
journal or cash receipts journal. 


. Open the following general ledger accounts: Cash, Inventory, Office Supplies, Store Supplies, Store 


Equipment, Accounts Payable, Long-Term Notes Payable, B. Wise, Capital, Sales Salaries Expense, 
and Advertising Expense. Enter the March 31 balances of Cash ($85,000), Inventory ($125,000), 
Long-Term Notes Payable ($110,000), and B. Wise, Capital ($100,000). Also open accounts payable 
subsidiary ledger accounts for Ned’s Supply, Negi Company, Price Company, and Madison, Inc. 


. Verify that amounts that should be posted as individual amounts from the journals have been posted. 


(Such items are immediately posted.) Foot and crossfoot the journals and make the month-end 
postings. 
Prepare a trial balance of the general ledger and a schedule of accounts payable. 


Problem 7-3A 

Special journals, subsidiary 
ledgers, and schedule of 
accounts payable— perpetual 


C3 P1 P2 


Check Trial balance totals, $233,525 





Refer to Problem 7-1A and assume that Wise Co. uses the periodic inventory system. 


Required 


1. 


3. 


Prepare a general journal, a purchases journal like that in Exhibit 7A.3, and a cash disbursements 
journal like that in Exhibit 7A.4. Number all journal pages as page 3. Review the April transactions 
of Wise Company (Problem 7-1A) and enter those transactions that should be journalized in the 
general journal, the purchases journal, or the cash disbursements journal. Ignore any transaction 
that should be journalized in a sales journal or cash receipts journal. 


- Open the following general ledger accounts: Cash, Inventory, Office Supplies, Store Supplies, Store 


Equipment, Accounts Payable, Long-Term Notes Payable, B. Wise, Capital, Purchases, Purchases Re- 
turns and Allowances, Purchases Discounts, Sales Salaries Expense, and Advertising Expense. Enter 
the March 31 balances of Cash ($85,000), Inventory ($125,000), Long-Term Notes Payable ($110,000), 
and B. Wise, Capital ($100,000). Also open accounts payable subsidiary ledger accounts for Ned’s 
Supply, Negi Company, Price Company, and Madison, Inc. 

Complete parts 3 and 4 of Problem 7-3A using the results of parts 1 and 2 of this problem. 


Problem 7-4A4 

Special journals, subsidiary 
ledgers, and schedule of 
accounts payable—periodic 


C3 P2 P3 


Check Trial balance totals, $234,438 





Bishop Company completes these transactions and events during March of the current year (terms for all 
its credit sales are 2/10, n/30). 


Mar. 1 


Purchased $42,600 of merchandise from Soy Industries, invoice dated March 1, terms 2/15, 

n/30. 

2 Sold merchandise on credit to Min Cho, Invoice No. 854, for $15,800 (cost is $7,900). 

3 Purchased $1,120 of office supplies on credit from Stacy Company, invoice dated March 3, 

terms n/10 EOM. 

Sold merchandise on credit to Lance Snow, Invoice No. 855, for $9,200 (cost is $4,600). 

Borrowed $72,000 cash from Federal Bank by signing a long-term note payable. 

9 Purchased $20,850 of office equipment on credit from Tells Supply, invoice dated March 9, 

terms n/10 EOM. 

10 Sold merchandise on credit to Taylor Few, Invoice No. 856, for $4,600 (cost is $2,300). 

12 Received payment from Min Cho for the March 2 sale less the discount. 

13 Sent Soy Industries Check No. 416 in payment of the March 1 invoice less the discount. 

13 Received payment from Lance Snow for the March 3 sale less the discount. 

14 Purchased $31,625 of merchandise from the JW Company, invoice dated March 13, terms 2/10, 
n/30. 

15 Issued Check No. 417, payable to Payroll, in payment of sales salaries expense for the first half 

of the month, $15,900. Cashed the check and paid the employees. 


DN Ww 


Problem 7-5A 
Special journals, subsidiary 
ledgers, trial balance—perpetual 


C3 PI P2 
eXcel 


mhhe.com/wildFAP20e 


gr 
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15 Cash sales for the first half of the month are $164,680 (cost is $138,000). (Cash sales are re- 
corded daily, but are recorded only twice here to reduce repetitive entries.) 

16 Purchased $1,670 of store supplies on credit from Stacy Company, invoice dated March 16, 
terms n/10 EOM. 

17 Received a $2,425 credit memorandum from JW Company for the return of unsatisfactory mer- 
chandise purchased on March 14. 

19 Received a $630 credit memorandum from Tells Supply for office equipment received on 
March 9 and returned for credit. 

20 Received payment from Taylor Few for the sale of March 10 less the discount. 

23 Issued Check No. 418 to JW Company in payment of the invoice of March 13 less the March 17 
return and the discount. 

27 Sold merchandise on credit to Taylor Few, Invoice No. 857, for $13,910 (cost is $6,220). 

28 Sold merchandise on credit to Lance Snow, Invoice No. 858, for $5,315 (cost is $2,280). 

31 Issued Check No. 419, payable to Payroll, in payment of sales salaries expense for the last half 
of the month, $15,900. Cashed the check and paid the employees. 

31 Cash sales for the last half of the month are $174,590 (cost is $143,000). 

31 Verify that amounts impacting customer and creditor accounts were posted and that any amounts 
that should have been posted as individual amounts to the general ledger accounts were posted. 
Foot and crossfoot the journals and make the month-end postings. 


Required 


1. 


Open the following general ledger accounts: Cash; Accounts Receivable; Inventory (March 1 beg. bal. 
is $300,000); Office Supplies; Store Supplies; Office Equipment; Accounts Payable; Long-Term Notes 
Payable; M. Bishop, Capital (March 1 beg. bal. is $300,000); Sales; Sales Discounts; Cost of Goods 
Sold; and Sales Salaries Expense. Open the following accounts receivable subsidiary ledger accounts: 
Taylor Few, Min Cho, and Lance Snow. Open the following accounts payable subsidiary ledger 
accounts: Stacy Company, Soy Industries, Tells Supply, and JW Company. 


. Enter these transactions in a sales journal like Exhibit 7.5, a purchases journal like Exhibit 7.9, a cash 


receipts journal like Exhibit 7.7, a cash disbursements journal like Exhibit 7.11, or a general journal. 
Number all journal pages as page 2. 


. Prepare a trial balance of the general ledger and prove the accuracy of the subsidiary ledgers by pre- 


paring schedules of both accounts receivable and accounts payable. 





Problem 7-6A4 
Special journals, subsidiary 
ledgers, trial balance—periodic 


(3 P2 P3 
eXcel 


mhhe.com/wildFAP20e 


Check Trial balance totals, $786,966 


PROBLEM SET B 


Problem 7-1B 

Special journals, subsidiary 
ledgers, schedule of accounts 
receivable— perpetual 


C3 Pi P2 


Assume that Bishop Company in Problem 7-5A uses the periodic inventory system. 


Required 


1. 


Open the following general ledger accounts: Cash; Accounts Receivable; Inventory (March 1 beg. bal. is 
$300,000); Office Supplies; Store Supplies; Office Equipment; Accounts Payable; Long-Term Notes Pay- 
able; M. Bishop, Capital (March 1 beg. bal. is $300,000); Sales; Sales Discounts; Purchases; Purchases 
Returns and Allowances; Purchases Discounts; and Sales Salaries Expense. Open the following accounts 
receivable subsidiary ledger accounts: Taylor Few, Min Cho, and Lance Snow. Open the following accounts 
payable subsidiary ledger accounts: Stacy Company, Soy Industries, Tells Supply, and JW Company. 


- Enter the transactions from Problem 7-5A in a sales journal like that in Exhibit 7A.1, a purchases jour- 


nal like that in Exhibit 7A.3, a cash receipts journal like that in Exhibit 7A.2, a cash disbursements 
journal like that in Exhibit 7A.4, or a general journal. Number journal pages as page 2. 


. Prepare a trial balance of the general ledger and prove the accuracy of the subsidiary ledgers by pre- 


paring schedules of both accounts receivable and accounts payable. 


For account titles and numbers, use the Chart of Accounts at the end of the book. 


Alcorn Industries completes these transactions during July of the current year (the terms of all its credit 
sales are 2/10, n/30). 


July 1 Purchased $6,300 of merchandise on credit from Tahoe Company, invoice dated June 30, terms 


2/10, n/30. 
3 Issued Check No. 300 to The Weekly for advertising expense, $575. 
5 Sold merchandise on credit to Kim Newsom, Invoice No. 918, for $18,400 (cost is $9,700). 
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a 


Sold merchandise on credit to Ruth Baker, Invoice No. 919, for $7,500 (cost is $4,300). 
7 Purchased $1,050 of store supplies on credit from Pryor, Inc., invoice dated July 7, terms n/10 


EOM. 

8 Received a $150 credit memorandum from Pryor, Inc., for the return of store supplies received 
on July 7. 

9 Purchased $37,710 of store equipment on credit from Caro’s Supply, invoice dated July 8, terms 
n/10 EOM. 


10 Issued Check No. 301 to Tahoe Company in payment of its June 30 invoice, less the discount. 

13 Sold merchandise on credit to Stephanie Meyer, Invoice No. 920, for $8,350 (cost is 
$5,030). 

14 Sold merchandise on credit to Kim Newsom, Invoice No. 921, for $4,100 (cost is $2,800). 

15 Received payment from Kim Newsom for the July 5 sale, less the discount. 

15 Issued Check No. 302, payable to Payroll, in payment of sales salaries expense for the first half 
of the month, $30,620. Cashed the check and paid employees. 

15 Cash sales for the first half of the month are $121,370 (cost is $66,330). (Cash sales are re- 
corded daily using data from the cash registers but are recorded only twice in this problem to 
reduce repetitive entries.) 

16 Received payment from Ruth Baker for the July 6 sale, less the discount. 

17 Purchased $8,200 of merchandise on credit from Dixon Company, invoice dated July 17, terms 
2/10, n/30. 

20 Purchased $750 of office supplies on credit from Caro’s Supply, invoice dated July 19, terms 
n/10 EOM. 

21 Borrowed $20,000 cash from College Bank by signing a long-term note payable. 

23 Received payment from Stephanie Meyer for the July 13 sale, less the discount. 

24 Received payment from Kim Newsom for the July 14 sale, less the discount. 

24 Received a $2,400 credit memorandum from Dixon Company for the return of defective mer- 
chandise received on July 17. 

26 Purchased $9,770 of merchandise on credit from Tahoe Company, invoice dated July 26, terms 
2/10, n/30. 

27 Issued Check No. 303 to Dixon Company in payment of its July 17 invoice, less the return and 
the discount. 

29 Sold merchandise on credit to Ruth Baker, Invoice No. 922, for $28,090 (cost is $22,850). 

30 Sold merchandise on credit to Stephanie Meyer, Invoice No. 923, for $15,750 (cost is $9,840). 

31 Issued Check No. 304, payable to Payroll, in payment of the sales salaries expense for the last 
half of the month, $30,620. 

31 Cash sales for the last half of the month are $79,020 (cost is $51,855). 


Required 


1. 


Prepare a sales journal like that in Exhibit 7.5 and a cash receipts journal like that in Exhibit 7.7. Num- 
ber both journals as page 3. Then review the transactions of Alcorn Industries and enter those transac- 
tions that should be journalized in the sales journal and those that should be journalized in the cash 
receipts journal. Ignore any transactions that should be journalized in a purchases journal, a cash dis- 
bursements journal, or a general journal. 


- Open the following general ledger accounts: Cash, Accounts Receivable, Inventory, Long-Term Notes 


Payable, R. Alcorn, Capital, Sales, Sales Discounts, and Cost of Goods Sold. Enter the June 30 balances 
for Cash ($100,000), Inventory ($200,000), Long-Term Notes Payable ($200,000), and R. Alcorn, 
Capital ($100,000). Also open accounts receivable subsidiary ledger accounts for Kim Newsom, 
Stephanie Meyer, and Ruth Baker. 


. Verify that amounts that should be posted as individual amounts from the journals have been 


posted. (Such items are immediately posted.) Foot and crossfoot the journals and make the month- 
end postings. 

Prepare a trial balance of the general ledger and prove the accuracy of the subsidiary ledger by prepar- 
ing a schedule of accounts receivable. 


Analysis Component 


5. Assume that the total for the schedule of Accounts Receivable does not equal the balance of 


the controlling account in the general ledger. Describe steps you would take to discover the 
error(s). 
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Check Trial balance totals, $602,580 
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Problem 7-2B4 

Special journals, subsidiary 
ledgers, and schedule of 
accounts receivable— periodic 


C3 P2 P3 


Check Trial balance totals, $602,580 


Assume that Alcorn Industries in Problem 7-1B uses the periodic inventory system. 


Required 


1. 


Prepare headings for a sales journal like the one in Exhibit 7A. 1. Prepare headings for a cash receipts jour- 
nal like the one in Exhibit 7A.2. Journalize the July transactions shown in Problem 7-1B that should be 
recorded in the sales journal and the cash receipts journal assuming the periodic inventory system is used. 


. Open the general ledger accounts with balances as shown in Problem 7-1B (do not open a Cost of 


Goods Sold ledger account). Also open accounts receivable subsidiary ledger accounts for Ruth Baker, 
Stephanie Meyer, and Kim Newsom. Under the periodic system, an Inventory account exists but is 
inactive until its balance is updated to the correct inventory balance at year-end. In this problem, the 
Inventory account remains inactive but must be included to correctly complete the trial balance. 


. Complete parts 3, 4, and 5 of Problem 7-1B using the results of parts 1 and 2 of this problem. 





Problem 7-3B 

Special journals, subsidiary 
ledgers, and schedule of 
accounts payable— perpetual 


C3 Pi P2 


Check Trial balance totals, $349,130 


The July transactions of Alcorn Industries are described in Problem 7-1B. 


Required 


1. 


Prepare a general journal, a purchases journal like that in Exhibit 7.9, and a cash disbursements journal 
like that in Exhibit 7.11. Number all journal pages as page 3. Review the July transactions of Alcorn 
Industries and enter those transactions that should be journalized in the general journal, the purchases 
journal, or the cash disbursements journal. Ignore any transactions that should be journalized in a sales 
journal or cash receipts journal. 


. Open the following general ledger accounts: Cash, Inventory, Office Supplies, Store Supplies, Store 


Equipment, Accounts Payable, Long-Term Notes Payable, R. Alcorn, Capital, Sales Salaries Expense, 
and Advertising Expense. Enter the June 30 balances of Cash ($100,000), Inventory ($200,000), Long- 
Term Notes Payable ($200,000), and R. Alcorn, Capital ($100,000). Also open accounts payable 
subsidiary ledger accounts for Caro’s Supply, Tahoe Company, Dixon Company, and Pryor, Inc. 


- Verify that amounts that should be posted as individual amounts from the journals have been posted. (Such 


items are immediately posted.) Foot and crossfoot the journals and make the month-end postings. 


. Prepare a trial balance of the general ledger and a schedule of accounts payable. 





Problem 7-4B4 

Special journals, subsidiary 
ledgers, and schedule of 
accounts payable—periodic 


C3 P2 P3 


Check Trial balance totals, $351,772 


Refer to Problem 7-1B and assume that Alcorn uses the periodic inventory system. 


Required 


1. 


Prepare a general journal, a purchases journal like that in Exhibit 7A.3, and a cash disbursements jour- 
nal like that in Exhibit 7A.4. Number all journal pages as page 3. Review the July transactions of 
Alcorn Company (Problem 7-1B) and enter those transactions that should be journalized in the general 
journal, the purchases journal, or the cash disbursements journal. Ignore any transaction that should be 
journalized in a sales journal or cash receipts journal. 


. Open the following general ledger accounts: Cash, Inventory, Office Supplies, Store Supplies, Store 


Equipment, Accounts Payable, Long-Term Notes Payable, R. Alcorn, Capital, Purchases, Purchases 
Returns and Allowances, Purchases Discounts, Sales Salaries Expense, and Advertising Expense. 
Enter the June 30 balances of Cash ($100,000), Inventory ($200,000), Long-Term Notes Payable 
($200,000), and R. Alcorn, Capital ($100,000). Also open accounts payable subsidiary ledger ac- 
counts for Tahoe Company, Pryor, Inc., Caro’s Supply, and Dixon Company. 


- Complete parts 3 and 4 of Problem 7-3B using the results of parts 1 and 2 of this problem. 





Problem 7-5B 
Special journals, subsidiary 
ledgers, trial balance—perpetual 


C3 P2 P3 


Suppan Company completes these transactions during November of the current year (terms for all its 
credit sales are 2/10, n/30). 


Nov. 1 


Purchased $5,062 of office equipment on credit from Blix Supply, invoice dated November 1, 

terms n/10 EOM. 

2 Borrowed $86,250 cash from Kansas Bank by signing a long-term note payable. 

4 Purchased $11,400 of merchandise from ATM Industries, invoice dated November 3, terms 
2/10, n/30. 

5 Purchased $1,020 of store supplies on credit from Globe Company, invoice dated November 5, 

terms n/10 EOM. 
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8 Sold merchandise on credit to Sid Ragan, Invoice No. 439, for $6,350 (cost is $3,710). 

10 Sold merchandise on credit to Carlos Mane, Invoice No. 440, for $12,500 (cost is $7,500). 

11 Purchased $2,887 of merchandise from Xu Company, invoice dated November 10, terms 2/10, 
n/30. 

12 Sent ATM Industries Check No. 633 in payment of its November 3 invoice less the discount. 

15 Issued Check No. 634, payable to Payroll, in payment of sales salaries expense for the first half 
of the month, $8,435. Cashed the check and paid the employees. 

15 Cash sales for the first half of the month are $27,170 (cost is $17,000). (Cash sales are recorded 
daily but are recorded only twice in this problem to reduce repetitive entries.) 

15 Sold merchandise on credit to Tony Timmons, Invoice No. 441, for $4,250 (cost is $1,450). 

16 Purchased $559 of office supplies on credit from Globe Company, invoice dated November 16, 
terms n/10 EOM. 

17 Received a $487 credit memorandum from Xu Company for the return of unsatisfactory mer- 
chandise purchased on November 11. 

18 Received payment from Sid Ragan for the November 8 sale less the discount. 

19 Received payment from Carlos Mane for the November 10 sale less the discount. 

19 Issued Check No. 635 to Xu Company in payment of its invoice of November 10 less the 
return and the discount. 

22 Sold merchandise on credit to Carlos Mane, Invoice No. 442, for $2,595 (cost is $1,060). 

24 Sold merchandise on credit to Tony Timmons, Invoice No. 443, for $3,240 (cost is $1,090). 

25 Received payment from Tony Timmons for the sale of November 15 less the discount. 

26 Received a $922 credit memorandum from Blix Supply for the return of office equipment pur- 
chased on November 1. 

30 Issued Check No. 636, payable to Payroll, in payment of sales salaries expense for the last half 
of the month, $8,435. Cashed the check and paid the employees. 

30 Cash sales for the last half of the month are $35,703 (cost is $20,400). 

30 Verify that amounts impacting customer and creditor accounts were posted and that any amounts 
that should have been posted as individual amounts to the general ledger accounts were posted. 
Foot and crossfoot the journals and make the month-end postings. 


Required 


1. 


Open the following general ledger accounts: Cash; Accounts Receivable; Inventory (November 1 beg. 
bal. is $40,000); Office Supplies; Store Supplies; Office Equipment; Accounts Payable; Long-Term 
Notes Payable; J. Suppan, Capital (Nov. 1 beg. bal. is $40,000); Sales; Sales Discounts; Cost of Goods 
Sold; and Sales Salaries Expense. Open the following accounts receivable subsidiary ledger accounts: 
Carlos Mane, Tony Timmons, and Sid Ragan. Open the following accounts payable subsidiary ledger 
accounts: Globe Company, ATM Industries, Blix Supply, and Xu Company. 


. Enter these transactions in a sales journal like that in Exhibit 7.5, a purchases journal like that in Ex- 


hibit 7.9, a cash receipts journal like that in Exhibit 7.7, a cash disbursements journal like that in 
Exhibit 7.11, or a general journal. Number all journal pages as page 2. 


. Prepare a trial balance of the general ledger and prove the accuracy of the subsidiary ledgers by pre- 


paring schedules of both accounts receivable and accounts payable. 
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Check Trial balance totals, $223,777 





Assume that Suppan Company in Problem 7-5B uses the periodic inventory system. 


Required 


1. 


Open the following general ledger accounts: Cash; Accounts Receivable; Inventory (November | beg. 
bal. is $40,000); Office Supplies; Store Supplies; Office Equipment; Accounts Payable; Long-Term 
Notes Payable; J. Suppan, Capital (Nov. 1 beg. bal. is $40,000); Sales; Sales Discounts; Purchases; 
Purchases Returns and Allowances; Purchases Discounts; and Sales Salaries Expense. Open the fol- 
lowing accounts receivable subsidiary ledger accounts: Carlos Mane, Tony Timmons, and Sid Ragan. 
Open the following accounts payable subsidiary ledger accounts: Globe Company, ATM Industries, 
Blix Supply, and Xu Company. 


- Enter the transactions from Problem 7-5B in a sales journal like that in Exhibit 7A.1, a purchases jour- 


nal like that in Exhibit 7A.3, a cash receipts journal like that in Exhibit 7A.2, a cash disbursements 
journal like that in Exhibit 7A.4, or a general journal. Number journal pages as page 2. 


. Prepare a trial balance of the general ledger and prove the accuracy of the subsidiary ledgers by pre- 


paring schedules of both accounts receivable and accounts payable. 


Problem 7-6B4 
Special journals, subsidiary 
ledgers, trial balance—periodic 


C3 P2 P3 


Check Trial balance totals, $224,540 
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SERIAL PROBLEM 


Business Solutions P1 


Goa 


COMPREHENSIVE 
PROBLEM 


Colo Company 


eXcel 


mhhe.com/wildFAP20e 


Goa 
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(This serial problem began in Chapter I and continues through most of the book. If previous chapter 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to 
use the Working Papers that accompany the book.) 


SP 7 Assume that Santana Rey expands Business Solutions’ accounting system to include special journals. 


Required 

1. Locate the transactions related to January through March 2012 for Business Solutions in Chapter 5. 

2. Enter the Business Solutions transactions for January through March in a sales journal like that in 
Exhibit 7.5 (insert “n/a” in the Invoice column), a cash receipts journal like that in Exhibit 7.7, a pur- 
chases journal like that in Exhibit 7.9 (use Computer Supplies heading instead of Office Supplies), and 
a cash disbursements journal like that in Exhibit 7.11 (insert “n/a” in the Check Number column), or a 
general journal. Number journal pages as page 2. If the transaction does not specify the name of the 
payee, state “not specified” in the Payee column of the cash disbursements journal. 

3. The transactions on the following dates should be journalized in the general journal: January 5, 11, 20, 
24, and 29 (no entry required) and March 24. Do not record and post the adjusting entries for the end 
of March. 


(If the Working Papers that accompany this book are not available, omit this comprehensive problem.) 
Assume it is Monday, May 1, the first business day of the month, and you have just been hired as the ac- 
countant for Colo Company, which operates with monthly accounting periods. All of the company’s 
accounting work is completed through the end of April and its ledgers show April 30 balances. During 
your first month on the job, the company experiences the following transactions and events (terms for all 
its credit sales are 2/10, n/30 unless stated differently): 


May 1 Issued Check No. 3410 to S&P Management Co. in payment of the May rent, $3,710. (Use two 
lines to record the transaction. Charge 80% of the rent to Rent Expense—Selling Space and the 
balance to Rent Expense—Office Space.) 

Sold merchandise on credit to Hensel Company, Invoice No. 8785, for $6,100 (cost is $4,100). 

2 Issued a $175 credit memorandum to Knox Co., for defective (worthless) merchandise sold on 
April 28 and returned for credit. The total selling price (gross) was $4,725. 

3 Received a $798 credit memorandum from Peyton Products for the return of merchandise pur- 
chased on April 29. 

4 Purchased the following on credit from Gear Supply Co.: merchandise, $37,072; store supplies, 
$574; and office supplies, $83. Invoice dated May 4, terms n/10 EOM. 

5 Received payment from Knox Co., for the balance from the April 28 sale less the May 2 return 
and the discount. 

8 Issued Check No. 3411 to Peyton Products to pay for the $7,098 of merchandise purchased on 
April 29 less the May 3 return and a 2% discount. 

9 Sold store supplies to the merchant next door at their cost of $350 cash. 

10 Purchased $4,074 of office equipment on credit from Gear Supply Co., invoice dated May 10, 
terms n/10 EOM. 

11 Received payment from Hensel Company for the May 2 sale less the discount. 

11 Purchased $8,800 of merchandise from Garcia, Inc., invoice dated May 10, terms 2/10, n/30. 

12 Received an $854 credit memorandum from Gear Supply Co. for the return of defective office 
equipment received on May 10. 

15 Issued Check No. 3412, payable to Payroll, in payment of sales salaries, $5,320, and office 
salaries, $3,150. Cashed the check and paid the employees. 

15 Cash sales for the first half of the month are $59,220 (cost is $38,200). (Cash sales are recorded 
daily but are recorded only twice here to reduce repetitive entries.) 

15 Post to the customer and creditor accounts. Also post individual items that are not included in 
column totals at the end of the month to the general ledger accounts. (Such items are posted 
daily but are posted only twice each month because they are few in number.) 

16 Sold merchandise on credit to Hensel Company, Invoice No. 8786, for $3,990 (cost is $1,890). 

17 Purchased $13,650 of merchandise from Fink Corp., invoice dated May 14, terms 2/10, n/60. 

19 Issued Check No. 3413 to Garcia, Inc., in payment of its May 10 invoice less the discount. 

22 Sold merchandise to Lee Services, Invoice No. 8787, for $6,850 (cost is $4,990), terms 2/10, 
n/60. 

23 Issued Check No. 3414 to Fink Corp. in payment of its May 14 invoice less the discount. 

24 Purchased the following on credit from Gear Supply Co.: merchandise, $8,120; store supplies, 
$630; and office supplies, $280. Invoice dated May 24, terms n/10 EOM. 
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25 Purchased $3,080 of merchandise from Peyton Products, invoice dated May 23, terms 2/10, n/30. 

26 Sold merchandise on credit to Crane Corp., Invoice No. 8788, for $14,210 (cost is $8,230). 

26 Issued Check No. 3415 to Perennial Power in payment of the May electric bill, $1,283. 

29 The owner of Colo Company, Jenny Colo, used Check No. 3416 to withdraw $7,000 cash from 
the business for personal use. 

30 Received payment from Lee Services for the May 22 sale less the discount. 

30 Issued Check No. 3417, payable to Payroll, in payment of sales salaries, $5,320, and office 
salaries, $3,150. Cashed the check and paid the employees. 

31 Cash sales for the last half of the month are $66,052 (cost is $42,500). 

31 Post to the customer and creditor accounts. Also post individual items that are not included in 
column totals at the end of the month to the general ledger accounts. Foot and crossfoot the 
journals and make the month-end postings. 


Required 


1. Enter these transactions in a sales journal, a purchases journal, a cash receipts journal, a cash disburse- 
ments journal, or a general journal as illustrated in this chapter (number all journal pages as page 2). 
Post when instructed to do so. Assume a perpetual inventory system. 
2. Prepare a trial balance in the Trial Balance columns of the work sheet form provided with the working Check (2) Unadjusted trial balance 
papers. Complete the work sheet using the following information for accounting adjustments. totals, $545,020; Adjustments 
. Expired insurance, $553. column totals, $2,407 
. Ending store supplies inventory, $2,632. 
. Ending office supplies inventory, $504. 


. Depreciation of store equipment, $567. 


onan 


. Depreciation of office equipment, $329. 
Prepare and post adjusting and closing entries. 


3. Prepare a May 2011 multiple-step income statement, a May 2011 statement of owner’s equity, and a (3) Net income, $31,647; 
May 31, 2011, classified balance sheet. Total assets, $385,791 


4. Prepare a post-closing trial balance. Also prove the accuracy of subsidiary ledgers by preparing sched- 
ules of both accounts receivable and accounts payable. 


Beyond the Numbers 


BTN 7-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. REPORTING IN 
1. Identify the note that reports on Research In Motion’s business segments. ACTION 
2. Describe the focus and activities of each of Research In Motion’s business segments. Al 


Fast Forward 
RIM 


3. Access Research In Motion’s annual report for fiscal years ending after February 27, 2010, from its 
Website (RIM.com) or the SEC’s EDGAR database (www.sEc.gov). Has Research In Motion changed 
its reporting policy regarding segment information? Explain. 











BTN 7-2 Key figures for Research In Motion and Apple follow ($ millions). COMPARATIVE 
ANALYSIS 
Current Year One Year Prior Two Years Prior M 
E $§_»|§_ —_ AEE 
Segment Segment Segment Segment Segment Segment 
RIM Segment Revenue Assets Revenue Assets Revenue Assets R I M 
Domestic ..............0000. $8,620 $4,059 $6,968 $2,647 $3,529 $1,739 Apple 
International................ 6,333 6,145 4,097 5,454 2,480 3,772 


Current Year One Year Prior Two Years Prior 


Segment Segment Segment Segment Segment Segment 
Apple Segment Revenue Assets Revenue Assets Revenue Assets 





Domestic ............0000. $22,325 $2,698 $20,893 $2,269 $14,683 $1,752 
International............... 20,580 495 16,598 410 9,895 260 
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Required 


1. Compute the ratio of segment revenue divided by segment assets for each of the segments of Research 
In Motion and Apple for each of the two most recent years shown. (We do not compute the segment 
return on assets as these companies did not report their segment income.) 


2. Interpret and comment on your results of part 1. 





ETHICS 
CHALLENGE 


1G 


COMMUNICATING 
IN PRACTICE 


20 N? 


BTN 7-3 Erica Gray, CPA, is a sole practitioner. She has been practicing as an auditor for 10 years. Re- 
cently a long-standing audit client asked Gray to design and implement an integrated computer-based 
accounting information system. The fees associated with this additional engagement with the client are 
very attractive. However, Gray wonders if she can remain objective on subsequent audits in her evaluation 
of the client’s accounting system and its records if she was responsible for its design and implementation. 
Gray knows that professional auditing standards require her to remain independent in fact and appearance 
from her auditing clients. 


Required 


1. What do you believe auditing standards are mainly concerned with when they require independence in 
fact? In appearance? 


2. Why is it important that auditors remain independent of their clients? 
3. Do you think Gray can accept this engagement and remain independent? Justify your response. 


BTN 7-4 Your friend, Wendy Geiger, owns a small retail store that sells candies and nuts. Geiger ac- 
quires her goods from a few select vendors. She generally makes purchase orders by phone and on credit. 
Sales are primarily for cash. Geiger keeps her own manual accounting system using a general journal and 
a general ledger. At the end of each business day, she records one summary entry for cash sales. Geiger 
recently began offering items in creative gift packages. This has increased sales substantially, and she is 
now receiving orders from corporate and other clients who order large quantities and prefer to buy on 
credit. As a result of increased credit transactions in both purchases and sales, keeping the accounting rec- 
ords has become extremely time consuming. Geiger wants to continue to maintain her own manual system 
and calls you for advice. Write a memo to her advising how she might modify her current manual account- 
ing system to accommodate the expanded business activities. Geiger is accustomed to checking her ledger 
by using a trial balance. Your memo should explain the advantages of what you propose and of any other 
verification techniques you recommend. 





TAKING IT TO 
THE NET 


“BO 


BTN 7-5 Access the March 18, 2010, filing of the fiscal 2010 10-K report for Dell (ticker DELL) at 
Wwww.SEC.gov. Read its Note 14 that details Dell’s segment information and answer the following. 


1. Dell’s operations are divided among which four global business segments? 

2. In fiscal year 2010, which segment had the largest dollar amount of operating income? Which had the 
largest amount of assets? 

3. Compute the return on assets for each segment for fiscal year 2010. Use operating income and average 
total assets by segment for your calculation. Which segment has the highest return on assets? 

4. For what product groups does Dell provide segment data? What percent of Dell’s net revenue is earned 
by each product group? 





TEAMWORK IN 
ACTION 


C3 P1 P2 


BTN 7-6 Each member of the team is to assume responsibility for one of the following tasks: 
Journalizing in the purchases journal. 

Journalizing in the cash disbursements journal. 

Maintaining and verifying the Accounts Payable ledger. 

Journalizing in the sales journal and the general journal. 

Journalizing in the cash receipts journal. 


aOR OT ® 


Maintaining and verifying the Accounts Receivable ledger. 
The team should abide by the following procedures in carrying out responsibilities. 


Required 


1. After tasks a—f are assigned, each team member is to quickly read the list of transactions in Problem 
7-5A, identifying with initials the journal in which each transaction is to be recorded. Upon completion, 
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the team leader is to read transaction dates, and the appropriate team member is to vocalize respon- 
sibility. Any disagreement between teammates must be resolved. 

2. Journalize and continually update subsidiary ledgers. Journal recorders should alert teammates 
assigned to subsidiary ledgers when an entry must be posted to their subsidiary. 

3. Team members responsible for tasks a, b, d, and e are to summarize and prove journals; members 
responsible for tasks c and f are to prepare both payables and receivables schedules. 

4. The team leader is to take charge of the general ledger, rotating team members to obtain amounts to be 
posted. The person responsible for a journal must complete posting references in that journal. Other 
team members should verify the accuracy of account balance computations. To avoid any abnormal 
account balances, post in the following order: P, S, G, R, D. (Note: Posting any necessary individual 
general ledger amounts is also done at this time.) 

5. The team leader is to read out general ledger account balances while another team member fills in the trial 
balance form. Concurrently, one member should keep a running balance of debit account balance totals 
and another credit account balance totals. Verify the final total of the trial balance and the schedules. If 
necessary, the team must resolve any errors. Turn in the trial balance and schedules to the instructor. 





BTN 7-7 Refer to the chapter’s opening feature about Kim Jordan and her company, New Belgium ENTREPRENEURIAL 
Brewing Company. Her manufacturing company deals with numerous suppliers and customers. DECISION 


Required P1 o 


1. Identify the special journals that New Belgium Brewing would be likely to use in its operations. Also 
identify any subsidiary ledgers that it would likely use. 


2. New Belgium Brewing hopes to double yearly sales within five years hence from its current $100 mil- 
lion annual amount. Assume that its sales growth projections are as follows. 


OneYear TwoYears ThreeYears FourYears Five Years 


Year Hence Hence Hence Hence Hence 





Projected growth in sales 
(from the preceding year) ......... 0% 20% 15% 25% 20% 


Estimate New Belgium Brewing’s projected sales for each year (round to the nearest dollar). If this pattern of 
sales growth holds, will New Belgium Brewing achieve its goal of doubling sales in five years? 





BTN 7-8 Access and refer to the December 31, 2009, annual report for Nokia at www.Nokia.com. GLOBAL DECISION 


Required Al 


1. Identify its Note 2 (Segmental Information) to its financial statements and locate its information relat- 
ing to Nokia’s operating and reportable segments. Identify those three segments. NOKIA 


2. What financial figures does it disclose for each segment? 
3. Does Nokia have a dominant segment? Explain. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. 
2. 
3. 
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Cash and Internal Controls 








A Look Back A Look at This Chapter A Look Ahead 


Chapter 7 focused on accounting infor This chapter extends our study of ac- Chapter 9 focuses on receivables. We 
mation systems. We explained the princi- counting to internal control and the analy- explain how to account and report on 
ples and components of information sys- sis of cash. We describe procedures that receivables and their related accounts. 
tems, the use of special journals and are good for internal control. We also ex This includes estimating uncollectible re- 
subsidiary ledgers, and technology-based plain the control of and the accounting for ceivables and computing interest earned. 
systems. cash, including control features of bank- 

ing activities. 
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CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Define internal control and identify its A Compute the days’ sales uncollected P1 Apply internal control to cash receipts 
purpose and principles. (p. 316) ratio and use it to assess liquidity. and disbursements. (p. 322) 
. 335 
C2 Define cash and cash equivalents and ij ! P? Explain and record petty cash fund 


explain how to report them. (p. 321) transactions. (p. 326) 


P3 Prepare a bank reconciliation. 
(p. 331) 


P4 Appendix 8A—Describe the use of 
documentation and verification to 
control cash disbursements. (p. 338) 





Ph Appendix 8B—Apply the net method 
to control purchase discounts. (p. 341) 
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DYLAN'S CANDy xr AR 


BELGIAN chocoLare 


Decision Insight 


NEW YORK—A 10-foot chocolate bunny greets you as 
you enter the store—that should be warning enough! This 
elite designer candy store, christened L 
(DylansCandyBar.com), is the brainchild of co-founder Dylan 
Lauren. Explains Dylan, “| got a business plan together and set 
out to make candy my livelihood.” 

This sweet-lovers’ heaven offers more than 5,000 different 
choices of sweets from all over the world. It has become a hip 
hangout for locals and tourists—and it has made candy cool. Says 
Dylan, “Park Avenue women come in, and the first thing they ask 
for is Gummi bears. They love that it’s very childhood, nostalgic.” 

Although marketing is an important part of its success, Dylan's 
management of internal controls and cash is equally impressive. 
Several control procedures monitor its business activities and 
safeguard its assets. An example is the biometric time and atten- 
dance control system using fingerprint characteristics. Says Dylan, 
“There's no fooling the system! It is going to help us remotely 
manage our employees while eliminating human error and 
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it doesn't feel like work” 
—DYLAN LAUREN 


“Its a creative outlet forme... 


dishonesty. [It] is a cost-effective and important business manage- 
ment tool.” Similar controls are applied throughout the store. Dylan 
explains that such controls raise productivity and cut expenses. 

The store’s cash management practices are equally impres- 
sive, including controls over cash receipts, disbursements, and 
petty cash. The use of bank reconciliations further helps with the 
store's control and management of cash. Dylan explains that 
she takes advantage of available banking services to enhance 
controls over cash. 

Internal controls are crucial when on a busy day its stores 
bring in thousands of customers, and their cash. They have al- 
ready expanded to three stores in New York, and one each in 
Houston and Orlando. Through it all, Dylan says it is “totally fun.” 


[Sources: Dylan’s Candy Bar Website, January 2011; Entrepreneur, June 2005; 
NYC Official City Guide, July 2009; The New York Times, June & March 2009; 
Dolce Vita Magazine, June 2009; Luxury Insider, March 2009.] 





Chapter Preview 





We all are aware of theft and fraud. They affect us in several 
ways: We lock doors, chain bikes, review sales receipts, and 
acquire alarm systems. A company also takes actions to safe- 
guard, control, and manage what it owns. Experience tells us 
that small companies are most vulnerable, usually due to weak 
internal controls. It is management's responsibility to set up 


policies and procedures to safeguard a company’s assets, 
especially cash. To do so, management and employees must 
understand and apply principles of internal control. This chapter 
describes these principles and how to apply them. It focuses 
special attention on cash because it is easily transferable and is 
often at high risk of loss. 









Cash and Internal Controls 


Control of Cash Banking Activities 
as Controls 


e Cash, cash equiva- ¢ Basic bank services 
lents, and liquidity e Bank statement 

e Control of receipts e Bank reconciliation 

e Control of 

disbursements 













Internal Control 





e Purpose of controls 

e Principles of controls 

e Technology and 
controls 

e Limitations of controls 


INTERNAL CONTROL 


This section describes internal control and its fundamental principles. We also discuss the im- 
pact of technology on internal control and the limitations of control procedures. 


Purpose of Internal Control 


Managers (or owners) of small businesses often control the entire operation. These managers 
usually purchase all assets, hire and manage employees, negotiate all contracts, and sign all 
checks. They know from personal contact and observation whether the business is actually re- 
ceiving the assets and services paid for. Most companies, however, cannot maintain this close 
personal supervision. They must delegate responsibilities and rely on formal procedures rather 
than personal contact in controlling business activities. 





C Define internal control and 
identify its purpose and 
principles. 











Internal Control System Managers use an internal control system to monitor and con- 
trol business activities. An internal control system consists of the policies and procedures 
managers use to 


© Protect assets. 

e@ Ensure reliable accounting. 

® Promote efficient operations. 

© Urge adherence to company policies. 


A properly designed internal control system is a key part of systems design, analysis, and 
performance. Managers place a high priority on internal control systems because they can prevent 
avoidable losses, help managers plan operations, and monitor company and employee perfor- 
mance. Internal controls do not provide guarantees, but they lower the company’s risk of loss. 


Sarbanes-Oxley Act (SOX) The Sarbanes-Oxley Act (SOX) requires the managers and 
auditors of companies whose stock is traded on an exchange (called public companies) to docu- 
ment and certify the system of internal controls. Following are some of the specific requirements: 


e@ Auditors must evaluate internal controls and issue an internal control report. 

Auditors of a client are restricted as to what consulting services they can provide that client. 
The person leading an audit can serve no more than seven years without a two-year break. 
Auditors’ work is overseen by the Public Company Accounting Oversight Board (PCAOB). 
Harsh penalties exist for violators—sentences up to 25 years in prison with severe fines. 
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SOX has markedly impacted companies, and the costs of its implementation are high. Impor- 
tantly, Section 404 of SOX requires that managers document and assess the effectiveness of all 
internal control processes that can impact financial reporting. The benefits include greater con- 
fidence in accounting systems and their related reports. However, the public continues to debate 
the costs versus the benefits of SOX as nearly all business activities of these companies are im- 
pacted by SOX. Section 404 of SOX requires that managers document and assess their internal 
controls and that auditors provide an opinion on managers’ documentation and assessment. 
Costs of complying with Section 404 for companies is reported to average $4 million (source: 
Financial Executives Institute). 


Principles of Internal Control 


Internal control policies and procedures vary from company to company according to such fac- 
tors as the nature of the business and its size. Certain fundamental internal control principles 
apply to all companies. The principles of internal control are to 
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1. Establish responsibilities. 

Maintain adequate records. 

Insure assets and bond key employees. 
Separate recordkeeping from custody of assets. 





Divide responsibility for related transactions. 


Nw Pwd 


Apply technological controls. 
7. Perform regular and independent reviews. 


This section explains these seven principles and describes how internal control procedures 
minimize the risk of fraud and theft. These procedures also increase the reliability and accuracy 
of accounting records. A framework for how these seven principles improve the quality of 
financial reporting is provided by the Committee of Sponsoring Organizations (COSO) 
(www.COSO.org). Specifically, these principles link to five aspects of internal control: control 
activities, control environment, risk assessment, monitoring, and communication. 


Establish Responsibilities Proper internal control means that responsibility for a task is 
clearly established and assigned to one person. When a problem occurs in a company where 
responsibility is not identified, determining who is at fault is difficult. For instance, if two sales- 
clerks share the same cash register and there is a cash shortage, neither clerk can be held account- 
able. To prevent this problem, one clerk might be given responsibility for handling all cash sales. 
Alternately, a company can use a register with separate cash drawers for each clerk. Most of us 
have waited at a retail counter during a shift change while employees swap cash drawers. 


Maintain Adequate Records Good recordkeeping is part of an internal control system. It 
helps protect assets and ensures that employees use prescribed procedures. Reliable records are also 
a source of information that managers use to monitor company activities. When detailed records of 
equipment are kept, for instance, items are unlikely to be lost or stolen without detection. Similarly, 
transactions are less likely to be entered in wrong accounts if a chart of accounts is set up and care- 
fully used. Many preprinted forms and internal documents are also designed for use in a good inter- 
nal control system. When sales slips are properly designed, for instance, sales personnel can record 
needed information efficiently with less chance of errors or delays to customers. When sales slips 
are prenumbered and controlled, each one issued is the responsibility of one salesperson, preventing 
the salesperson from pocketing cash by making a sale and destroying the sales slip. Computerized 
point-of-sale systems achieve the same control results. 


Insure Assets and Bond Key Employees Good internal control means that assets are 
adequately insured against casualty and that employees handling large amounts of cash and 
easily transferable assets are bonded. An employee is bonded when a company purchases an 
insurance policy, or a bond, against losses from theft by that employee. Bonding reduces the 
risk of loss. It also discourages theft because bonded employees know an independent bonding 
company will be involved when theft is uncovered and is unlikely to be sympathetic with an 
employee involved in theft. 
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Point: Sarbanes-Oxley Act (SOX) 
requires that each annual report contain 
an internal control report, which must: 

(1) state managers’ responsibility for 
establishing and maintaining adequate 
internal controls for financial reporting; 
and (2) assess the effectiveness of those 
controls. 


Point: Many companies have a manda- 
tory vacation policy for employees who 
handle cash.When another employee 
must cover for the one on vacation, it is 
more difficult to hide cash frauds. 


Point: The Association of Certified 
Fraud Examiners (cfenet.com) esti- 
mates that employee fraud costs small 
companies more than $100,000 per 
incident. 
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Point: There’s a new security device—a 
person’s ECG (electrocardiogram) 
reading—that is as unique as a fingerprint 
and a lot harder to lose or steal than a 
PIN. ECGs can be read through fingertip 
touches. An ECG also shows that a living 
person is actually there, whereas finger- 
print and facial recognition software can 
be fooled. 
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@ Decision 





Tag Control A novel technique exists for marking physical assets. It in- 
volves embedding a less than one-inch-square tag of fibers that creates a 
unique optical signature recordable by scanners. Manufacturers hope to 
embed tags in everything from compact discs and credit cards to designer 
clothes for purposes of internal control and efficiency. E 





Separate Recordkeeping from Custody of Assets A person who controls or has 
access to an asset must not keep that asset’s accounting records. This principle reduces the risk 
of theft or waste of an asset because the person with control over it knows that another person 
keeps its records. Also, a recordkeeper who does not have access to the asset has no reason to 
falsify records. This means that to steal an asset and hide the theft from the records, two or more 
people must collude—or agree in secret to commit the fraud. 


Divide Responsibility for Related Transactions Good internal control divides 
responsibility for a transaction or a series of related transactions between two or more individu- 
als or departments. This is to ensure that the work of one individual acts as a check on the other. 
This principle, often called separation of duties, is not a call for duplication of work. Each em- 
ployee or department should perform unduplicated effort. Examples of transactions with divided 
responsibility are placing purchase orders, receiving merchandise, and paying vendors. These 
tasks should not be given to one individual or department. Assigning responsibility for two or 
more of these tasks to one party increases mistakes and perhaps fraud. Having an independent 
person, for example, check incoming goods for quality and quantity encourages more care and 
attention to detail than having the person who placed the order do the checking. Added protec- 
tion can result from identifying a third person to approve payment of the invoice. A company 
can even designate a fourth person with authority to write checks as another protective 
measure. 


Apply Technological Controls Cash registers, check protectors, time clocks, and per- 
sonal identification scanners are examples of devices that can improve internal control. Technol- 
ogy often improves the effectiveness of controls. A cash register with a locked-in tape or electronic 
file makes a record of each cash sale. A check protector perforates the amount of a check into its 
face and makes it difficult to alter the amount. A time clock registers the exact time an employee 
both arrives at and departs from the job. Mechanical change and currency counters quickly and 
accurately count amounts, and personal scanners limit access to only authorized individuals. Each 
of these and other technological controls are an effective part of many internal control systems. 
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About Face _ Face-recognition software snaps a digital picture of the face and converts key facial 
features—say, the distance between the eyes—into a series of numerical values. These can be stored on 
an ID or ATM card as a simple bar code to prohibit unauthorized access. E 


Perform Regular and Independent Reviews Changes in personnel, stress of time 
pressures, and technological advances present opportunities for shortcuts and lapses. To counter 
these factors, regular reviews of internal control systems are needed to ensure that procedures 
are followed. These reviews are preferably done by internal auditors not directly involved in the 
activities. Their impartial perspective encourages an evaluation of the efficiency as well as the 
effectiveness of the internal control system. Many companies also pay for audits by indepen- 
dent, external auditors. These external auditors test the company’s financial records to give an 
opinion as to whether its financial statements are presented fairly. Before external auditors de- 
cide on how much testing is needed, they evaluate the effectiveness of the internal control sys- 
tem. This evaluation is often helpful to a client. 
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© Decision 


Answer — p. 343 





Entrepreneur As owner of a start-up information services company, you hire a systems analyst. One of 
her first recommendations is to require all employees to take at least one week of vacation per year. Why 
would she recommend a “forced vacation” policy? E 


Technology and Internal Control 


The fundamental principles of internal control are relevant no matter what the technological 
state of the accounting system, from purely manual to fully automated systems. Technology 
impacts an internal control system in several important ways. Perhaps the most obvious is that 
technology allows us quicker access to databases and information. Used effectively, technology 
greatly improves managers’ abilities to monitor and control business activities. This section 
describes some technological impacts we must be alert to. 


Reduced Processing Errors Technologically advanced systems reduce the number of 
errors in processing information. Provided the software and data entry are correct, the risk of 
mechanical and mathematical errors is nearly eliminated. However, we must remember that 
erroneous software or data entry does exist. Also, less human involvement in data processing 
can cause data entry errors to go undiscovered. Moreover, errors in software can produce 
consistent but erroneous processing of transactions. Continually checking and monitoring all 
types of systems are important. 


More Extensive Testing of Records A company’s review and audit of electronic rec- 
ords can include more extensive testing when information is easily and rapidly accessed. When 
accounting records are kept manually, auditors and others likely select only small samples of 
data to test. When data are accessible with computer technology, however, auditors can quickly 
analyze large samples or even the entire database. 


Limited Evidence of Processing Many data processing steps are increasingly done by 
computer. Accordingly, fewer hard-copy items of documentary evidence are available for re- 
view. Yet technologically advanced systems can provide new evidence. They can, for instance, 
record who made the entries, the date and time, the source of the entry, and so on. Technology 
can also be designed to require the use of passwords or other identification before access to the 
system is granted. This means that internal control depends more on the design and operation of 
the information system and less on the analysis of its resulting documents. 


Crucial Separation of Duties Technological advances in accounting information sys- 
tems often yield some job eliminations or consolidations. While those who remain have the 
special skills necessary to operate advanced programs and equipment, a company with a re- 
duced workforce risks losing its crucial separation of duties. The company must establish ways 
to control and monitor employees to minimize risk of error and fraud. For instance, the person 
who designs and programs the information system must not be the one who operates it. The 
company must also separate control over programs and files from the activities related to cash 
receipts and disbursements. For instance, a computer operator should not control check-writing 
activities. Achieving acceptable separation of duties can be especially difficult and 
costly in small companies with few employees. 


Increased E-Commerce Technology has encouraged the growth of 
e-commerce. Amazon.com and eBay are examples of companies that have suc- 
cessfully exploited e-commerce. Most companies have some e-commerce transac- 
tions. All such transactions involve at least three risks. (1) Credit card number 
theft is a risk of using, transmitting, and storing such data online. This increases 
the cost of e-commerce. (2) Computer viruses are malicious programs that attach 
themselves to innocent files for purposes of infecting and harming other files and 
programs. (3) Impersonation online can result in charges of sales to bogus ac- 
counts, purchases of inappropriate materials, and the unknowing giving up of con- 
fidential information to hackers. Companies use both firewalls and encryption to 
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Point: Information on Internet fraud 
can be found at these Websites: 
sec.gov/investor/pubs/cyberfraud.htm 
ftc.gov/bcp/consumer.shtm 
www.fraud.org 








Point: Evidence of any internal control 
failure for a company reduces user 
confidence in its financial statements. 


Point: We look to several sources 
when assessing a company’s internal 
controls. Sources include the auditor's 
report, management report on controls 
(if available), management discussion and 
analysis, and financial press. 


Point: COSO organizes control 
components into five types: 


e Control environment 

e Control activities 

e Risk assessment 

e Monitoring 

* Information and communication 





“Worst case of identity theft I’ve ever seen!” 


Copyright 2004 by Randy Glasbergen. www.glasbergen.com 


320 


Point: Cybercrime.gov pursues 
computer and intellectual property 
crimes, including that of e-commerce. 


Chapter 8 Cash and Internal Controls 


combat some of these risks—firewalls are points of entry to a system that require passwords to 
continue, and encryption is a mathematical process to rearrange contents that cannot be read 
without the process code. Nearly 5% of Americans already report being victims of identity 
theft, and roughly 10 million say their privacy has been compromised. 





@ Decision 


Cheery Fraud Victim Certified Fraud Examiners Website reports the following: Andrew Cameron 
stole Jacqueline Boanson's credit card. Cameron headed to the racetrack and promptly charged two bets 
for $150 on the credit card—winning $400. Unfortunately for Cameron the racetrack refused to pay him 
cash as its internal control policy is to credit winnings from bets made on a credit card to that same card. 
Cameron was later nabbed; and the racetrack let Ms. Boanson keep the winnings. E 


Limitations of Internal Control 


All internal control policies and procedures have limitations that usually arise from either (1) the 
human element or (2) the cost-benefit principle. 

Internal control policies and procedures are applied by people. This human element creates 
several potential limitations that we can categorize as either (1) human error or (2) human fraud. 
Human error can occur from negligence, fatigue, misjudgment, or confusion. Human fraud in- 
volves intent by people to defeat internal controls, such as management override, for personal 
gain. Fraud also includes collusion to thwart the separation of duties. The human element high- 
lights the importance of establishing an internal control environment to convey management’s 
commitment to internal control policies and procedures. Human fraud is driven by the triple- 
threat of fraud: 


© Opportunity—tefers to internal control deficiencies in the workplace. 
e@ Pressure—tefers to financial, family, society, and other stresses to succeed. 
e Rationalization—trefers to employees justifying fraudulent behavior. 


The second major limitation on internal control is the cost—benefit principle, which dictates 
that the costs of internal controls must not exceed their benefits. Analysis of costs and benefits 
must consider all factors, including the impact on morale. Most companies, for instance, have a 
legal right to read employees’ e-mails, yet companies seldom exercise that right unless they are 
confronted with evidence of potential harm to the company. The same holds for drug testing, 
phone tapping, and hidden cameras. The bottom line is that managers must establish internal 
control policies and procedures with a net benefit to the company. 


Address | www.hacker’sguidetocyberspace.com GO 


Hacker’s Guide to Cyberspace 


Pharming Viruses attached to e-mails and Websites load software onto your PC that 
monitors keystrokes; when you sign on to financial Websites, it steals your passwords. = 


Phishing Hackers send e-mails to you posing as banks; you are asked for infor- 


mation using fake Websites where they reel in your passwords and personal data. Hackers Guide to 
= _—Wetspace 


———_ 


WI-Phishing Cybercrooks set up wireless networks hoping you use them to 
connect to the Web; your passwords and data are stolen as you use their 
network. 


Bot-Networking Hackers send remote-control programs to your PC that take 
control to send out spam and viruses; they even rent your bot to other 
cybercrooks. 





Typo-Squatting Hackers set up Websites with addresses similar to legit outfits; when 
you make a typo and hit their sites, they infect your PC with viruses or take them over 
as bots. 
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Quick Check Answers — p. 343 [vi 


1. Principles of internal control suggest that (choose one): (a) Responsibility for a series of 
related transactions (such as placing orders, receiving and paying for merchandise) should be 
assigned to one employee; (b) Responsibility for individual tasks should be shared by more 
than one employee so that one serves as a check on the other; or (c) Employees who handle 
considerable cash and easily transferable assets should be bonded. 


2. What are some impacts of computing technology on internal control? 


321 





CONTROL OF CASH 


Cash is a necessary asset of every company. Most companies also own cash equivalents (de- 
fined below), which are assets similar to cash. Cash and cash equivalents are the most liquid of 
all assets and are easily hidden and moved. An effective system of internal controls protects 
these assets and it should meet three basic guidelines: 


1. Handling cash is separate from recordkeeping of cash. 
2. Cash receipts are promptly deposited in a bank. 
3. Cash disbursements are made by check. 


The first guideline applies separation of duties to minimize errors and fraud. When duties are 
separated, two or more people must collude to steal cash and conceal this action in the account- 
ing records. The second guideline uses immediate (say, daily) deposits of all cash receipts to 
produce a timely independent record of the cash received. It also reduces the likelihood of cash 
theft (or loss) and the risk that an employee could personally use the money before depositing 
it. The third guideline uses payments by check to develop an independent bank record of cash 
disbursements. This guideline also reduces the risk of cash theft (or loss). 

This section begins with definitions of cash and cash equivalents. Discussion then focuses on 
controls and accounting for both cash receipts and disbursements. The exact procedures used to 
achieve control over cash vary across companies. They depend on factors such as company size, 
number of employees, volume of cash transactions, and sources of cash. 


Cash, Cash Equivalents, and Liquidity 


Good accounting systems help in managing the amount of cash and controlling who has access 
to it. Cash is the usual means of payment when paying for assets, services, or liabilities. 
Liquidity refers to a company’s ability to pay for its near-term obligations. Cash and similar 
assets are called liquid assets because they can be readily used to settle such obligations. A 
company needs liquid assets to effectively operate. 

Cash includes currency and coins along with the amounts on deposit in bank accounts, check- 
ing accounts (called demand deposits), and many savings accounts (called time deposits). Cash 
also includes items that are acceptable for deposit in these accounts such as customer checks, ca- 
shier’s checks, certified checks, and money orders. Cash equivalents are short-term, highly liquid 
investment assets meeting two criteria: (1) readily convertible to a known cash amount and 
(2) sufficiently close to their due date so that their market value is not sensitive to interest rate 
changes. Only investments purchased within three months of their due date usually satisfy these cri- 
teria. Examples of cash equivalents are short-term investments in assets such as U.S. Treasury bills 
and money market funds. To increase their return, many companies invest idle cash in cash equiva- 
lents. Most companies combine cash equivalents with cash as a single item on the balance sheet. 


Cash Management 


When companies fail, one of the most common causes is their inability to manage cash. Companies 
must plan both cash receipts and cash payments. The goals of cash management are twofold: 


1. Plan cash receipts to meet cash payments when due. 
2. Keep a minimum level of cash necessary to operate. 








C Define cash and cash 
equivalents and explain 
how to report them. 











Point: The most liquid assets are usu- 
ally reported first on a balance sheet; the 
least liquid assets are reported last. 


Point: Google reports cash and 

cash equivalents of $10,198 million in its 
balance sheet. This amount makes up 
nearly 25% of its total assets. 
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P 


Apply internal control 
to cash receipts and 
disbursements. 








Chapter 8 Cash and Internal Controls 


The treasurer of the company is responsible for cash management. Effective cash management 
involves applying the following cash management principles. 


© Encourage collection of receivables. The more quickly customers and others pay the com- 
pany, the more quickly that company can use the money. Some companies have cash-only 
sales policies. Others might offer discounts for payments received early. 


e@ Delay payment of liabilities. The more delayed a company is in paying others, the more 
time it has to use the money. Some companies regularly wait to pay their bills until the last 
possible day allowed—although, a company must take care not to hurt its credit standing. 


© Keep only necessary levels of assets. The less money tied up in idle assets, the more money 
to invest in productive assets. Some companies maintain just-in-time inventory; meaning they 
plan inventory to be available at the same time orders are filled. Others might lease out ex- 
cess warehouse space or rent equipment instead of buying it. 


@ Plan expenditures. Money should be spent only when it is available. Companies must look 
at seasonal and business cycles to plan expenditures. 


@ Invest excess cash. Excess cash earns no return and should be invested. Excess cash from 
seasonal cycles can be placed in a bank account or other short-term investment for income. 
Excess cash beyond what’s needed for regular business should be invested in productive 
assets like factories and inventories. 


@ Decision 





Days’ Cash Expense Coverage The ratio of cash (and cash equivalents) to average daily cash 
expenses indicates the number of days a company can operate without additional cash inflows. It reflects 
on company liquidity and on the potential of excess cash. E 


Control of Cash Receipts 


Internal control of cash receipts ensures that cash received is properly recorded and depos- 
ited. Cash receipts can arise from transactions such as cash sales, collections of customer ac- 
counts, receipts of interest earned, bank loans, sales of assets, and owner investments. This 
section explains internal control over two important types of cash receipts: over-the-counter 
and by mail. 


Over-the-Counter Cash Receipts For purposes of internal control, over-the-counter 
cash receipts from sales should be recorded on a cash register at the time of each sale. To help 
ensure that correct amounts are entered, each register should be located so customers can read 
the amounts entered. Clerks also should be required to enter each sale before wrapping mer- 
chandise and to give the customer a receipt for each sale. The design of each cash register 
should provide a permanent, locked-in record of each transaction. In many systems, the register 
is directly linked with computing and accounting services. Less advanced registers simply print 
a record of each transaction on a paper tape or electronic file locked inside the register. 

Proper internal control prescribes that custody over cash should be separate from its record- 
keeping. For over-the-counter cash receipts, this separation begins with the cash sale. The clerk 
who has access to cash in the register should not have access to its locked-in record. At the end 
of the clerk’s work period, the clerk should count the cash in the register, record the amount, and 
turn over the cash and a record of its amount to the company cashier. The cashier, like the clerk, 
has access to the cash but should not have access to accounting records (or the register tape or 
file). A third employee, often a supervisor, compares the record of total register transactions (or 
the register tape or file) with the cash receipts reported by the cashier. This record is the basis 
for a journal entry recording over-the-counter cash receipts. The third employee has access to 
the records for cash but not to the actual cash. The clerk and the cashier have access to cash but 
not to the accounting records. None of them can make a mistake or divert cash without the dif- 
ference being revealed—see the following diagram. 
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Sales Department Cashier Department 







Cash sheets 


Received from...... 


Cash sheets 
š ‘5 Amount dollar Peceiived from..........cc-conssnsenees oo 
Clerk rings up cash sales on register; A = Lə) 
Authorized Signature tegister Sheet > 
clerk prepares cash count sheet [SerNo] Daie [Name | Rank | Signature 
(and keeps copy) and sends to 


company cashier along with the cash 












































Fastforward Deposit 
Register Sheet Los Angeles 5 





[Ser.No| Date | Name | Rank | Signature] 





Paidin by —— 





Credit account of 
C&L Computer LTD 


























9821 0058 478211006 








Cashier prepares cash 
records, deposit slip, and 
journal entry 


Supervisor reads register data, prepares 
register sheet (and keeps copy), and sends 
both to company cashier 


Cash over and short. Sometimes errors in making change are discovered from differences 
between the cash in a cash register and the record of the amount of cash receipts. Although a 
clerk is careful, one or more customers can be given too much or too little change. This means 
that at the end of a work period, the cash in a cash register might not equal the record of cash 
receipts. This difference is reported in the Cash Over and Short account, also called Cash 
Short and Over, which is an income statement account recording the income effects of cash 
overages and cash shortages. To illustrate, if a cash register’s record shows $550 but the count 
of cash in the register is $555, the entry to record cash sales and its overage is 


555 


550 
To record cash sales and a cash overage. 


On the other hand, if a cash register’s record shows $625 but the count of cash in the register is 
$621, the entry to record cash sales and its shortage is 


625 
To record cash sales and a cash shortage. 


Since customers are more likely to dispute being shortchanged than being given too much 
change, the Cash Over and Short account usually has a debit balance at the end of an accounting 
period. A debit balance reflects an expense. It is reported on the income statement as part of 
general and administrative expenses. (Since the amount is usually small, it is often combined 
with other small expenses and reported as part of miscellaneous expenses—or as part of miscel- 
laneous revenues if it has a credit balance.) 


Cash Receipts by Mail Control of cash receipts that arrive through the mail starts with 
the person who opens the mail. Preferably, two people are assigned the task of, and are present 
for, opening the mail. In this case, theft of cash receipts by mail requires collusion between 
these two employees. Specifically, the person(s) opening the mail enters a list (in triplicate) of 
money received. This list should contain a record of each sender’s name, the amount, and an 
explanation of why the money is sent. The first copy is sent with the money to the cashier. A 
second copy is sent to the recordkeeper in the accounting area. A third copy is kept by the 
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Point: Retailers often require cashiers 
to restrictively endorse checks immedi- 
ately on receipt by stamping them “For 

deposit only.” 


Assets = Liabilities + Equity 
F399 +. 5 
+550 





Assets = Liabilities + Equity 
+621 — 4 
+625 


Point: Merchants begin a business day 
with a change fund in their cash register. 
The accounting for a change fund is simi- 
lar to that for petty cash, including that 
for cash shortages or overages. 


Point: Collusion implies that two or 
more individuals are knowledgeable or 
involved with the activities of the 
other(s). 
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Point: MCI, formerly WorldCom, 
paid a whopping $500 million in SEC 
fines for accounting fraud. Among the 
charges were that it inflated earnings by 
as much as $10 billion. Its CEO, Bernard 
Ebbers, was sentenced to 25 years. 
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clerk(s) who opened the mail. The cashier deposits the money in a bank, and the recordkeeper 
records the amounts received in the accounting records. 

This process reflects good internal control. That is, when the bank balance is reconciled by 
another person (explained later in the chapter), errors or acts of fraud by the mail clerks, the 
cashier, or the recordkeeper are revealed. They are revealed because the bank’s record of cash 
deposited must agree with the records from each of the three. Moreover, if the mail clerks do not 
report all receipts correctly, customers will question their account balances. If the cashier does 
not deposit all receipts, the bank balance does not agree with the recordkeeper’s cash balance. 
The recordkeeper and the person who reconciles the bank balance do not have access to cash 
and therefore have no opportunity to divert cash to themselves. This system makes errors and 
fraud highly unlikely. The exception is employee collusion. 


@ Decision Insight 





Perpetual Accounting Walmart uses a network of information links with its point-of-sale cash regis- 
ters to coordinate sales, purchases, and distribution. Its supercenters, for instance, ring up 15,000 separate 
sales on heavy days. By using cash register information, the company can fix pricing mistakes quickly and 
capitalize on sales trends. E 


Control of Cash Disbursements 


Control of cash disbursements is especially important as most large thefts occur from payment 
of fictitious invoices. One key to controlling cash disbursements is to require all expenditures to 
be made by check. The only exception is small payments made from petty cash. Another key is 
to deny access to the accounting records to anyone other than the owner who has the authority 
to sign checks. A small business owner often signs checks and knows from personal contact that 
the items being paid for are actually received. This arrangement is impossible in large businesses. 
Instead, internal control procedures must be substituted for personal contact. Such procedures 
are designed to assure the check signer that the obligations recorded are properly incurred and 
should be paid. This section describes these and other internal control procedures, including the 
voucher system and petty cash system. A method for management of cash disbursements for 
purchases is described in Appendix 8B. 





@ Decision Insig! 


Cash Budget Projected cash receipts and cash disbursements are often summarized in a cash budget. 
Provided that sufficient cash exists for effective operations, companies wish to minimize the cash they 
hold because of its risk of theft and its low return versus other investment opportunities. 


Voucher System of Control A voucher system is a set of procedures and approvals 
designed to control cash disbursements and the acceptance of obligations. The voucher system 
of control establishes procedures for 


@ Verifying, approving, and recording obligations for eventual cash disbursement. 
@ Issuing checks for payment of verified, approved, and recorded obligations. 


A reliable voucher system follows standard procedures for every transaction. This applies even 
when multiple purchases are made from the same supplier. 

A voucher system’s control over cash disbursements begins when a company incurs an 
obligation that will result in payment of cash. A key factor in this system is that only approved 
departments and individuals are authorized to incur such obligations. The system often limits the 
type of obligations that a department or individual can incur. In a large retail store, for instance, 
only a purchasing department should be authorized to incur obligations for merchandise inven- 
tory. Another key factor is that procedures for purchasing, receiving, and paying for merchandise 
are divided among several departments (or individuals). These departments include the one re- 
questing the purchase, the purchasing department, the receiving department, and the accounting 
department. To coordinate and control responsibilities of these departments, a company uses 
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Sender Receiver(s) EXHIBIT 8.1 
Ct ___—_—<__P> pe Cate, => Supplier (vendor) Document Flow in a 


Voucher System 
i> Cashier 


Accounting; Requesting; and Purchasing 











Accounting A> 





























Receiving 


ino tems): 





Request purchase ot the tallow 

















Supplier (vendor) Accounting 


Purchasing Supplier; Requesting; Receiving; and Accounting 














Requesting Purchasing; and Accounting 


several different business documents. Exhibit 8.1 shows how documents are accumulated in a 
voucher, which is an internal document (or file) used to accumulate information to control cash 
disbursements and to ensure that a transaction is properly recorded. This specific example begins 
with a purchase requisition and concludes with a check drawn against cash. Appendix 8A 
describes the documentation and verification necessary for a voucher system of control. It also 
describes the internal control objective served by each document. 


A voucher system should be applied not only to purchases of inventory but to all expenditures. Point: A voucher is an internal 


To illustrate, when a company receives a monthly telephone bill, it should review and verify the “Cur (0r f'9). 
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charges, prepare a voucher (file), and insert the bill. This transaction is then recorded with a journal Point: The basic purposes of paper 


entry. If the amount is currently due, a check is issued. If not, the voucher is filed for payment on 


and electronic documents are similar. 
However, the internal control system 


its due date. If no voucher is prepared, verifying the invoice and its amount after several days or must change to reflect different risks, 
weeks can be difficult. Also, without records, a dishonest employee could collude with a dishonest including confidential and competitive- 


supplier to get more than one payment for an obligation, payment for excessive amounts, or pay- 


: P ‘i risk in electronic systems. 
ment for goods and services not received. An effective voucher system helps prevent such frauds. 


@ Decision 





Cyber Setup The FTC is on the cutting edge of cyber 40 
sleuthing. Opportunists in search of easy money are lured to 
WeMarket4U.net/SundaeStation and WeMarket4U.net/ 
FatFoe. Take the bait and you get warned. The top 5 fraud 20 
complaints as compiled by the Bureau of Consumer Protection 10 
are shown to the right. E 


Percent of all fraud 
complaints 


32% 
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Identity Catalog Internet Foreign Lotteries 
theft sales services money and 
offers prizes 





Quick Check Answers — p. 343 
. Why must a company hold liquid assets? 

. Why does a company hold cash equivalent assets in addition to cash? 

. Identify at least two assets that are classified as cash equivalents. 


. Good internal control procedures for cash include which of the following? (a) All cash 
disbursements, other than those for very small amounts, are made by check; (b) One employee 
counts cash received from sales and promptly deposits cash receipts; or (c) Cash receipts by 
mail are opened by one employee who is then responsible for recording and depositing them. 


3 
4 
5 
6 


7. Should all companies require a voucher system? At what point in a company’s growth would 
you recommend a voucher system? 


sensitive information that is at greater 


326 





P Explain and record petty 
cash fund transactions. 











Point: A petty cash fund is used only 
for business expenses. 


EXHIBIT 8.2 
Petty Cash Receipt 


Point: Petty cash receipts with either 
no signature or a forged signature usually 
indicate misuse of petty cash. Companies 
respond with surprise petty cash counts 
for verification. 


Assets = Liabilities + Equity 
+75 
=15 


Point: Reducing or eliminating a petty 
cash fund requires a credit to Petty Cash. 


Point: Although individual petty cash 

disbursements are not evidenced by a 

check, the initial petty cash fund is evi- 
denced by a check, and later petty cash 
expenditures are evidenced by a check 
to replenish them in total. 
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Petty Cash System of Control A basic principle for controlling cash disbursements is 
that all payments must be made by check. An exception to this rule is made for petty cash dis- 
bursements, which are the small payments required for items such as postage, courier fees, 
minor repairs, and low-cost supplies. To avoid the time and cost of writing checks for small 
amounts, a company sets up a petty cash fund to make small payments. (Petty cash activities 
are part of an imprest system, which designates advance money to establish the fund, to with- 
draw from the fund, and to reimburse the fund.) 


Operating a petty cash fund. Establishing a petty cash fund requires estimating the total 
amount of small payments likely to be made during a short period such as a week or month. A 
check is then drawn by the company cashier for an amount slightly in excess of this estimate. 
This check is recorded with a debit to the Petty Cash account (an asset) and a credit to Cash. The 
check is cashed, and the currency is given to an employee designated as the petty cashier or petty 
cash custodian. The petty cashier is responsible for keeping this cash safe, making payments 
from the fund, and keeping records of it in a secure place referred to as the petty cashbox. 

When each cash disbursement is made, the person receiving payment should sign a prenum- 
bered petty cash receipt, also called petty cash ticket—see Exhibit 8.2. The petty cash receipt is 
then placed in the petty cashbox with the remaining money. Under this system, the sum of all re- 
ceipts plus the remaining cash equals the total fund amount. A $100 petty cash fund, for instance, 
contains any combination of cash and petty cash receipts that totals $100 (examples are $80 cash 
plus $20 in receipts, or $10 cash plus $90 in receipts). Each disbursement reduces cash and in- 
creases the amount of receipts in the petty cashbox. 


Z-Mart 


| PETTY CASH RECEIPT Í 


For Freight charges 
Approved by fig 


Date Movember 5, 2009 
Received by LY TLL | 


No. 9 





Charge to Merchandise Lnentory 
Amount 86:45 








The petty cash fund should be reimbursed when it is nearing zero and at the end of an ac- 
counting period when financial statements are prepared. For this purpose, the petty cashier sorts 
the paid receipts by the type of expense or account and then totals the receipts. The petty cashier 
presents all paid receipts to the company cashier, who stamps all receipts paid so they cannot be 
reused, files them for recordkeeping, and gives the petty cashier a check for their sum. When 
this check is cashed and the money placed in the cashbox, the total money in the cashbox is re- 
stored to its original amount. The fund is now ready for a new cycle of petty cash payments. 


Illustrating a petty cash fund. To illustrate, assume Z-Mart establishes a petty cash fund on 
November 1 and designates one of its office employees as the petty cashier. A $75 check is 
drawn, cashed, and the proceeds given to the petty cashier. The entry to record the setup of this 
petty cash fund is 


Nov. | Ret CAN cops ogednoencoasnncaganonnsoonsnans 75 
CHAN, A A E 75 


To establish a petty cash fund. 


After the petty cash fund is established, the Petty Cash account is not debited or credited again 
unless the amount of the fund is changed. (A fund should be increased if it requires reimburse- 
ment too frequently. On the other hand, if the fund is too large, some of its money should be 
redeposited in the Cash account.) 

Next, assume that Z-Mart’s petty cashier makes several November payments from petty cash. 
Each person who received payment is required to sign a receipt. On November 27, after making 
a $26.50 cash payment for tile cleaning, only $3.70 cash remains in the fund. The petty cashier 
then summarizes and totals the petty cash receipts as shown in Exhibit 8.3. 
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Z-MART 
Petty Cash Payments Report 





Miscellaneous Expenses 





Noyae2aee Cleaning ‘of|-GDipanelsim eer terre rr trntn rr: $20.00 

Noy:2:7/> wihilevcleaningeemnrrsve css kn trait acres 26.50 $46.50 
Merchandise Inventory (transportation-in) 

Nov. 5 Transport of merchandise purchased................ 6.75 

Nov.20 Transport of merchandise purchased................ __ 8.30 15.05 
Delivery Expense 

Nov. I8 Customer's package delivered ..................... 5.00 
Office Supplies Expense 

Nov. I5 Purchase of office supplies immediately used ......... 4.75 
TiAl ovocsonendvounssovuspnevouganovondanesoussansoussnode $71.30 








The petty cash payments report and all receipts are given to the company cashier in exchange for 
a $71.30 check to reimburse the fund. The petty cashier cashes the check and puts the $71.30 
cash in the petty cashbox. The company records this reimbursement as follows. 


Nov. 27 Miscellaneous Expenses m sees 46.50 
Merchandise Inventory. ea ere ier 15.05 
Delivery Expense m n a siete 5.00 
Office Supplies Expense m tiei iit et reli 4.75 


Cash e EE A N AE E A E 
To reimburse petty cash. 


71.30 


A petty cash fund is usually reimbursed at the end of an accounting period so that expenses 
are recorded in the proper period, even if the fund is not low on money. If the fund is not reim- 
bursed at the end of a period, the financial statements would show both an overstated cash asset 
and understated expenses (or assets) that were paid out of petty cash. Some companies do not 
reimburse the petty cash fund at the end of each period under the notion that this amount is im- 
material to users of financial statements. 


Increasing or decreasing a petty cash fund. A decision to increase or decrease a petty cash 
fund is often made when reimbursing it. To illustrate, assume Z-Mart decides to increase its petty 
cash fund from $75 to $100 on November 27 when it reimburses the fund. The entries required 
are to (1) reimburse the fund as usual (see the preceding November 27 entry) and (2) increase the 
fund amount as follows. 


Nov. 27 GCE m A 25 
CaM E A 25 


To increase the petty cash fund amount. 


Alternatively, if Z-Mart decreases the petty cash fund from $75 to $55 on November 27, the 
entry is to (1) credit Petty Cash for $20 (decreasing the fund from $75 to $55) and (2) debit 
Cash for $20 (reflecting the $20 transfer from Petty Cash to Cash). 


Cash over and short. Sometimes a petty cashier fails to get a receipt for payment or over- 
pays for the amount due. When this occurs and the fund is later reimbursed, the petty cash 
payments report plus the cash remaining will not total to the fund balance. This mistake causes 
the fund to be short. This shortage is recorded as an expense in the reimbursing entry with a 
debit to the Cash Over and Short account. (An overage in the petty cash fund is recorded with 
a credit to Cash Over and Short in the reimbursing entry.) To illustrate, prepare the June | entry 


327 


EXHIBIT 8.3 
Petty Cash Payments Report 


Point: This report can also include 
receipt number and names of those who 
approved and received cash payment 
(see Demo Problem 2). 


Assets = Liabilities + Equity 
—71.30 —46.50 
—15.05 
— 5.00 
— 4.75 


Point: To avoid errors in recording 
petty cash reimbursement, follow 
these steps: (1) prepare payments 
report, (2) compute cash needed by 
subtracting cash remaining from total 
fund amount, (3) record entry, and 
(4) check “Dr. = Cr.” in entry. Any 
difference is Cash Over and Short. 


Summary of Petty Cash Accounting 





Event Petty Cash Cash Expenses 





Set up fund ..... Dr. Cr. — 
Reimburse fund. . — Cr. Dr. 
Increase fund... . Dr. Cr: — 
Decrease fund... Cr. Dr. — 
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$200 Petty Cash Fund to reimburse a $200 petty cash fund when its payments report shows $178 in miscellaneous 
expenses and $15 cash remains. 


s June | > Miscelaneousi Expenses kra terete trai ttn ts 178 
$15 Cash $7 Short 4 $178 Receipts 


a Cash Over and Short .....................05. 7 
i | ———— 
—— Cash pears chou severe so E ede wives R aie cela a heen 185 
7 To reimburse petty cash. 

















@ Decision Iı 


Warning Signs There are clues to internal control violations. Warning signs from accounting include 
(1) an increase in customer refunds—could be fake, (2) missing documents—could be used for fraud, 
(3) differences between bank deposits and cash receipts—could be cash embezzled, and (4) delayed 
recording—could reflect fraudulent records. Warning signs from employees include (1) lifestyle 
change—could be embezzlement, (2) too close with suppliers—could signal fraudulent transactions, 
and (3) failure to leave job, even for vacations—could conceal fraudulent activities. E 
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8. Why are some cash payments made from a petty cash fund and not by check? 
9. Why should a petty cash fund be reimbursed at the end of an accounting period? 
10. Identify at least two results of reimbursing a petty cash fund. 


BANKING ACTIVITIES AS CONTROLS 


Banks (and other financial institutions) provide many services, including helping companies 
control cash. Banks safeguard cash, provide detailed and independent records of cash transac- 
tions, and are a source of cash financing. This section describes these services and the docu- 
ments provided by banking activities that increase managers’ control over cash. 


Basic Bank Services 


This section explains basic bank services—such as the bank account, the bank deposit, and 
checking—that contribute to the control of cash. 


Bank Account, Deposit, and Check A bank account is a record set up by a bank for 
a customer. It permits a customer to deposit money for safekeeping and helps control withdraw- 
als. To limit access to a bank account, all persons authorized to write checks on the account 
must sign a signature card, which bank employees use to verify signatures on checks. Many 
companies have more than one bank account to serve different needs and to handle special 
transactions such as payroll. 

Point: Online banking services include Each bank deposit is supported by a deposit ticket, which lists items such as currency, coins, 

the ability to stop payment or a check, and checks deposited along with their corresponding dollar amounts. The bank gives the cus- 

move money between accounts, get . . . å . ° 

up-to-date balances, and identify cleared tomer a copy of the deposit ticket or a deposit receipt as proof of the deposit. Exhibit 8.4 shows 

checks and deposits. one type of deposit ticket. 

To withdraw money from an account, the depositor can use a check, which is a document 
signed by the depositor instructing the bank to pay a specified amount of money to a designated 
recipient. A check involves three parties: a maker who signs the check, a payee who is the re- 
cipient, and a bank (or payer) on which the check is drawn. The bank provides a depositor the 
checks that are serially numbered and imprinted with the name and address of both the depositor 
and bank. Both checks and deposit tickets are imprinted with identification codes in magnetic ink 
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DEPOSIT TICKET Date ... October. 2.. 20...11... 
| CURRENCY 36| 50 
t COIN 
VideoBuster Company 
901 Main Street 
Hillcrest, NY 11749 
TOTAL FROM OTHER SIDE 203 | 56 
Front TOTAL 246 | 66 
Deposit hac a 
M aee NET DEPOSIT i 
(Memo) PROPERLY ENDORSED 
5 2 | 99-[) 1 / | () 1 
F a York 11750 Checks and other items are received for deposit subject to the provisions of the uniform commercial code or any applicable collection agreement 


Medal: 451923 + Be 15 
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for computer processing. Exhibit 8.5 shows one type of check. It is accompanied with an optional 
remittance advice explaining the payment. When a remittance advice is unavailable, the memo 
line is often used for a brief explanation. 


Electronic Funds Transfer Electronic funds transfer (EFT) is the electronic transfer 
of cash from one party to another. No paper documents are necessary. Banks simply transfer 
cash from one account to another with a journal entry. Companies are increasingly using EFT 















































Check 
Maker ===> VideoBuster Company —— 
901 Main Street „October 3.20 11... 99-DT/101 
Hillcrest, NY 11749 
Payee ——— Pa to the 00 
: aie of _ Hillcrest Lighting $ | 99-00" 
Fifty Five Dollars and 22 sone 
= First National 
Payer Hillcrest, New York 11750 
Memo _S#are Lighting Design pah- 
„012410497. 491923: øe 430 
Reminianse Detach this portion before cashing 
Advice <a : 
Date Description Gross Amount | Deductions | Net Amount 
10/3/11 | Lighting design, $55.00 ——— | $55.00 
Invoice No. 4658 
VideoBuster Company, Hillcrest, NY 














EXHIBIT 38.4 


Deposit Ticket 


EXHIBIT 8.5 


Check with Remittance Advice 
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Point: Good internal control is to 
deposit all cash receipts daily and make 
all payments for goods and services by 
check. This controls access to cash and 
creates an independent record of all cash 
activities. 


EXHIBIT 8.6 


Bank Statement 


Point: Many banks separately report 
other debits and credits apart from 
checks and deposits. 
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because of its convenience and low cost. For instance, it can cost up to 50 cents to process a 
check through the banking system, whereas EFT cost is near zero. We now commonly see 
items such as payroll, rent, utilities, insurance, and interest payments being handled by EFT. 
The bank statement lists cash withdrawals by EFT with the checks and other deductions. Cash 
receipts by EFT are listed with deposits and other additions. A bank statement is sometimes a 
depositor’s only notice of an EFT. Automated teller machines (ATMs) are one form of EFT, 
which allows bank customers to deposit, withdraw, and transfer cash. 


Bank Statement 


Usually once a month, the bank sends each depositor a bank statement showing the activity in 
the account. Although a monthly statement is common, companies often regularly access infor- 
mation on their banking transactions. (Companies can choose to record any accounting adjust- 
ments required from the bank statement immediately or later, say, at the end of each day, week, 
month, or when reconciling a bank statement.) Different banks use different formats for their 
bank statements, but all of them include the following items of information: 


1. Beginning-of-period balance of the depositor’s account. 

2. Checks and other debits decreasing the account during the period. 
3. Deposits and other credits increasing the account during the period. 
4. End-of-period balance of the depositor’s account. 


This information reflects the bank’s records. Exhibit 8.6 shows one type of bank statement. 
Identify each of these four items in that statement. Part @) of Exhibit 8.6 summarizes changes 
in the account. Part (8) lists paid checks along with other debits. Part © lists deposits and cred- 
its to the account, and part Q shows the daily account balances. 

In reading a bank statement note that a depositor’s account is a liability on the bank’s records. 
This is so because the money belongs to the depositor, not the bank. When a depositor increases 


Bank Statement 


Member FDIC 





VideoBuster Company October 31, 2011 
901 Main Street Statement Date 


Hillcrest, NY 11749 494 504 2 
Account Number 


Previous Balance | Total Checks and Debits | Total Deposits and Credits | Current Balance 
1,609.58 1,163.42 2,050.00 

















Checks and Debits Deposits and Credits Daily Balance 


No. Amount Amount Date Amount 
119 55.00 240.00 10/01 1,609.58 
120 200.00 180.00 10/02 1,849.58 
121 120.00 100.00 EFT 10/03 1,794.58 
23.00 DM 150.00 10/09 1,774.58 
122 70.00 485.00 CM 10/10 1,654.58 
123 25.00 8.42 IN 10/12 1,631.58 
125 15.00 10/14 1,561.58 
20.00 NSF 10/15 1,661.58 
10.00 DM 10/16 1,786.58 
127 50.00 10/23 2,256.58 
128 135.00 10/25 2,226.58 
10/26 2,176.58 
10/29 2,041.58 
10/31 2,050.00 
Symbols: CM-—Credit Memo EC-—Error Correction NSF-—Non-Sufficient Funds SC-Service Charge 
DM-Debit Memo IN-Interest Earned EFT-Electronic Funds Transfer OD-—Overdraft 




















< Reconcile the account immediately. > 
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the account balance, the bank records it with a credit to that liability account. This means that 
debit memos from the bank produce credits on the depositor’s books, and credit memos from 
the bank produce debits on the depositor’s books. 

Enclosed with a bank statement is a list of the depositor’s canceled checks (or the actual can- 
celed checks) along with any debit or credit memoranda affecting the account. Increasingly, 
banks are showing canceled checks electronically via online access to accounts. Canceled checks 
are checks the bank has paid and deducted from the customer’s account during the period. Other 
deductions that can appear on a bank statement include (1) service charges and fees assessed by 
the bank, (2) checks deposited that are uncollectible, (3) corrections of previous errors, (4) with- 
drawals through automated teller machines (ATMs), and (5) periodic payments arranged in ad- 
vance by a depositor. (Most company checking accounts do not allow ATM withdrawals because 
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Global: If cash is in more than one 
currency, a company usually translates 


of the company’s desire to make all disbursements by check.) Except for service charges, the these amounts into U.S. dollars using the 
bank notifies the depositor of each deduction with a debit memorandum when the bank reduces exchange rate as of the balance sheet 


the balance. A copy of each debit memorandum is usually sent with the statement (again, this 

information is often available earlier via online access and notifications). outside the U.S. 
Transactions that increase the depositor’s account include amounts the bank collects on 

behalf of the depositor and the corrections of previous errors. Credit memoranda notify the 

depositor of all increases when they are recorded. A copy of each credit memorandum is often 

sent with the bank statement. Banks that pay interest on checking accounts often compute the 

amount of interest earned on the average cash balance and credit it to the depositor’s account 

each period. In Exhibit 8.6, the bank credits $8.42 of interest to the account. 


Bank Reconciliation 


date.Also, a company must disclose any 
restrictions on cash accounts located 





When a company deposits all cash receipts and makes all cash payments (except petty cash) by 


; ; ; wie i Prepare a bank 
check, it can use the bank statement for proving the accuracy of its cash records. This is done using P A 


reconciliation. 








a bank reconciliation, which is a report explaining any differences between the checking account 
balance according to the depositor’s records and the balance reported on the bank statement. The 
figure below reflects this process, which we describe in the following sections. 


Bank Reconciliation 











Bank Balance Bank balance.............. # Book balance.............. # Book Balance 
Po lala a renos # e # Gash Account 
Checks & debits ...... # Mnane) ol Iming Cash int 
Deposits & credits... # Any errors is Any errors i en Ree ents 
BalanCe.eccccccccceccceeeee # Adjusted bank bal....... # Adjusted book bal....... # 


Balance 








Purpose of Bank Reconciliation The balance of a checking account reported on the 
bank statement rarely equals the balance in the depositor’s accounting records. This is usually 
due to information that one party has that the other does not. We must therefore prove the ac- 
curacy of both the depositor’s records and those of the bank. This means we must reconcile the 
two balances and explain or account for any differences in them. Among the factors causing the 
bank statement balance to differ from the depositor’s book balance are these: 


è Outstanding checks. Outstanding checks are checks written (or drawn) by the depositor, 
deducted on the depositor’s records, and sent to the payees but not yet received by the bank 
for payment at the bank statement date. 

e Deposits in transit (also called outstanding deposits). Deposits in transit are deposits 
made and recorded by the depositor but not yet recorded on the bank statement. For example, 
companies can make deposits (in the night depository) at the end of a business day after the 








bank is closed. If such a deposit occurred on a bank statement date, it would not appear on Forms of Check Fraud (CkFraud.org) 


this period’s statement. The bank would record such a deposit on the next business day, and —_* Forged signatures tegitimate blank checks with fake 
P è A 2 payer signature 
it would appear on the next period’s bank statement. Deposits mailed to the bank near the end Fe eee een emer ner enone 
of a period also can be in transit and unrecorded when the statement is prepared. PIE EE E io 
š á å 5 K : e Counterfeit checks—fraudulent checks with fake 
e Deductions for uncollectible items and for services. A company sometimes deposits an- payer signature 


other party’s check that is uncollectible (usually meaning the balance in that party’s account 


+ Altered checks—legitimate check altered (such as 
changed payee or amount) to benefit perpetrator 


is not large enough to cover the check). This check is called a non-sufficient funds (NSF) « check kiting—deposit check from one bank account 


check. The bank would have initially credited the depositor’s account for the amount of the 


(without sufficient funds) into a second bank account 
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Point: Small businesses with few em- 
ployees often allow recordkeepers to 
both write checks and keep the general 
ledger. If this is done, it is essential that 
the owner do the bank reconciliation. 


Point: The person preparing the bank 
reconciliation should not be responsible 
for processing cash receipts, managing 
checks, or maintaining cash records. 


EXHIBIT 8.7 


Bank Reconciliation 
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check. When the bank learns the check is uncollectible, it debits (reduces) the depositor’s 
account for the amount of that check. The bank may also charge the depositor a fee for pro- 
cessing an uncollectible check and notify the depositor of the deduction by sending a debit 
memorandum. The depositor should record each deduction when a debit memorandum is 
received, but an entry is sometimes not made until the bank reconciliation is prepared. Other 
possible bank charges to a depositor’s account that are first reported on a bank statement in- 
clude printing new checks and service fees. 


e Additions for collections and for interest. Banks sometimes act as collection agents for 
their depositors by collecting notes and other items. Banks can also receive electronic funds 
transfers to the depositor’s account. When a bank collects an item, it is added to the deposi- 
tor’s account, less any service fee. The bank also sends a credit memorandum to notify the 
depositor of the transaction. When the memorandum is received, the depositor should record 
it; yet it sometimes remains unrecorded until the bank reconciliation is prepared. The bank 
statement also includes a credit for any interest earned. 


e Errors. Both banks and depositors can make errors. Bank errors might not be discovered 
until the depositor prepares the bank reconciliation. Also, depositor errors are sometimes 
discovered when the bank balance is reconciled. Error testing includes: (a) comparing depos- 
its on the bank statement with deposits in the accounting records and (b) comparing canceled 
checks on the bank statement with checks recorded in the accounting records. 


Illustration of a Bank Reconciliation We follow nine steps in preparing the bank 


reconciliation. It is helpful to refer to the bank reconciliation in Exhibit 8.7 when studying 
steps 1 through 9. 


VIDEOBUSTER 


Bank Reconciliation 
October 31, 2011 

















O) Bank statement balance .......... $ 2,050.00 © Bookbalance nere ae des san wenonas $ 1,404.58 
@ Add © Add 
Deposit of Oct. 31 in transit .... 145.00 Collect $500 note less $15 fee... . $485.00 
2,195.00 Interest earned ..............5. 8.42 493.42 
© Deduct 1,898.00 
Outstanding checks @ Deduct 
Nor) 24 xa vaso sccursnstaasare ays $150.00 Check printing charge ........... 23.00 
No: 126550 en ce sees aie as 200.00 350.00 NSF check plus service fee ....... 30.00 53.00 
@ Adjusted bank balance $1,845.00 Adjusted book balance ......... $1,845.00 
—=s © Balances are equal (reconciled) T 


Point: Outstanding checks are identi- 
fied by comparing canceled checks 

on the bank statement with checks 
recorded. This includes identifying any 
outstanding checks listed on the previous 
period’s bank reconciliation that are not 
included in the canceled checks on this 
period’s bank statement. 














1 Identify the bank statement balance of the cash account (balance per bank). VideoBuster’s 
bank balance is $2,050. 

2 Identify and list any unrecorded deposits and any bank errors understating the bank balance. 
Add them to the bank balance. VideoBuster’s $145 deposit placed in the bank’s night de- 
pository on October 31 is not recorded on its bank statement. 

3 Identify and list any outstanding checks and any bank errors overstating the bank balance. 
Deduct them from the bank balance. VideoBuster’s comparison of canceled checks with its 
books shows two checks outstanding: No. 124 for $150 and No. 126 for $200. 

4 Compute the adjusted bank balance, also called the corrected or reconciled balance. 

5 Identify the company’s book balance of the cash account (balance per book). VideoBuster’s 
book balance is $1,404.58. 

6 Identify and list any unrecorded credit memoranda from the bank, any interest earned, and 
errors understating the book balance. Add them to the book balance. VideoBuster’s bank 
statement includes a credit memorandum showing the bank collected a note receivable for the 
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company on October 23. The note’s proceeds of $500 (minus a $15 collection fee) are cred- 
ited to the company’s account. VideoBuster’s bank statement also shows a credit of $8.42 for 
interest earned on the average cash balance. There was no prior notification of this item, and 
it is not yet recorded. 

7 Identify and list any unrecorded debit memoranda from the bank, any service charges, and 
errors overstating the book balance. Deduct them from the book balance. Debits on Video- 
Buster’s bank statement that are not yet recorded include (a) a $23 charge for check printing 
and (b) an NSF check for $20 plus a related $10 processing fee. (The NSF check is dated 
October 16 and was included in the book balance.) 


8 Compute the adjusted book balance, also called corrected or reconciled balance. 


9 Verify that the two adjusted balances from steps 4 and 8 are equal. If so, they are reconciled. 
If not, check for accuracy and missing data to achieve reconciliation. 


Adjusting Entries from a Bank Reconciliation A bank reconciliation often identi- 
fies unrecorded items that need recording by the company. In VideoBuster’s reconciliation, the 
adjusted balance of $1,845 is the correct balance as of October 31. But the company’s account- 
ing records show a $1,404.58 balance. We must prepare journal entries to adjust the book 
balance to the correct balance. It is important to remember that only the items reconciling the 
book balance require adjustment. A review of Exhibit 8.7 indicates that four entries are required 
for VideoBuster. 


Collection of note. The first entry is to record the proceeds of its note receivable collected by 
the bank less the expense of having the bank perform that service. 


485 


Collection Expense aeee eeaeee eee I5 


Oct. 31 
Notes Receivable)... ness eai asea aes neresaai Tork 500 


To record the collection fee and proceeds 
for a note collected by the bank. 


Interest earned. The second entry records interest credited to its account by the bank. 


Oct. 31 8.42 
8.42 


To record interest earned on the cash 
balance in the checking account. 


Check printing. The third entry records expenses for the check printing charge. 


Oct. 31 Miscellaneous Expenses...........-..00 ee eeeeeee 23 
Cashis crane ee aa E DE EE TEE 23 


Check printing charge. 


NSF check. The fourth entry records the NSF check that is returned as uncollectible. The $20 
check was originally received from T. Woods in payment of his account and then deposited. The 
bank charged $10 for handling the NSF check and deducted $30 total from VideoBuster’s 
account. This means the entry must reverse the effects of the original entry made when the 
check was received and must record (add) the $10 bank fee. 


Accounts Receivable—T. Woods ...............0-. 30 
Casha e a A E a a ENEA A 30 


To charge Woods’ account for $20 NSF check 
and $10 bank fee. 


Oct. 31 


Point: Adjusting entries can be 
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combined into one compound entry. 


Assets = Liabilities + Equity 
+485 =15 
—500 


Assets = Liabilities + Equity 
+8.42 +8.42 


Assets = Liabilities + Equity 
=23 =23 


Point: The company will try to collect 


the entire NSF amount of $30 from 


customer. 


Assets = Liabilities + Equity 
+30 
—30 
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Point: The Demo Problem | shows an 
adjusting entry for an error correction. 
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Cash After these four entries are recorded, the book 
Unadj. bal. 1,404.58 balance of cash is adjusted to the correct amount 
of $1,845 (computed as $1,404.58 + $485 + 
© 485.00 | D 23.00 
5 842 lle A $8.42 — $23 — $30). The Cash T-account to the 
- side shows the same computation, where entries 
Adj. bal. 1,845.00 are keyed to the numerical codes in Exhibit 8.7. 





@ Decision 


Fraud A survey reports that 74% of Pressure to meet 
employees had ‘personally seen’ or had targets 
‘firsthand knowledge of’ fraud or mis- Results oriented, 
conduct in their company within the past means irrelevant 
year. These employees also identified 
factors that would drive employees and 
managers to engage in misconduct. They 


59% 


Lack of standards 


Code of conduct |} 





. dismissed 
cited pressures to meet targets, lack of Si 
standards, and other root causes—see 0% 20% 40% 60% 
graphic (KPMG 2009). E Percent Citing These Root Causes 
Quick Check Answers — p. 344 KA 


11. What is a bank statement? 

12. What is the meaning of the phrase to reconcile a bank balance? 

13. Why do we reconcile the bank statement balance of cash and the depositor's book balance 
of cash? 

14. List at least two items affecting the bank balance side of a bank reconciliation and indicate 
whether the items are added or subtracted. 

15. List at least three items affecting the book balance side of a bank reconciliation and indicate 
whether the items are added or subtracted. 


GLOBAL VIEW 





NOKIA 


This section discusses similarities and differences between U.S. GAAP and IFRS regarding internal con- 
trols and in the accounting and reporting of cash. 


Internal Control Purposes, Principles, and Procedures Both U.S. GAAP and IFRS aim 
for high-quality financial reporting. That aim translates into enhanced internal controls worldwide. Specifi- 
cally, the purposes and principles of internal control systems are fundamentally the same across the globe. 
However, culture and other realities suggest different emphases on the mix of control procedures, and some 
sensitivity to different customs and environments when establishing that mix. Nevertheless, the discussion in 
this chapter applies internationally. Nokia provides the following description of its control activities. 





Nokia has an internal audit function that acts as an independent appraisal function by examining and evalu- 


ating the adequacy and effectiveness of the company’s system of internal control. 





Control of Cash Accounting definitions for cash are similar for U.S. GAAP and IFRS. The need for 
control of cash is universal and applies globally. This means that companies worldwide desire to apply 
cash management procedures as explained in this chapter and aim to control both cash receipts and dis- 
bursements. Accordingly, systems that employ tools such as cash monitoring mechanisms, verification of 
documents, and petty cash processes are applied worldwide. The basic techniques explained in this chap- 
ter are part of those control procedures. 
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Banking Activities as Controls There is a global demand for banking services, bank state- 
ments, and bank reconciliations. To the extent feasible, companies utilize banking services as part of their 
effective control procedures. Further, bank statements are similarly used along with bank reconciliations 
to control and monitor cash. 


IFRS 


Internal controls are crucial to companies that convert from U.S. GAAP to IFRS. Major risks include mis- 
statement of financial information and fraud. Other risks are ineffective communication of the impact of 
this change for investors, creditors and others, and management's inability to certify the effectiveness of 
controls over financial reporting. W 





Days’ Sales Uncollected 


An important part of cash management is monitoring the receipt of cash from receivables. If customers 
and others who owe money to a company are delayed in payment, then that company can find it difficult 
to pay its obligations when they are due. A company’s customers are crucial partners in its cash manage- 
ment. Many companies attract customers by selling to them on credit. This means that cash receipts from 
customers are delayed until accounts receivable are collected. 

One measure of how quickly a company can convert its accounts receivable into cash is the days’ sales 
uncollected, also called days’ sales in receivables. This measure is computed by dividing the current 
balance of receivables by net credit sales over the year just completed and then multiplying by 365 (num- 
ber of days in a year). Since net credit sales usually are not reported to external users, the net sales (or 
revenues) figure is commonly used in the computation as in Exhibit 8.8. 


A t ivabl 
ccounts receivable 365 





Days’ sales uncollected = 
v Net sales 


We use days’ sales uncollected to estimate how much time is likely to pass before the current amount of 
accounts receivable is received in cash. For evaluation purposes, we need to compare this estimate to that 
for other companies in the same industry. We also make comparisons between current and prior periods. 

To illustrate, we select data from the annual reports of two toy manufacturers, Hasbro and Mattel. 
Their days’ sales uncollected figures are shown in Exhibit 8.9. 





Company Figure ($ millions) 2008 2007 2006 2005 

Hasbro Accounts receivable.......... $1,039 $612 $655 $556 $523 
Net sales ssr irereias seresa $4,068 $4,022 $3,838 $3,151 $3,088 
Days’ sales uncollected .... 93 days 56 days 62 days 64 days 62 days 

Mattel Accounts receivable.......... $749 $874 $991 $944 $761 
Net sales orinni rione inss $5,431 $5,918 $5,970 $5,650 $5,179 
Days’ sales uncollected .... 50 days 54 days 6l days 6l days 54 days 


Days’ sales uncollected for Hasbro in 2009 is computed as ($1,039/$4,068) X 365 days = 93 days. This 
means that it will take about 93 days to collect cash from ending accounts receivable. This number reflects 
one or more of the following factors: a company’s ability to collect receivables, customer financial health, 
customer payment strategies, and discount terms. To further assess days’ sales uncollected for Hasbro, we 
compare it to four prior years and to those of Mattel. We see that Hasbro’s days’ sales uncollected has wors- 
ened in 2009 as it takes much longer to collect its receivables relative to the prior four years. In comparison, 
Mattel fluctuated on days’ sales uncollected for each of those years—from 54 days, to 61 days for two years, 
then back down to 54 days, and then down to the current 50 days. For all years, Mattel is superior to Hasbro 
on this measure of cash management. The less time that money is tied up in receivables often translates into 
increased profitability. 


© Decision 


Answer — p. 343 





Sales Representative The sales staff is told to take action to help reduce days’ sales uncollected 
for cash management purposes. What can you, a salesperson, do to reduce days’ sales uncollected? E 
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OQO Decision Analysis 





A Compute the days’ sales 
uncollected ratio and use 
it to assess liquidity. 











EXHIBIT 8.38 


Days’ Sales Uncollected 


EXHIBIT 8.9 


Analysis Using Days’ Sales 
Uncollected 


Days 





2009 2008 2007 2006 2005 


Days’ Sales Uncollected: __ Mattel _ Hasbro 
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DEMONSTRATION PROBLEM 1 


Prepare a bank reconciliation for Jamboree Enterprises for the month ended November 30, 2011. The fol- 
lowing information is available to reconcile Jamboree Enterprises’ book balance of cash with its bank 
statement balance as of November 30, 2011: 


a. After all posting is complete on November 30, the company’s book balance of Cash has a $16,380 
debit balance, but its bank statement shows a $38,520 balance. 

b. Checks No. 2024 for $4,810 and No. 2026 for $5,000 are outstanding. 

c. In comparing the canceled checks on the bank statement with the entries in the accounting records, it 
is found that Check No. 2025 in payment of rent is correctly drawn for $1,000 but is erroneously 
entered in the accounting records as $880. 

d. The November 30 deposit of $17,150 was placed in the night depository after banking hours on that 
date, and this amount does not appear on the bank statement. 

e. In reviewing the bank statement, a check written by Jumbo Enterprises in the amount of $160 was 
erroneously drawn against Jamboree’s account. 

f. A credit memorandum enclosed with the bank statement indicates that the bank collected a $30,000 
note and $900 of related interest on Jamboree’s behalf. This transaction was not recorded by Jamboree 
prior to receiving the statement. 

g. A debit memorandum for $1,100 lists a $1,100 NSF check received from a customer, Marilyn Welch. 
Jamboree had not recorded the return of this check before receiving the statement. 

h. Bank service charges for November total $40. These charges were not recorded by Jamboree before 
receiving the statement. 


PLANNING THE SOLUTION 


@ Set up a bank reconciliation with a bank side and a book side (as in Exhibit 8.7). Leave room to both 
add and deduct items. Each column will result in a reconciled, equal balance. 

@ Examine each item a through h to determine whether it affects the book or the bank balance and whether 
it should be added or deducted from the bank or book balance. 

e After all items are analyzed, complete the reconciliation and arrive at a reconciled balance between the 
bank side and the book side. 

@ For each reconciling item on the book side, prepare an adjusting entry. Additions to the book side re- 
quire an adjusting entry that debits Cash. Deductions on the book side require an adjusting entry that 
credits Cash. 


SOLUTION TO DEMONSTRATION PROBLEM 1 


JAMBOREE ENTERPRISES 


Bank Reconciliation 
November 30, 201 I 











Bank statement balance ..... $ 38,520 Book balance 0.5 42406s eens $ 16,380 
Add Add 
Deposit of Nov. 30 ....... $17,150 Collection of note........ $30,000 
Bank error (Jumbo) ....... 160 17,310 Interest earned .......... 900 30,900 
55,830 47,280 
Deduct Deduct 
Outstanding checks NSF check (M. Welch) .... 1,100 
No2024 4,810 Recording error (# 2025)... 120 
Ila. 20 26ers 5,000 9,810 Service charge ........... 40 1,260 





Adjusted bank balance ... $46,020 Adjusted book balance .... $46,020 
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Required Adjusting Entries for Jamboree 


Nov. 30 CaSe KeA E A RE NE rue manta E T Gorka: 30,900 
Notes Receivable: s..025 seca cmiceuee suas 30,000 
InterestiEarned! Angsana A a cits 900 
To record collection of note with interest. 


Nov. 30 Accounts Receivable—M.Welch ..............00005 1,100 
CAS E EER E E E E E EE 1,100 
To reinstate account due from an NSF check. 
Nov. 30 Rent Epens EA E EN 120 Point: Error correction can alterna- 
CAS a e A A E A E E cairns 120 tively involve (I) reversing theerror en- 


try, and (2) recording the correct entry. 


Nov. 30 Bankisenyice Charges mare a T 40 
Cah E E E A Co Anon EN 40 
To record bank service charges. 


DEMONSTRATION PROBLEM 2 


Bacardi Company established a $150 petty cash fund with Dean Martin as the petty cashier. When the 
fund balance reached $19 cash, Martin prepared a petty cash payment report, which follows. 


Petty Cash Payments Report 





Receipt No. Account Charged Approved by Received by 
12 Delivery Expense ............. $ 29 Martin A. Smirnoff 
13 Merchandise Inventory ......... 18 Martin J. Daniels 
15 (Omitted) Peper ener e 32 Martin C. Carlsberg 
16 Miscellaneous Expense ......... _ 41 (Omitted) J. Walker 
Weel oconceargoscvsccsousnod $120 


1. Identify four internal control weaknesses from the payment report. 
2. Prepare general journal entries to record: 
a. Establishment of the petty cash fund. 
b. Reimbursement of the fund. (Assume for this part only that petty cash receipt no. 15 was issued for 
miscellaneous expenses.) 
3. What is the Petty Cash account balance immediately before reimbursement? Immediately after 
reimbursement? 


SOLUTION TO DEMONSTRATION PROBLEM 2 


1. Four internal control weaknesses are 


a. Petty cash ticket no. 14 is missing. Its omission raises questions about the petty cashier’s manage- 
ment of the fund. 

b. The $19 cash balance means that $131 has been withdrawn ($150 — $19 = $131). However, the 
total amount of the petty cash receipts is only $120 ($29 + $18 + $32 + $41). The fund is $11 
short of cash ($131 — $120 = $11). Was petty cash receipt no. 14 issued for $11? Management 
should investigate. 

c. The petty cashier (Martin) did not sign petty cash receipt no. 16. This omission could have been an 
oversight on his part or he might not have authorized the payment. Management should investigate. 

d. Petty cash receipt no. 15 does not indicate which account to charge. This omission could have been 
an oversight on the petty cashier’s part. Management could check with C. Carlsberg and the petty 
cashier (Martin) about the transaction. Without further information, debit Miscellaneous Expense. 
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2. Petty cash general journal entries. 


a. Entry to establish the petty cash fund. b. Entry to reimburse the fund. 


Fety eash 150 Delivery Expense mae A: 29 
R E A AAO EAE 150 Merchandise Inventory................. 18 
Miscellaneous Expense ($41 + $32) ...... 73 
Cash Over and Short.................. Il 

Gash vere cnet tar eae raed eres 131 


3. The Petty Cash account balance always equals its fund balance, in this case $150. This account balance 


does not change unless the fund is increased or decreased. 


APPENDIX 


OA 


Documentation and Verification 








P4 Describe the use of 
documentation and 
verification to control 
cash disbursements. 











EXHIBIT 8A.1 


Purchase Requisition 


Point: A voucher system is designed 
to uniquely meet the needs of a specific 
business. Thus, we should read this 
appendix as one example of a common 
voucher system design, but not the only 
design. 


This appendix describes the important business documents of a voucher system of control. 


Purchase Requisition Department managers are usually not allowed to place orders directly with 
suppliers for control purposes. Instead, a department manager must inform the purchasing department of 
its needs by preparing and signing a purchase requisition, which lists the merchandise needed and re- 
quests that it be purchased—see Exhibit 8A.1. Two copies of the purchase requisition are sent to the pur- 
chasing department, which then sends one copy to the accounting department. When the accounting 
department receives a purchase requisition, it creates and maintains a voucher for this transaction. The 
requesting department keeps the third copy. 


October 28, 2011 





From _Szerting Goods Department Date 
To Purchasing Department 


Preferred Vendor __7rex 





MODEL NO. DESCRIPTION QUANTITY 


CH ois Challenger X7 
| oD 099 SpeedDemon 








Purchase Order A purchase order is a document the purchasing department uses to place an order 
with a vendor (seller or supplier). A purchase order authorizes a vendor to ship ordered merchandise at the 
stated price and terms—see Exhibit 8A.2. When the purchasing department receives a purchase requisition, 
it prepares at least five copies of a purchase order. The copies are distributed as follows: copy J to the ven- 
dor as a purchase request and as authority to ship merchandise; copy 2, along with a copy of the purchase 
requisition, to the accounting department, where it is entered in the voucher and used in approving payment 
of the invoice; copy 3 to the requesting department to inform its manager that action is being taken; copy 4 
to the receiving department without order quantity so it can compare with goods received and provide inde- 
pendent count of goods received; and copy 5 retained on file by the purchasing department. 
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PURCHASE ORDER 


To: Trex FOB Destination 
W9797 Cherry Road Ship by As soon as possible 
Antigo, Wisconsin 54409 Terms 2/15, n/30 


fi 














Model No. | Description | Quantity | Price 
CH 015 Challenger X7 ! 490 
SD 0979 Speed Demon i 710 








Invoice An invoice is an itemized statement of goods prepared by the vendor listing the customer’s 
name, items sold, sales prices, and terms of sale. An invoice is also a bill sent to the buyer from the sup- 
plier. From the vendor’s point of view, it is a sales invoice. The buyer, or vendee, treats it as a purchase 
invoice. When receiving a purchase order, the vendor ships the ordered merchandise to the buyer and in- 
cludes or mails a copy of the invoice covering the shipment to the buyer. The invoice is sent to the buyer’s 
accounting department where it is placed in the voucher. (Refer back to Exhibit 5.5, which shows 
Z-Mart’s purchase invoice.) 


Receiving Report Many companies maintain a separate department to receive all merchandise and 
purchased assets. When each shipment arrives, this receiving department counts the goods and checks them 
for damage and agreement with the purchase order. It then prepares four or more copies of a receiving re- 
port, which is used within the company to notify the appropriate persons that ordered goods have been re- 
ceived and to describe the quantities and condition of the goods. One copy is sent to accounting and placed 
in the voucher. Copies are also sent to the requesting department and the purchasing department to notify 
them that the goods have arrived. The receiving department retains a copy in its files. 


Invoice Approval When a receiving report arrives, the accounting department should have copies 
of the following documents in the voucher: purchase requisition, purchase order, and invoice. With the 
information in these documents, the accounting department can record the purchase and approve its pay- 
ment. In approving an invoice for payment, it checks and compares information across all documents. To 
facilitate this checking and to ensure that no step is omitted, it often uses an invoice approval, also called 
check authorization—see Exhibit 8A.3. An invoice approval is a checklist of steps necessary for approving 
an invoice for recording and payment. It is a separate document either filed in the voucher or preprinted 
(or stamped) on the voucher. 


DOCUMENT 

Purchase requisition 10/2§/11 
Purchase order 10/30/11 
Receiving report 11/03/11 
Invoice: 11/12/11 
Price 11/12/11 
Caleulations 11712/11 
Terms 11/12/11 

\ Approved for payment 
































EXHIBIT 8A.2 


Purchase Order 


EXHIBIT 8A.3 


Invoice Approval 


339 


340 


Point: Recording a purchase is initiated 
by an invoice approval, not an invoice. 

An invoice approval verifies that the 
amount is consistent with that requested, 
ordered, and received. This controls and 
verifies purchases and related liabilities. 


EXHIBIT 8A.4 


Inside of a Voucher 
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As each step in the checklist is approved, the person initials the invoice approval and records the cur- 
rent date. Final approval implies the following steps have occurred: 


Requisition check: Items on invoice are requested per purchase requisition. 
Purchase order check: Items on invoice are ordered per purchase order. 
Receiving report check: Items on invoice are received per receiving report. 


ba oie a 


Invoice check: Price: Invoice prices are as agreed with the vendor. 
Calculations: Invoice has no mathematical errors. 
Terms: Terms are as agreed with the vendor. 


Voucher Once an invoice has been checked and approved, the voucher is complete. A complete 
voucher is a record summarizing a transaction. Once the voucher certifies a transaction, it authorizes re- 
cording an obligation. A voucher also contains approval for paying the obligation on an appropriate date. 
The physical form of a voucher varies across companies. Many are designed so that the invoice and other 
related source documents are placed inside the voucher, which can be a folder. 

Completion of a voucher usually requires a person to enter certain information on both the inside and 
outside of the voucher. Typical information required on the inside of a voucher is shown in Exhibit 8A.4, 
and that for the outside is shown in Exhibit 8A.5. This information is taken from the invoice and the sup- 
porting documents filed in the voucher. A complete voucher is sent to an authorized individual (often 
called an auditor). This person performs a final review, approves the accounts and amounts for debiting 
(called the accounting distribution), and authorizes recording of the voucher. 









Oct. 28, ZO" 
Trex 


Antigo State _Lisconsin 











DATE OF INVOICE / TERMS / INVOICE NUMBER AND OTHER DETAILS / TERMS 


Invoice No. 4657 4200 
Less discount 14 
Net amount payable A 








After a voucher is approved and recorded (in a journal called a voucher register), it is filed by its 
due date. A check is then sent on the payment date from the cashier, the voucher is marked “paid,” and 
the voucher is sent to the accounting department and recorded (in a journal called the check register). 
The person issuing checks relies on the approved voucher and its signed supporting documents as 
proof that an obligation has been incurred and must be paid. The purchase requisition and purchase 
order confirm the purchase was authorized. The receiving report shows that items have been received, 
and the invoice approval form verifies that the invoice has been checked for errors. There is little 
chance for error and even less chance for fraud without collusion unless all the documents and signa- 
tures are forged. 
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EXHIBIT 8A.5 


Outside of a Voucher 





icher No. 4657 


Due Date 12, 10m 





























TEREE 
Pay to Trex 
ACCOUNT DEBITED Ciy Arig o o 
AMOUNT State Wisconsin 





Merch. Inventory 1200 
Store Supplies 


Office Supplies [ 








Summary of charges: 7 


Total charges 
Discount 14 


Net payment 


















Sales Salaries 


CERDA ar5s J 









Record of payment: 
Paid 
—— 
Check No. 















This appendix explains how a company can better control its cash disbursements to take advantage of 
favorable purchases discounts. Chapter 5 described the entries to record the receipt and payment of an 
invoice for a merchandise purchase with and without discount terms. Those entries were prepared under 


APPENDIX 


Control of Purchase Discounts i 
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what is called the gross method of recording purchases, which initially records the invoice at its gross p Apply the net method 
to control purchase 


amount ignoring any cash discount. 
The net method is another means of recording purchases, which initially records the invoice at its net discounts. 








amount of any cash discount. The net method gives management an advantage in controlling and monitor- 
ing cash payments involving purchase discounts. 

To explain, when invoices are recorded at gross amounts, the amount of any discounts taken is deducted 
from the balance of the Merchandise Inventory account when cash payment is made. This means that the 
amount of any discounts lost is not reported in any account or on the income statement. Lost discounts re- 
corded in this way are unlikely to come to the attention of management. When purchases are recorded at net 
amounts, a Discounts Lost expense account is recorded and brought to management’s attention. Manage- 
ment can then seek to identify the reason for discounts lost such as oversight, carelessness, or unfavorable 
terms. (Chapter 5 explains how managers assess whether a discount is favorable or not.) 


Perpetual Inventory System To illustrate, assume that a company purchases merchandise on 
November 2 at a $1,200 invoice price with terms of 2/10, n/30. Its November 2 entries under the gross 


and net methods are 


Gross Method—Perpetual Net Method—Perpetual 
Merchandise Inventory ............ 1,200 Merchandise Inventory ............ 1,176 
Accounts Payable............. 1,200 Accounts Payable ............. 1,176 


If the invoice is paid on November 12 within the discount period, it records the following: 


Gross Method—Perpetual Net Method—Perpetual 
Accounts Payable ................ 1,200 Accounts Payable ................. 1,176 
Merchandise Inventory ........ 24 SSI be eer TAIE tyres erent 1,176 


Cash mer e E 1,176 
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If the invoice is not paid within the discount period, it records the following November 12 entry (which is 
the date corresponding to the end of the discount period): 


Gross Method—Perpetual Net Method—Perpetual 


No entry Discounts Lost ................. 24 
Accounts Payable ............. 24 


Then, when the invoice is later paid on December 2, outside the discount period, it records the following: 


Gross Method—Perpetual Net Method—Perpetual 


Accounts Payable ................ 1,200 Accounts Payable ................. 1,200 
CAGIocsodvoosaaboooaanneoun 1,200 CHAN cacowoasagouosoes0a0e66 1,200 


(The discount lost can be recorded when the cash payment is made with a single entry. However, in this 
case, when financial statements are prepared after a discount is lost and before the cash payment is made, 
an adjusting entry is required to recognize any unrecorded discount lost in the period when incurred.) 


Periodic Inventory System The preceding entries assume a perpetual inventory system. If a 
company is using a periodic system, its November 2 entries under the gross and net methods are 


Gross Method—Periodic Net Method—Periodic 


Purchases. A E A E ous 1,200 Purchases t oA A E a 1,176 
Accounts Payable............. 1,200 Accounts Payable ............. 1,176 


If the invoice is paid on November 12 within the discount period, it records the following: 


Gross Method—Periodic Net Method—Periodic 
Accounts Payable ................ 1,200 Accounts Payable ................. 1,176 
Purchases Discounts .......... 24 Cash pera vance teen 1,176 
Cashen a a A EEEREN 1,176 


If the invoice is not paid within the discount period, it records the following November 12 entry: 


Gross Method—Periodic Net Method—Periodic 


No entry Discounts Losta TE rer: 24 
Accounts Payable ............. 24 


Then, when the invoice is later paid on December 2, outside the discount period, it records the following: 


Gross Method—Periodic Net Method—Periodic 


Accounts Payable ................ 1,200 Accounts Payable ................. 1,200 
E E E sirens mies 1,200 Ca mein cere 1,200 


Summary 


C1 Define internal control and identify its purpose and princi- 
ples. An internal control system consists of the policies and 
procedures managers use to protect assets, ensure reliable account- 
ing, promote efficient operations, and urge adherence to company 
policies. It can prevent avoidable losses and help managers both 
plan operations and monitor company and human performance. 
Principles of good internal control include establishing responsibili- 
ties, maintaining adequate records, insuring assets and bonding em- 
ployees, separating recordkeeping from custody of assets, dividing 


responsibilities for related transactions, applying technological con- 
trols, and performing regular independent reviews. 


C2 Define cash and cash equivalents and explain how to 
report them. Cash includes currency, coins, and amounts 

on (or acceptable for) deposit in checking and savings accounts. Cash 

equivalents are short-term, highly liquid investment assets readily 

convertible to a known cash amount and sufficiently close to their 

maturity date so that market value is not sensitive to interest rate 
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changes. Cash and cash equivalents are liquid assets because they 
are readily converted into other assets or can be used to pay for 
goods, services, or liabilities. 


Al Compute the days’ sales uncollected ratio and use it to as- 
sess liquidity. Many companies attract customers by selling to 
them on credit. This means that cash receipts from customers are 
delayed until accounts receivable are collected. Users want to know 
how quickly a company can convert its accounts receivable into 
cash. The days’ sales uncollected ratio, one measure reflecting 
company liquidity, is computed by dividing the ending balance of 
receivables by annual net sales, and then multiplying by 365. 


P1 Apply internal control to cash receipts and disbursements. 

Internal control of cash receipts ensures that all cash received 
is properly recorded and deposited. Attention focuses on two impor- 
tant types of cash receipts: over-the-counter and by mail. Good in- 
ternal control for over-the-counter cash receipts includes use of a 
cash register, customer review, use of receipts, a permanent transac- 
tion record, and separation of the custody of cash from its record- 
keeping. Good internal control for cash receipts by mail includes at 
least two people assigned to open mail and a listing of each sender’s 
name, amount, and explanation. (Banks offer several services that 
promote the control and safeguarding of cash.) 


P? Explain and record petty cash fund transactions. Petty cash 
disbursements are payments of small amounts for items such 

as postage, courier fees, minor repairs, and supplies. A company 

usually sets up one or more petty cash funds. A petty cash fund cashier 

is responsible for safekeeping the cash, making payments from 

this fund, and keeping receipts and records. A Petty Cash account 


Guidance Answers to Decision Maker and Decision Ethics 


Entrepreneur A forced vacation policy is part of a good system 
of internal controls. When employees are forced to take vacations, 
their ability to hide any fraudulent behavior decreases because others 
must perform the vacationers’ duties. A replacement employee poten- 
tially can uncover fraudulent behavior or falsified records. A forced 
vacation policy is especially important for employees in sensitive po- 
sitions of handling money or in control of easily transferable assets. 


Guidance Answers to Quick Checks 


1. (c) 

2. Technology reduces processing errors. It also allows more ex- 
tensive testing of records, limits the amount of hard evidence, 
and highlights the importance of separation of duties. 

3. A company holds liquid assets so that it can purchase other as- 
sets, buy services, and pay obligations. 

4. It owns cash equivalents because they yield a return greater than 
what cash earns (and are readily exchanged for cash). 

5. Examples of cash equivalents are 90-day (or less) U.S. Treasury 
bills, money market funds, and commercial paper (notes). 

6. (a) 

7. A voucher system is used when an owner/manager can no lon- 
ger control purchasing procedures through personal supervision 
and direct participation. 
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is debited only when the fund is established or increased in amount. 
When the fund is replenished, petty cash disbursements are recorded 
with debits to expense (or asset) accounts and a credit to cash. 


P3 Prepare a bank reconciliation. A bank reconciliation proves 

the accuracy of the depositor’s and the bank’s records. The 
bank statement balance is adjusted for items such as outstanding 
checks and unrecorded deposits made on or before the bank state- 
ment date but not reflected on the statement. The book balance is 
adjusted for items such as service charges, bank collections for the 
depositor, and interest earned on the account. 


PAA Describe the use of documentation and verification to 

control cash disbursements. A voucher system is a set of 
procedures and approvals designed to control cash disbursements 
and acceptance of obligations. The voucher system of control relies 
on several important documents, including the voucher and its 
supporting files. A key factor in this system is that only approved 
departments and individuals are authorized to incur certain 
obligations. 


phe Apply the net method to control purchase discounts. The 
net method aids management in monitoring and controlling 
purchase discounts. When invoices are recorded at gross amounts, 
the amount of discounts taken is deducted from the balance of the In- 
ventory account. This means that the amount of any discounts lost is 
not reported in any account and is unlikely to come to the attention 
of management. When purchases are recorded at net amounts, a Dis- 
counts Lost account is brought to management’s attention as an oper- 
ating expense. Management can then seek to identify the reason for 
discounts lost, such as oversight, carelessness, or unfavorable terms. 





Sales Representative A salesperson can take several steps to 
reduce days’ sales uncollected. These include (1) decreasing the 
ratio of sales on account to total sales by encouraging more cash 
sales, (2) identifying customers most delayed in their payments and 
encouraging earlier payments or cash sales, and (3) applying stricter 
credit policies to eliminate credit sales to customers that never pay. 


lv] 


8. If all cash payments are made by check, numerous checks for 
small amounts must be written. Since this practice is expensive 
and time-consuming, a petty cash fund is often established for 
making small (immaterial) cash payments. 


9. If the petty cash fund is not reimbursed at the end of an account- 
ing period, the transactions involving petty cash are not yet 
recorded and the petty cash asset is overstated. 


10. First, petty cash transactions are recorded when the petty cash 
fund is reimbursed. Second, reimbursement provides cash to 
allow the fund to continue being used. Third, reimbursement 
identifies any cash shortage or overage in the fund. 


11. A bank statement is a report prepared by the bank describing 
the activities in a depositor’s account. 
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12. To reconcile a bank balance means to explain the difference be- 
tween the cash balance in the depositor’s accounting records 
and the cash balance on the bank statement. 


14. Unrecorded deposits—added 
Outstanding checks—subtracted 
15. Interest earned—added 
Credit memos—added 


Debit memos—subtracted 
NSF checks—subtracted 
Bank service charges—subtracted 


13. The purpose of the bank reconciliation is to determine whether 
the bank or the depositor has made any errors and whether the 
bank has entered any transactions affecting the account that the 
depositor has not recorded. 


Key Terms mhhe.com/wildFAP20e 


Bank reconciliation (p. 331) 
Bank statement (p. 330) 
Canceled checks (p. 331) 
Cash (p. 321) 

Cash equivalents (p. 321) 
Cash Over and Short (p. 323) 
Check (p. 328) 

Check register (p. 340) 


Committee of Sponsoring Organizations 
(COSO) (p. 317) 


Days’ sales uncollected (p. 335) 
Deposit ticket (p. 328) 


Deposits in transit (p. 331) 
Discounts lost (p. 341) 
Electronic funds transfer (EFT) (p. 329) 
Gross method (p. 341) 

Internal control system (p. 316) 
Invoice (p. 339) 

Invoice approval (p. 339) 
Liquid assets (p. 321) 

Liquidity (p. 321) 

Net method (p. 341) 
Outstanding checks (p. 331) 
Petty cash (p. 326) 


Principles of internal control (p. 317) 
Purchase order (p. 338) 
Purchase requisition (p. 338) 
Receiving report (p. 339) 
Sarbanes-Oxley Act (p. 316) 
Section 404 (of SOX) (p. 317) 
Signature card (p. 328) 
Vendee (p. 339) 

Vendor (p. 338) 

Voucher (p. 325) 

Voucher register (p. 340) 
Voucher system (p. 324) 





Multiple Choice Quiz mhhe.com/wildFAP20e 


Answers on p. 391 





Additional Quiz Questions are available at the book’s Website. 


1. A company needs to replenish its $500 petty cash fund. Its 
petty cash box has $75 cash and petty cash receipts of $420. 
The journal entry to replenish the fund includes 
a. A debit to Cash for $75. 


d. $320 appears as a deduction from the bank balance of cash. 

e. $335 appears as an addition to the bank balance of cash. 
3. Using the information from question 2, what is the reconciled 

balance on Hapley’s November 30 bank reconciliation? 


b. A credit to Cash for $75. a. $2,052 
c. A credit to Petty Cash for $420. b. $1,895 
d. A credit to Cash Over and Short for $5. c. $1,742 
e. A debit to Cash Over and Short for $5. d. $2,201 
2. The following information is available for Hapley Company: e. $1,184 
¢ The November 30 bank statement shows a $1,895 balance. 4. A company had net sales of $84,000 and accounts receivable of 
° The general ledger shows a $1,742 balance at November 30. $6,720. Its days’ sales uncollected is 
e A $795 deposit placed in the bank’s night depository on a. 3.2 days 
November 30 does not appear on the November 30 bank b. 18.4 days 
statement. c. 230.0 days 
e Outstanding checks amount to $638 at November 30. d. 29.2 days 
e A customer’s $335 note was collected by the bank in e. 12.5 days 


November. A collection fee of $15 was deducted by the bank 5.BA company records its purchases using the net method. On 


and the difference deposited in Hapley’s account. 
e A bank service charge of $10 is deducted by the bank and 
appears on the November 30 bank statement. 


How will the customer’s note appear on Hapley’s November 30 
bank reconciliation? 

a. $320 appears as an addition to the book balance of cash. 
b. $320 appears as a deduction from the book balance of cash. 
c. $320 appears as an addition to the bank balance of cash. 


August 1, it purchases merchandise on account for $6,000 with 
terms of 2/10, n/30. The August 1 journal entry to record this 
transaction includes a 

Debit to Merchandise Inventory for $6,000. 

Debit to Merchandise Inventory for $5,880. 

Debit to Merchandise Inventory for $120. 

Debit to Accounts Payable for $5,880. 

Credit to Accounts Payable for $6,000. 


oho op 


Discussion Questions 
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A(B) Superscript letter A(B) denotes assignments based on Appendix 8A (8B). 
Icon denotes assignments that involve decision making. 
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1. List the seven broad principles of internal control. 


2. on Internal control procedures are important in every busi- 
ness, but at what stage in the development of a business do 
they become especially critical? 


3. Why should responsibility for related transactions be di- 
vided among different departments or individuals? 


4. Why should the person who keeps the records of an asset 
not be the person responsible for its custody? 


5. When a store purchases merchandise, why are individual 
departments not allowed to directly deal with suppliers? 


6. What are the limitations of internal controls? 


7. Which of the following assets is most liquid? Which is least 
liquid? Inventory, building, accounts receivable, or cash. 


8. What is a petty cash receipt? Who should sign it? 
9. Why should cash receipts be deposited on the day of receipt? 


11. 


12. 


13. 


equivalents for the year ended February 27, 2010. What total 
amount is provided (used) by investing activities? What amount 
is provided (used) by financing activities? 

Refer to Apple’s financial statements in Appendix A. Nl 
Identify Apple’s net income for the year ended Decem- PRS 
ber 31, 2009. Is its net income equal to the increase in cash and 
cash equivalents for the year? Explain the difference between net 
income and the increase in cash and cash equivalents. 

Refer to Nokia’s balance sheet in Appendix A. 

How does its cash (titled “bank and cash”) com- NELIS 
pare with its other current assets (both in amount and percent) as 
of December 31, 2009? Compare and assess its cash at December 
31, 2009, with its cash at December 31, 2008. 

0 Palm’s balance sheet in Appendix A reports that Palm 
cash and equivalents decreased during the fiscal year 

ended May, 31, 2009. Identify the cash generated (or used) 





- Research In Motion’s statement of cash flows in 


Appendix A describes changes in cash and cash RIM activities. 


An internal control system consists of all policies and procedures used to protect assets, ensure reliable 
accounting, promote efficient operations, and urge adherence to company policies. 


1. 
2. 
3. 


What is the main objective of internal control procedures? How is that objective achieved? 
Why should recordkeeping for assets be separated from custody over those assets? 


Why should the responsibility for a transaction be divided between two or more individuals or 
departments? 


by operating activities, by investing activities, and by financing 


QUICK STUDY 


QS 8-1 


Internal control objectives 


lg 





A good system of internal control for cash provides adequate procedures for protecting both cash receipts 
and cash disbursements. 


1. 


What are three basic guidelines that help achieve this protection? 


QS 8-2 


Internal control for cash 


a 











2. Identify two control systems or procedures for cash disbursements. 

Good accounting systems help in managing cash and controlling who has access to it. QS 8-3 

1. What items are included in the category of cash? Cash and equivalents 

2. What items are included in the category of cash equivalents? (2 

3. What does the term liquidity refer to? 

1. The petty cash fund of the Rio Agency is established at $75. At the end of the current period, the fund OS 8-4 
contained $14 and had the following receipts: film rentals, $19, refreshments for meetings, $23 (both Petty cash accounting 
expenditures to be classified as Entertainment Expense); postage, $6; and printing, $13. Prepare jour- p? 
nal entries to record (a) establishment of the fund and (b) reimbursement of the fund at the end of the 
current period. 

2. Identify the two events that cause a Petty Cash account to be credited in a journal entry. 

1. For each of the following items, indicate whether its amount (i) affects the bank or book side of abank QS 8-5 
reconciliation and (ii) represents an addition or a subtraction in a bank reconciliation. Bank reconciliation 
a. Outstanding checks d. Unrecorded deposits g. Bank service charges P3 


b. Debit memos e. Interest on cash balance 


c. NSF checks f. Credit memos 


. Which of the items in part 1 require an adjusting journal entry? 
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QS 8-6 


Bank reconciliation 


P3 


Cruz Company deposits all cash receipts on the day when they are received and it makes all cash payments 

by check. At the close of business on June 30, 2011, its Cash account shows an $11,352 debit balance. 

Cruz’s June 30 bank statement shows $10,332 on deposit in the bank. Prepare a bank reconciliation for 

Cruz Company using the following information. 

a. Outstanding checks as of June 30 total $1,713. 

b. The June 30 bank statement included a $23 debit memorandum for bank services; Cruz has not yet 
recorded the cost of these services. 

c. In reviewing the bank statement, a $90 check written by Cruz Company was mistakenly recorded in 
Cruz Company’s books at $99. 

d. June 30 cash receipts of $2,724 were placed in the bank’s night depository after banking hours and 
were not recorded on the June 30 bank statement. 

e. The bank statement included a $5 credit for interest earned on the cash in the bank. 





QS 8-7 


Days’ sales uncollected 


p 


The following annual account balances are taken from ProTeam Sports at December 31. 


Accounts receivable ........ $ 75,692 $ 70,484 
Netsales o arinena 2,591,933 2,296,673 


What is the change in the number of days’ sales uncollected between years 2010 and 2011? According to 
this analysis, is the company’s collection of receivables improving? Explain. 





QS 8-34 


Documents in a voucher system 


P4 


Management uses a voucher system to help control and monitor cash disbursements. Identify and describe 
at least four key documents that are part of a voucher system of control. 





QS 8-98 


Purchase discounts P5 


An important part of cash management is knowing when, and if, to take purchase discounts. 
a. Which accounting method uses a Discounts Lost account? 
b. What is the advantage of this method for management? 





QS 8-10 
International accounting and 
internal controls 


Ci Pi 


Answer each of the following related to international accounting standards. 

a. Explain how the purposes and principles of internal controls are different between accounting sys- 
tems reporting under IFRS versus U.S. GAAP. 

b. Cash presents special internal control challenges. How do internal controls for cash differ for account- 
ing systems reporting under IFRS versus U.S. GAAP? How do the procedures applied differ across 
those two accounting systems? 





QS 8-11 


Reviewing bank statements 


P3 


EXERCISES 


Exercise 8-1 
Internal control recommendations 


A 


An entrepreneur commented that a bank reconciliation may not be necessary as she regularly reviews her 
online bank statement for any unusual items and errors. 


a. Describe how a bank reconciliation and an online review (or reading) of the bank statement are not 
equivalent. 


b. Identify and explain at least two frauds or errors that would be uncovered through a bank reconcilia- 
tion and that would not be uncovered through an online review of the bank statement. 


m connect 


What internal control procedures would you recommend in each of the following situations? 

1. A concession company has one employee who sells towels, coolers, and sunglasses at the beach. Each 
day, the employee is given enough towels, coolers, and sunglasses to last through the day and enough 
cash to make change. The money is kept in a box at the stand. 

2. An antique store has one employee who is given cash and sent to garage sales each weekend. The 
employee pays cash for any merchandise acquired that the antique store resells. 
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Cantu Company is a rapidly growing start-up business. Its recordkeeper, who was hired nine months ago, 
left town after the company’s manager discovered that a large sum of money had disappeared over the past 
three months. An audit disclosed that the recordkeeper had written and signed several checks made pay- 
able to her fiancé and then recorded the checks as salaries expense. The fiancé, who cashed the checks but 
never worked for the company, left town with the recordkeeper. As a result, the company incurred an un- 
insured loss of $84,000. Evaluate Cantu’s internal control system and indicate which principles of internal 
control appear to have been ignored. 


Exercise 8-2 
Analyzing internal control 


A 





Some of Chester Company’s cash receipts from customers are received by the company with the regular 
mail. Chester’s recordkeeper opens these letters and deposits the cash received each day. (a) Identify any 
internal control problem(s) in this arrangement. (b) What changes to its internal control system do you 
recommend? 


Exercise 8-3 
Control of cash receipts by mail 


"A 





Good accounting systems help with the management and control of cash and cash equivalents. 
1. Define and contrast the terms liquid asset and cash equivalent. 

2. Why would companies invest their idle cash in cash equivalents? 

3. Identify five principles of effective cash management. 


Exercise 8-4 
Cash, liquidity, and return 


(2 





Hawk Company establishes a $400 petty cash fund on September 9. On September 30, the fund shows 
$166 in cash along with receipts for the following expenditures: transportation-in, $32; postage expenses, 
$113; and miscellaneous expenses, $87. The petty cashier could not account for a $2 shortage in the fund. 
Hawk uses the perpetual system in accounting for merchandise inventory. Prepare (1) the September 9 
entry to establish the fund, (2) the September 30 entry to reimburse the fund, and (3) an October 1 entry 
to decrease the fund to $300. 


Exercise 8-5 
Petty cash fund with a shortage 


P2 


Check (2) Cr. Cash $234 and (3) Dr. 
Cash $100 





NetPerks Co. establishes a $200 petty cash fund on January 1. On January 8, the fund shows $28 in cash 
along with receipts for the following expenditures: postage, $64; transportation-in, $19; delivery expenses, 
$36; and miscellaneous expenses, $53. NetPerks uses the perpetual system in accounting for merchandise 
inventory. Prepare journal entries to (1) establish the fund on January 1, (2) reimburse it on January 8, and 
(3) both reimburse the fund and increase it to $500 on January 8, assuming no entry in part 2. (Hint: Make 
two separate entries for part 3.) 


Exercise 8-6 
Petty cash fund accounting 


P2 


Check (3) Cr. Cash $472 (total) 





Prepare a table with the following headings for a monthly bank reconciliation dated September 30. 


Bank Balance Book Balance 
nas ence [nas tote [an 


Not Shown 
on the 


Reconciliation 





For each item 1 through 12, place an x in the appropriate column to indicate whether the item should be added 
to or deducted from the book or bank balance, or whether it should not appear on the reconciliation. If the book 
balance is to be adjusted, place a Dr. or Cr. in the Adjust column to indicate whether the Cash balance should 
be debited or credited. At the left side of your table, number the items to correspond to the following list. 


Bank service charge for September. 
Checks written and mailed to payees on October 2. 
Checks written by another depositor but charged against this company’s account. 


PON = 


Principal and interest on a note receivable to this company is collected by the bank but not yet 
recorded by the company. 


o 


Special bank charge for collection of note in part 4 on this company’s behalf. 

6. Check written against the company’s account and cleared by the bank; erroneously not recorded by 
the company’s recordkeeper. 

7. Interest earned on the September cash balance in the bank. 

- Night deposit made on September 30 after the bank closed. 


© 


9. Checks outstanding on August 31 that cleared the bank in September. 
10. NSF check from customer is returned on September 25 but not yet recorded by this company. 
11. Checks written by the company and mailed to payees on September 30. 
12. Deposit made on September 5 and processed by the bank on September 6. 


Exercise 8-7 
Bank reconciliation and 
adjusting entries 


P3 
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Exercise 8-8 
Voucher system 


P1 


The voucher system of control is designed to control cash disbursements and the acceptance of obligations. 
1. The voucher system of control establishes procedures for what two processes? 

2. What types of expenditures should be overseen by a voucher system of control? 

3. When is the voucher initially prepared? Explain. 





Exercise 8-9 
Bank reconciliation 


P3 


Check Reconciled bal., $15,025 


Frederick Clinic deposits all cash receipts on the day when they are received and it makes all cash 

payments by check. At the close of business on June 30, 2011, its Cash account shows a $15,141 debit 

balance. Frederick Clinic’s June 30 bank statement shows $14,275 on deposit in the bank. Prepare a bank 
reconciliation for Frederick Clinic using the following information: 

a. Outstanding checks as of June 30 total $2,500. 

b. The June 30 bank statement included a $125 debit memorandum for bank services. 

c. Check No. 919, listed with the canceled checks, was correctly drawn for $645 in payment of a utility 
bill on June 15. Frederick Clinic mistakenly recorded it with a debit to Utilities Expense and a credit 
to Cash in the amount of $654. 

d. The June 30 cash receipts of $3,250 were placed in the bank’s night depository after banking hours 
and were not recorded on the June 30 bank statement. 





Exercise 3-10 
Adjusting entries from bank 
reconciliation P3 


Prepare the adjusting journal entries that Frederick Clinic must record as a result of preparing the bank 
reconciliation in Exercise 8-9. 





Exercise 8-11 
Bank reconciliation 


P3 


Check Reconciled bal., $14,800 


Chung Company deposits all cash receipts on the day when they are received and it makes all cash payments 

by check. At the close of business on May 31, 2011, its Cash account shows a $15,500 debit balance. 

Chung’s May 31 bank statement shows $13,800 on deposit in the bank. Prepare a bank reconciliation for 

Chung Company using the following information. 

a. May 31 cash receipts of $2,200 were placed in the bank’s night depository after banking hours and 
were not recorded on the May 31 bank statement. 

b. Outstanding checks as of May 31 total $1,600. 

c. The May 31 bank statement included a $100 debit memorandum for bank services; Chung has not yet 
recorded the cost of these services. 

d. In reviewing the bank statement, a $400 check written by Wald Company was mistakenly drawn against 
Chung’s account. 

e. A debit memorandum for $600 refers to a $600 NSF check from a customer; Chung has not yet re- 
corded this NSF check. 





Exercise 8-12 
Liquid assets and 
accounts receivable 


gy 


Deacon Co. reported annual net sales for 2010 and 2011 of $565,000 and $647,000, respectively. Its year- 
end balances of accounts receivable follow: December 31, 2010, $51,000; and December 31, 2011, $83,000. 
(a) Calculate its days’ sales uncollected at the end of each year. (b) Evaluate and comment on any changes 
in the amount of liquid assets tied up in receivables. 





Exercise 8-134 


Documents in a voucher system 


P4 


Match each document in a voucher system in column one with its description in column two. 


Document Description 

1. Voucher A. A document used to notify the appropriate persons that ordered goods have 
2. Invoice approval arrived, including a description of the quantities and condition of goods. 

3. Receiving report B. An internal file used to store documents and information to control cash 
4. Invoice disbursements and to ensure that a transaction is properly authorized and 
5. Purchase order recorded. . . 

6. Purchase requisition C. A document used to place an order with a vendor that authorizes the ven- 


dor to ship ordered merchandise at the stated price and terms. 

D. A checklist of steps necessary for the approval of an invoice for record- 
ing and payment; also known as a check authorization. 

E. A document used by department managers to inform the purchasing 
department to place an order with a vendor. 

F. An itemized statement of goods prepared by the vendor listing the 
customer’s name, items sold, sales prices, and terms of sale. 
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USA Imports uses the perpetual system in accounting for merchandise inventory and had the following 
transactions during the month of October. Prepare entries to record these transactions assuming that USA 
Imports records invoices (a) at gross amounts and (b) at net amounts. 


Oct. 2 Purchased merchandise at a $4,000 price, invoice dated October 2, terms 2/10, n/30. 
10 Received a $400 credit memorandum (at full invoice price) for the return of merchandise that it 
purchased on October 2. 
17 Purchased merchandise at a $4,400 price, invoice dated October 16, terms 2/10, n/30. 
26 Paid for the merchandise purchased on October 17, less the discount. 
31 Paid for the merchandise purchased on October 2. Payment was delayed because the invoice 
was mistakenly filed for payment today. This error caused the discount to be lost. 


fa connect 


For each of these five separate cases, identify the principle(s) of internal control that is violated. 

Recommend what the business should do to ensure adherence to principles of internal control. 

1. Heather Flat records all incoming customer cash receipts for her employer and posts the customer pay- 
ments to their respective accounts. 

2. At Netco Company, Jeff and Jose alternate lunch hours. Jeff is the petty cash custodian, but if someone 
needs petty cash when he is at lunch, Jose fills in as custodian. 

3. Nadine Cox posts all patient charges and payments at the Dole Medical Clinic. Each night Nadine 
backs up the computerized accounting system to a tape and stores the tape in a locked file at her desk. 

4. Barto Sayles prides himself on hiring quality workers who require little supervision. As office man- 
ager, Barto gives his employees full discretion over their tasks and for years has seen no reason to 
perform independent reviews of their work. 

5. Desi West’s manager has told her to reduce costs. Desi decides to raise the deductible on the plant’s 
property insurance from $5,000 to $10,000. This cuts the property insurance premium in half. In a 
related move, she decides that bonding the plant’s employees is a waste of money since the company 
has not experienced any losses due to employee theft. Desi saves the entire amount of the bonding 
insurance premium by dropping the bonding insurance. 


Exercise 8-148 
Record invoices at gross or 
net amounts 


Pb 


PROBLEM SETA 


Problem 8-1A 
Analyzing internal control 


lg 





Shawnee Co. set up a petty cash fund for payments of small amounts. The following transactions involv- 
ing the petty cash fund occurred in May (the last month of the company’s fiscal year). 


May 1 Prepared a company check for $250 to establish the petty cash fund. 
15 Prepared a company check to replenish the fund for the following expenditures made since May1. 
Paid $78 for janitorial services. 
Paid $63.68 for miscellaneous expenses. 
Paid postage expenses of $43.50. 
Paid $57.15 to The County Gazette (the local newspaper) for an advertisement. 
Counted $11.15 remaining in the petty cash box. 
16 Prepared a company check for $200 to increase the fund to $450. 
31 The petty cashier reports that $293.39 cash remains in the fund. A company check is drawn to 
replenish the fund for the following expenditures made since May 15. 
f. Paid postage expenses of $48.36. 
g. Reimbursed the office manager for business mileage, $38.50. 
h. Paid $39.75 to deliver merchandise to a customer, terms FOB destination. 
31 The company decides that the May 16 increase in the fund was too large. It reduces the fund by 
$50, leaving a total of $400. 


a Rass 


Required 

1. Prepare journal entries to establish the fund on May 1, to replenish it on May 15 and on May 31, and 
to reflect any increase or decrease in the fund balance on May 16 and May 31. 

Analysis Component 


2. Explain how the company’s financial statements are affected if the petty cash fund is not replenished 
and no entry is made on May 31. 


Problem 8-2A 
Establish, reimburse, and adjust 
petty cash 


Go 


Check (1) Cr. to Cash: May 15, 
$238.85; May 16, $200.00 
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Problem 8-3A 
Establish, reimburse, and 
increase petty cash 


P2 


Check (3a & 3b) Total Cr. to Cash 
$378.77 


Shelton Gallery had the following petty cash transactions in February of the current year. 


Feb. 2 Wrote a $300 check, cashed it, and gave the proceeds and the petty cashbox to Bo Brown, the 


petty cashier. 
5 Purchased bond paper for the copier for $10.13 that is immediately used. 
9 Paid $22.50 COD shipping charges on merchandise purchased for resale, terms FOB shipping 
point. Shelton uses the perpetual system to account for merchandise inventory. 
12 Paid $9.95 postage to express mail a contract to a client. 
14 Reimbursed Alli Buck, the manager, $58 for business mileage on her car. 
20 Purchased stationery for $77.76 that is immediately used. 
23 Paid a courier $18 to deliver merchandise sold to a customer, terms FOB destination. 
25 Paid $15.10 COD shipping charges on merchandise purchased for resale, terms FOB shipping 
point. 
27 Paid $64 for postage expenses. 
28 The fund had $21.23 remaining in the petty cash box. Sorted the petty cash receipts by accounts 
affected and exchanged them for a check to reimburse the fund for expenditures. 
28 The petty cash fund amount is increased by $100 to a total of $400. 


Required 


1. 
2. 


Prepare the journal entry to establish the petty cash fund. 

Prepare a petty cash payments report for February with these categories: delivery expense, mileage ex- 
pense, postage expense, merchandise inventory (for transportation-in), and office supplies expense. Sort 
the payments into the appropriate categories and total the expenditures in each category. 


. Prepare the journal entries for part 2 to both (a) reimburse and (b) increase the fund amount. 





Problem 8-4A 
Prepare a bank reconciliation 
and record adjustments 


P3 eXcel 


mhhe.com/wildFAP20e 


Check (1) Reconciled balance, 
$34,308; (2) Cr. Note Receivable 
$9,000 


The following information is available to reconcile Clark Company’s book balance of cash with its bank 
statement cash balance as of July 31, 2011. 


b. 


On July 31, the company’s Cash account has a $26,193 debit balance, but its July bank statement 
shows a $28,020 cash balance. 

Check No. 3031 for $1,380 and Check No. 3040 for $552 were outstanding on the June 30 bank rec- 
onciliation. Check No. 3040 is listed with the July canceled checks, but Check No. 3031 is not. Also, 
Check No. 3065 for $336 and Check No. 3069 for $2,148, both written in July, are not among the 
canceled checks on the July 31 statement. 


. In comparing the canceled checks on the bank statement with the entries in the accounting records, it 


is found that Check No. 3056 for July rent was correctly written and drawn for $1,250 but was errone- 
ously entered in the accounting records as $1,230. 


. A credit memorandum enclosed with the July bank statement indicates the bank collected $9,000 cash 


on a non-interest-bearing note for Clark, deducted a $45 collection fee, and credited the remainder to 
its account. Clark had not recorded this event before receiving the statement. 


. A debit memorandum for $805 lists a $795 NSF check plus a $10 NSF charge. The check had been 


received from a customer, Jim Shaw. Clark has not yet recorded this check as NSF. 


Enclosed with the July statement is a $15 debit memorandum for bank services. It has not yet been 
recorded because no previous notification had been received. 


. Clark’s July 31 daily cash receipts of $10,152 were placed in the bank’s night depository on that date, 


but do not appear on the July 31 bank statement. 


Required 


1. 
2. 


Prepare the bank reconciliation for this company as of July 31, 2011. 


Prepare the journal entries necessary to bring the company’s book balance of cash into conformity 
with the reconciled cash balance as of July 31, 2011. 


Analysis Component 


3. 


Assume that the July 31, 2011, bank reconciliation for this company is prepared and some items are 

treated incorrectly. For each of the following errors, explain the effect of the error on (i) the adjusted 

bank statement cash balance and (ii) the adjusted cash account book balance. 

a. The company’s unadjusted cash account balance of $26,193 is listed on the reconciliation as $26,139. 

b. The bank’s collection of the $9,000 note less the $45 collection fee is added to the bank statement 
cash balance on the reconciliation. 
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Els Company most recently reconciled its bank statement and book balances of cash on August 31 and it 
reported two checks outstanding, No. 5888 for $1,038.05 and No. 5893 for $484.25. The following infor- 
mation is available for its September 30, 2011, reconciliation. 


From the September 30 Bank Statement 














NN eel ET ese 
PREVIOUS BALANCE | TOTAL CHECKS AND DEBITS | TOTAL DEPOSITS AND CREDITS | CURRENT BALANCE 
16,800.45 9,620.05 11,182.85 18,363.25 

CHECKS AND DEBITS | DEPOSITS AND CREDITS DAILY BALANCE 
Date No. Amount Date Amount Date Amount 
09/03 5888 1,038.05 09/05 1,103.75 08/31 16,800.45 
09/04 5902 731.90 09/12 2,226.90 09/03 15,762.40 
09/07 5901 1,824.25 09/21 4,093.00 09/04 15,030.50 
09/17 588.25 NSF 09/25 2,351.70 09/05 16,134.25 
09/20 5905 937.00 09/30 22.50 IN 09/07 14,310.00 
09/22 5903 399.10 09/30 1,385.00 CM 09/12 16,536.90 
09/22 5904 2,080.00 09/17 15,948.65 
09/28 5907 213.85 09/20 15,011.65 
09/29 5909 1,807.65 09/21 19,104.65 

09/22 16,625.55 
09/25 18,977.25 
09/28 18,763.40 
09/29 16,955.75 
09/30 18,363.25 


























From Els Company’s Accounting Records 


Cash Receipts Deposited Cash Disbursements 






Sept. 5 1,103.75 
12 2,226.90 
21 4,093.00 
25 2,351.70 
30 1,582.75 


11,358.10 


5901 
5902 
5903 
5904 
5905 
5906 
5907 
5908 
5909 






Cash 


Credit 


1,824.25 
731.90 
399.10 

2,050.00 
937.00 
859.30 
213.85 
276.00 

1,807.65 

9,099.05 





Cash Acct. No. 101 


Explanation 


Balance 





Aug. 31 
Sept. 30 
30 | Total disbursements 


Balance 


Total receipts 


Additional Information 


Check No. 5904 is correctly drawn for $2,080 to pay for computer equipment; however, the recordkeeper 
misread the amount and entered it in the accounting records with a debit to Computer Equipment and a 


11,358.10 


15,278.15 
26,636.25 


9,099.05 | 17,537.20 


Problem 8-5A 
Prepare a bank reconciliation 
and record adjustments 


P3 
eXcel 


mhhe.com/wildFAP20e 
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Check (1) Reconciled balance, 
$18,326.45 (2) Cr. Note Receivable 
$1,400 


PROBLEM SET B 


Problem 8-1B 
Analyzing internal control 


A 
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credit to Cash of $2,050. The NSF check shown in the statement was originally received from a customer, 
S. Nilson, in payment of her account. Its return has not yet been recorded by the company. The credit 
memorandum is from the collection of a $1,400 note for Els Company by the bank. The bank deducted a 
$15 collection fee. The collection and fee are not yet recorded. 


Required 
1. Prepare the September 30, 2011, bank reconciliation for this company. 
2. Prepare the journal entries to adjust the book balance of cash to the reconciled balance. 


Analysis Component 


3. The bank statement reveals that some of the prenumbered checks in the sequence are missing. 
Describe three situations that could explain this. 


For each of these five separate cases, identify the principle(s) of internal control that is violated. Recommend 
what the business should do to ensure adherence to principles of internal control. 


1. Latoya Tally is the company’s computer specialist and oversees its computerized payroll system. Her 
boss recently asked her to put password protection on all office computers. Latoya has put a password 
in place that allows only the boss access to the file where pay rates are changed and personnel are 
added or deleted from the payroll. 

2. Lake Theater has a computerized order-taking system for its tickets. The system is active all week and 
backed up every Friday night. 

3. X2U Company has two employees handling acquisitions of inventory. One employee places purchase 
orders and pays vendors. The second employee receives the merchandise. 

4. The owner of Super-Aid Pharmacy uses a check protector to perforate checks, making it difficult for 
anyone to alter the amount of the check. The check protector is on the owner’s desk in an office that 
contains company checks and is normally unlocked. 

5. LeAnn Company is a small business that has separated the duties of cash receipts and cash disbursements. 
The employee responsible for cash disbursements reconciles the bank account monthly. 





Problem 8-2B 
Establishing, reimbursing, and 
adjusting petty cash 


P2 


Check (1) Cr. to Cash: Jan. 14, 


$87.72; Jan. 31 (total), $232.65 


Pepco Co. establishes a petty cash fund for payments of small amounts. The following transactions in- 
volving the petty cash fund occurred in January (the last month of the company’s fiscal year). 


Jan. 3 A company check for $150 is written and made payable to the petty cashier to establish the petty 

cash fund. 

14 A company check is written to replenish the fund for the following expenditures made since 
January 3. 
a. Purchased office supplies for $16.29 that are immediately used up. 
b. Paid $17.60 COD shipping charges on merchandise purchased for resale, terms FOB ship- 

ping point. Pepco uses the perpetual system to account for inventory. 

c. Paid $36.57 to All-Tech for minor repairs to a computer. 
d. Paid $14.82 for items classified as miscellaneous expenses. 
e. Counted $62.28 remaining in the petty cash box. 

15 Prepared a company check for $25 to increase the fund to $175. 

31 The petty cashier reports that $17.35 remains in the fund. A company check is written to replen- 
ish the fund for the following expenditures made since January 14. 
f. Paid $40 to The Smart Shopper for an advertisement in January’s newsletter. 
g. Paid $38.19 for postage expenses. 
h. Paid $58 to Take-You-There for delivery of merchandise, terms FOB destination. 

31 The company decides that the January 15 increase in the fund was too little. It increases the fund 
by another $75, leaving a total of $250. 


Required 

1. Prepare journal entries to establish the fund on January 3, to replenish it on January 14 and January 
31, and to reflect any increase or decrease in the fund balance on January 15 and 31. 

Analysis Component 


2. Explain how the company’s financial statements are affected if the petty cash fund is not replenished 
and no entry is made on January 31. 
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RPM Music Center had the following petty cash transactions in March of the current year. 


March 5 Wrote a $200 check, cashed it, and gave the proceeds and the petty cashbox to Liz Buck, the 


petty cashier. 
6 Paid $14.50 COD shipping charges on merchandise purchased for resale, terms FOB shipping 

point. RPM uses the perpetual system to account for merchandise inventory. 

11 Paid $8.75 delivery charges on merchandise sold to a customer, terms FOB destination. 

12 Purchased file folders for $12.13 that are immediately used. 

14 Reimbursed Will Nelson, the manager, $9.65 for office supplies purchased and used. 

18 Purchased printer paper for $22.54 that is immediately used. 

27 Paid $47.10 COD shipping charges on merchandise purchased for resale, terms FOB shipping 
point. 

28 Paid postage expenses of $16. 

30 Reimbursed Nelson $58.80 for business car mileage. 

31 Cash of $11.53 remained in the fund. Sorted the petty cash receipts by accounts affected and 
exchanged them for a check to reimburse the fund for expenditures. 

31 The petty cash fund amount is increased by $50 to a total of $250. 


Required 


1. 
2. 


Prepare the journal entry to establish the petty cash fund. 

Prepare a petty cash payments report for March with these categories: delivery expense, mileage ex- 
pense, postage expense, merchandise inventory (for transportation-in), and office supplies expense. 
Sort the payments into the appropriate categories and total the expenses in each category. 


. Prepare the journal entries for part 2 to both (a) reimburse and (b) increase the fund amount. 


Problem 8-3B 
Establish, reimburse, and 
increase petty cash 


P2 


Check (2) Total expenses $189.47 


(3a & 3b) Total Cr. to Cash 
$238.47 





The following information is available to reconcile Style Co.’s book balance of cash with its bank state- 
ment cash balance as of December 31, 2011. 


b. 


The December 31 cash balance according to the accounting records is $31,743.70, and the bank state- 
ment cash balance for that date is $45,091.80. 

Check No. 1273 for $1,084.20 and Check No. 1282 for $390, both written and entered in the account- 
ing records in December, are not among the canceled checks. Two checks, No. 1231 for $2,289 and 
No. 1242 for $370.50, were outstanding on the most recent November 30 reconciliation. Check No. 1231 
is listed with the December canceled checks, but Check No. 1242 is not. 

When the December checks are compared with entries in the accounting records, it is found that 
Check No. 1267 had been correctly drawn for $2,435 to pay for office supplies but was erroneously 
entered in the accounting records as $2,453. 


. Two debit memoranda are enclosed with the statement and are unrecorded at the time of the reconcili- 


ation. One debit memorandum is for $749.50 and dealt with an NSF check for $732 received from a 
customer, Titus Industries, in payment of its account. The bank assessed a $17.50 fee for processing 
it. The second debit memorandum is a $79 charge for check printing. Style did not record these trans- 
actions before receiving the statement. 

A credit memorandum indicates that the bank collected $20,000 cash on a note receivable for the 
company, deducted a $20 collection fee, and credited the balance to the company’s Cash account. 
Style did not record this transaction before receiving the statement. 


f. Style’s December 31 daily cash receipts of $7,666.10 were placed in the bank’s night depository on 
that date, but do not appear on the December 31 bank statement. 

Required 

1. Prepare the bank reconciliation for this company as of December 31, 2011. 


2. 


Prepare the journal entries necessary to bring the company’s book balance of cash into conformity 
with the reconciled cash balance as of December 31, 2011. 


Analysis Component 


3. 


Explain the nature of the communications conveyed by a bank when the bank sends the depositor 
(a) a debit memorandum and (b) a credit memorandum. 


Problem 8-4B 
Prepare a bank reconciliation 
and record adjustments 


oe i 


Check (1) Reconciled balance, 
$50,913.20; (2) Cr. Note Receivable 
$20,000 


354 


Chapter 8 Cash and Internal Controls 





Problem 8-5B 
Prepare a bank reconciliation 
and record adjustments 


P3 


Safe Systems most recently reconciled its bank balance on April 30 and reported two checks outstanding 
at that time, No. 1771 for $781 and No. 1780 for $1,325.90. The following information is available for its 
May 31, 2011, reconciliation. 


From the May 31 Bank Statement 






































PREVIOUS BALANCE | TOTAL CHECKS AND DEBITS | TOTAL DEPOSITS AND CREDITS | CURRENT BALANCE 
18,290.70 12,898.90 16,416.80 21,808.60 
CHECKS AND DEBITS | DEPOSITS AND CREDITS | DAILY BALANCE 
Date No. Amount Date Amount Date Amount 
05/01 1771 781.00 05/04 2,438.00 04/30 18,290.70 
05/02 1783 195.30 05/14 2,898.00 05/01 17,509.70 
05/04 1782 1,285.50 05/22 1,801.80 05/02 17,314.40 
05/11 1784 1,449.60 05/25 7,200.00 CM 05/04 18,466.90 
05/18 431.80 NSF 05/26 2,079.00 05/11 17,017.30 
05/25 1787 8,032.50 05/14 19,915.30 
05/26 1785 157.20 05/18 19,483.50 
05/29 1788 554.00 05/22 21,285.30 
05/31 12.00 SC 05/25 20,452.80 
05/26 22,374.60 
05/29 21,820.60 
05/31 21,808.60 











From Safe Systems’ Accounting Records 
Cash Receipts Deposited Cash Disbursements 


Cash Check Cash 
Debit No. Credit 














May 4 2,438.00 1782 1,285.50 
14 2,898.00 1783 195.30 
22 1,801.80 1784 1,449.60 
26 2,079.00 1785 157.20 
31 2,526.30 1786 353.10 
11,743.10 1787 8,032.50 
1788 544.00 
1789 639.50 
12,656.70 
Explanation Credit Balance 
Apr. | 30 | Balance 16,183.80 
May | 31 | Total receipts R7 | 11,743.10 27,926.90 
31 Total disbursements D8 12,656.70 15,270.20 


Additional Information 


Check No. 1788 is correctly drawn for $554 to pay for May utilities; however, the recordkeeper misread 
the amount and entered it in the accounting records with a debit to Utilities Expense and a credit to Cash 
for $544. The bank paid and deducted the correct amount. The NSF check shown in the statement was 
originally received from a customer, S. Bax, in payment of her account. The company has not yet recorded 
its return. The credit memorandum is from a $7,300 note that the bank collected for the company. The 
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bank deducted a $100 collection fee and deposited the remainder in the company’s account. The collection 
and fee have not yet been recorded. 


Required 
1. Prepare the May 31, 2011, bank reconciliation for Safe Systems. Check (1) Reconciled balance, 
2. Prepare the journal entries to adjust the book balance of cash to the reconciled balance. per (2) Co, Note Recebvable 


Analysis Component 


3. The bank statement reveals that some of the prenumbered checks in the sequence are missing. 
Describe three possible situations to explain this. 


(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter SERIAL PROBLEM 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to 
use the Working Papers that accompany the book.) 


Business Solutions 


P3 

SP 8 Santana Rey receives the March bank statement for Business Solutions on April 11, 2012. The 

March 31 bank statement shows an ending cash balance of $67,566. A comparison of the bank statement 

with the general ledger Cash account, No. 101, reveals the following. 

a. S. Rey notices that the bank erroneously cleared a $500 check against her account in March that she 
did not issue. The check documentation included with the bank statement shows that this check was 
actually issued by a company named Business Systems. 

b. On March 25, the bank issued a $50 debit memorandum for the safety deposit box that Business Solu- 
tions agreed to rent from the bank beginning March 25. 

c. On March 26, the bank issued a $102 debit memorandum for printed checks that Business Solutions 
ordered from the bank. 

d. On March 31, the bank issued a credit memorandum for $33 interest earned on Business Solutions’ 
checking account for the month of March. 

e. S. Rey notices that the check she issued for $128 on March 31, 2012, has not yet cleared the bank. 

f. S. Rey verifies that all deposits made in March do appear on the March bank statement. 

g. The general ledger Cash account, No. 101, shows an ending cash balance per books of $68,057 as of 
March 31 (prior to any reconciliation). 

Required 

1. Prepare a bank reconciliation for Business Solutions for the month ended March 31, 2012. Check (1) Adj. bank bal. $67,938 


2. Prepare any necessary adjusting entries. Use Miscellaneous Expenses, No. 677, for any bank charges. 
Use Interest Revenue, No. 404, for any interest earned on the checking account for the month of March. 


Beyond the Numbers 


BTN 8-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. REPORTING IN 


1. For both fiscal year-ends February 27, 2010, and February 28, 2009, identify the total amount of cash ACTION 
and cash equivalents. Determine the percent this amount represents of total current assets, total current (2 Ą1 
liabilities, total shareholders’ equity, and total assets for both years. Comment on any trends. ťa) 





2. For fiscal years ended February 27, 2010, and February 28, 2009, use the information in the statement RIM 
of cash flows to determine the percent change between the beginning and ending year amounts of cash 
and cash equivalents. 

3. Compute the days’ sales uncollected as of February 27, 2010, and February 28, 2009. Has the collection 
of receivables improved? Are accounts receivable an important asset for Research In Motion? Explain. 


Fast Forward 


4. Access Research In Motion’s financial statements for fiscal years ending after February 27, 2010, 
from its Website (RIM.com) or the SEC’s EDGAR database (www.SEC.gov). Recompute its days’ 
sales uncollected for fiscal years ending after February 27, 2010. Compare this to the days’ sales un- 
collected for 2010 and 2009. 
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COMPARATIVE BTN 8-2 Key comparative figures for Research In Motion and Apple follow. 
ANALYSIS 
M t? Research In Motion Apple 
cs Current Prior Current Prior 
RIM ($ millions) Year Year Year Year 
Apple Accounts receivable ......... $ 2,594 $ 2,112 $ 3,361 $ 2,422 
Net sales ... c occ susan nee ose 14,953 11,065 42,905 37,49 | 
Required 
Compute days’ sales uncollected for these companies for each of the two years shown. Comment on any 
trends for the companies. Which company has the largest percent change in days’ sales uncollected? 
ETHICS BTN 8-3 Carol Benton, Sue Knox, and Marcia Diamond work for a family physician, Dr. Gwen Conrad, 
CHALLENGE who is in private practice. Dr. Conrad is knowledgeable about office management practices and has segregated 


B? 


COMMUNICATING 
IN PRACTICE 


Hi i EO 


the cash receipt duties as follows. Benton opens the mail and prepares a triplicate list of money received. She 
sends one copy of the list to Knox, the cashier, who deposits the receipts daily in the bank. Diamond, the rec- 
ordkeeper, receives a copy of the list and posts payments to patients’ accounts. About once a month the office 
clerks have an expensive lunch they pay for as follows. First, Knox endorses a patient’s check in Dr. Conrad’s 
name and cashes it at the bank. Benton then destroys the remittance advice accompanying the check. Finally, 
Diamond posts payment to the customer’s account as a miscellaneous credit. The three justify their actions by 
their relatively low pay and knowledge that Dr. Conrad will likely never miss the money. 


Required 

1. Who is the best person in Dr. Conrad’s office to reconcile the bank statement? 
2. Would a bank reconciliation uncover this office fraud? 

3. What are some procedures to detect this type of fraud? 

4. Suggest additional internal controls that Dr. Conrad could implement. 


BTN 8-4 Assume you are a business consultant. The owner of a company sends you an e-mail 
expressing concern that the company is not taking advantage of its discounts offered by vendors. The 
company currently uses the gross method of recording purchases. The owner is considering a review of all 
invoices and payments from the previous period. Due to the volume of purchases, however, the owner 
recognizes that this is time-consuming and costly. The owner seeks your advice about monitoring pur- 
chase discounts in the future. Provide a response in memorandum form. 





TAKING IT TO 
THE NET 
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BTN 8-5 Visit the Association of Certified Fraud Examiners Website at cfenet.com. Find and open the 
file “2008 Report to the Nation.” Read the two-page Executive Summary and fill in the following blanks. 
(The report is under its Fraud Resources tab or under its About the ACFE tab [under Press Room]; we can 
also use the Search tab.) 

1. The median loss caused by occupational frauds was $ 

2. More than ____ of fraud cases caused at least $1 million in losses. 

3. Companies lose __% of their annual revenues to fraud; this figure translates to $ billion in fraud 
losses. 





4. The typical length of fraud schemes was 
detected. 

5. Companies that conducted surprise audits suffered a median loss of $ 
surprise audits had a median loss of $ 


years from the time the fraud began until it was 





, whereas those without 














6. The median loss suffered by companies with fewer than 100 employees was $ per scheme. 
7. and were the most common small business fraud schemes. 
8. ___% of respondents cited inadequate internal controls as the primary contributing factor in the frauds 


investigated. 
9. Only __% of the perpetrators had convictions prior to committing their frauds. 
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BTN 8-6 Organize the class into teams. Each team must prepare a list of 10 internal controls a consumer 
could observe in a typical retail department store. When called upon, the team’s spokesperson must be pre- 
pared to share controls identified by the team that have not been shared by another team’s spokesperson. 





BTN 8-7 Review the opening feature of this chapter that highlights Dylan Lauren and her company 
Dylan’s Candy Bar. 


Required 


1. List the seven principles of internal control and explain how Dylan could implement each of them in 
her retail stores. 


2. Do you believe that Dylan will need to add controls as her business expands? Explain. 
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BTN 8-8 Visit an area of your college that serves the student community with either products or ser- 
vices. Some examples are food services, libraries, and bookstores. Identify and describe between four and 
eight internal controls being implemented. 


HITTING THE 
ROAD 


A 





BTN 8-9 The following information is from Nokia (www.Nokia.com), which is a leading global manu- 
facturer of mobile devices and services. 


EUR millions Current Year Prior Year 
CASI inia a EEE a hep hie 1,142 1,706 
Accounts receivable ......... 7,981 9,444 
Current assets ............. 23,613 24,470 
Total assets .............00. 35,738 39,582 
Current liabilities ........... 15,188 20,355 
Shareholders’ equity ......... 14,749 16,510 
Net sales ..............0005 40,984 50,710 


Required 

1. For each year, compute the percentage that cash represents of current assets, total assets, current 
liabilities, and shareholders’ equity. Comment on any trends in these percentages. 

2. Determine the percentage change between the current and prior year cash balances. 


3. Compute the days’ sales uncollected at the end of both the current year and the prior year. Has the col- 
lection of receivables improved? Explain. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. e; The entry follows. 


5. b; The entry follows. 
Debits to expenses (or assets) ......... 


Cash Over and Short ...............-. 5 
425 


2. a; recognizes cash collection of note by bank. a 2a 


3. a; the bank reconciliation follows. 





Balance per bank statement ...... $1,895 Balance per books.............. $1,742 
Add: Deposit in transit .......... 795 Add: Note collected less fee ...... 320 
Deduct: Outstanding checks ...... _ (638) Deduct: Service charge .......... _ (10 
Reconciled balance ............. $2,052 Reconciled balance ............. $2,052 


Merchandise Inventory* ...... 


Accounts Payable........ 


GLOBAL DECISION 


(2 Al o 
© NOKIA 


4. d; ($6,720/$84,000) X 365 = 29.2 days 
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A Look Back A Look at This Chapter A Look Ahead 


Chapter 8 focused on internal control and This chapter emphasizes receivables. We Chapter 10 focuses on plant assets, 
reporting for cash. We described internal explain that they are liquid assets and natural resources, and intangible assets. 
control procedures and the accounting for describe how companies account for We explain how to account for, report, 
and management of cash. and report them. We also discuss the and analyze these long-term assets. 


importance of estimating uncollectibles. 
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C1 Describe accounts receivable and how A Compute accounts receivable turnover P1 Apply the direct write-off method 
they occur and are recorded. (p. 360) and use it to help assess financial to account for accounts receivable. 


dition. (p. 375 . 363 
C2 Describe a note receivable, the conaition.-p ) (p ) 


computation of its maturity date, and P? Apply the allowance method and esti- 
the recording of its existence. (p. 370) mate uncollectibles based on sales 


and accounts receivable. (p. 366) 





C3 Explain how receivables can be 
converted to cash before maturity. a P3 Record the honoring and dishonoring 
(p. 373) of a note and adjustments for 


LP9 interest. (p. 372) 
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Monk E-Business 


“We are not wearing bling . . . | mean, we are still monks” 
— BROTHER BERNARD MCCOY 





SPARTA, WI—"“Mly printer ran out of toner,” recalls Brother 
Bernard McCoy. “I was just appalled at the cost of the black 
dust . . . the markup on toner is sinfully high!” So, Bernard, who 
is part of a handful of monks living at and trying to keep a re- 
mote monastery in rural Wisconsin going, started thinking. 
“Nine hundred years ago, my brothers were copying manu- 
scripts and making their own paper and ink,” explains Bernard. 
His response was to launch (LaserMonks.com), a 
supplier of toner and ink products (and other goods). 

Sales quickly soared, and Bernard, along with what he calls 
his monk-helper angels, had to contend with accounting activi- 
ties, receivables management, and other day-to-day record- 
keeping needs. Special attention was focused on monitoring 
receivables. Decisions on credit sales and policies for extending 
credit can make or break a start-up, and Bernard was deter- 
mined to succeed in spite of the demands of a monk's life. “We 
spend about five hours a day in Gregorian chant, and another 
couple of hours in prayers,” explains Bernard. “We're monks... . 
we do monk things!” 

Nevertheless, Bernard and his angels ensured that credit sales 
were extended to customers in good credit standing. Further, his 
team knows their customers, including who pays and when. 
Explains Bernard, we understand our customers—inside and 





out—including cash payment patterns that allow them to esti- 
mate uncollectibles and minimize bad debts. Bernard points out, 
however, that “we use the money for good works and to support 
monks who dedicate their lives to serving God and neighbor.” 

A commitment to quality customers and products is propel- 
ing LaserMonks’ sales and shattering Bernard's most optimistic 
goals. “The results have been beyond anything we could imag- 
ine,” affirms Bernard. Both accounts and notes receivables re- 
ceive his attention. Bernard and his team’s financial focus 
includes reviewing the allowance for doubtful accounts monthly. 
“We're scrambling to keep up with growth,” adds Bernard. 
“[We're] continuing to negotiate with suppliers . . . processing 
orders between our times of prayer.” 

Bernard's focus on serving people is unwavering. “Our cus- 
tomer service is following our order's tradition of hospitality,” 
explains Bernard. “We try to transfer monastic hospitality into 
commerce hospitality . . . we try to treat every single customer 
with kid gloves.” Bernard says he wishes that all customers “be 
abundantly blessed with prosperity of soul.” 








[Sources: LaserMonks Website, January 2011; Entrepreneur, September 
2009; CBS Broadcasting, August 2006; Religion & Ethics Newsweekly, 
September 2009; Consumer Reports, February 2010] 





Chapter Preview 





This chapter focuses on accounts receivable and short-term make better business decisions. It can also help in predicting fu- 
notes receivable. We describe each of these assets, their uses, ture company performance and financial condition as well as in 
and how they are accounted for and reported in financial state- managing one’s own business. 

ments. This knowledge helps us use accounting information to 
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Accounts Notes Disposal of 
Receivable Receivable Receivables 


e Recognizing accounts e Computing maturity e Selling receivables 
receivable and interest e Pledging receivables 
e Valuing accounts e Recognizing notes 
receivable receivable 
e Estimating bad debts e Valuing and settling 


notes 





ACCOUNTS RECEIVABLE 


A receivable is an amount due from another party. The two most common receivables are 
accounts receivable and notes receivable. Other receivables include interest receivable, rent 
receivable, tax refund receivable, and receivables from employees. Accounts receivable are 
amounts due from customers for credit sales. This section begins by describing how accounts 
receivable occur. It includes receivables that occur when customers use credit cards issued by 
third parties and when a company gives credit directly to customers. When a company does 
extend credit directly to customers, it (1) maintains a separate account receivable for each cus- 
tomer and (2) accounts for bad debts from credit sales. 


Recognizing Accounts Receivable 


Accounts receivable occur from credit sales to customers. The amount of credit sales has in- 
creased in recent years, reflecting several factors including an efficient financial system. Retail- 
ers such as Costco and Best Buy hold millions of dollars in accounts receivable. Similar 
amounts are held by wholesalers such as SUPERVALU and SYSCO. Exhibit 9.1 shows recent 
dollar amounts of receivables and their percent of total assets for four well-known companies. 





C Describe accounts 
receivable and how they 
occur and are recorded. 











EXHIBIT 9.1 
Abercrombie 


j O; 
Accounts Receivable for & Fitch 1.9% 
Selected Companies 


Pfizer 6.9% 


Callaway Golf {$140 Mil. 16% 





0 5 10 15 20 25 30 35 40 45 50 55 
Percent of total assets 


Sales on Credit Credit sales are recorded by increasing (debiting) Accounts Receivable. A 
company must also maintain a separate account for each customer that tracks how much that cus- 
tomer purchases, has already paid, and still owes. This information provides the basis for sending 
bills to customers and for other business analyses. To maintain this information, companies that 
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extend credit directly to their customers keep a separate account receivable for each one of them. 
The general ledger continues to have a single Accounts Receivable account along with the other 
financial statement accounts, but a supplementary record is created to maintain a separate account 
for each customer. This supplementary record is called the accounts receivable ledger. 

Exhibit 9.2 shows the relation between the Accounts Receivable account in the general 
ledger and its individual customer accounts in the accounts receivable ledger for TechCom, 
a small electronics wholesaler. This exhibit reports a $3,000 ending balance of TechCom’s 
accounts receivable for June 30. TechCom’s transactions are mainly in cash, but it has two 
major credit customers: CompStore and RDA Electronics. Its schedule of accounts receiv- 
able shows that the $3,000 balance of the Accounts Receivable account in the general ledger 
equals the total of its two customers’ balances in the accounts receivable ledger. 


General Ledger Accounts Receivable Ledger 
Accounts Receivable RDA Electronics 


| Date | PR | Debit | Credit| Balance _| Date | PR | Debit | Credit| Balance 


[Junes0 | [3,000 | | June 30 1,000 1,000 


























CompStore 


TechCom Debit | Credit Balance 
Schedule of Accounts Receivable 2.000 




















To see how accounts receivable from credit sales are recognized in the accounting records, 
we look at two transactions on July 1 between TechCom and its credit customers—see Ex- 
hibit 9.3. The first is a credit sale of $950 to CompStore. A credit sale is posted with both a 
debit to the Accounts Receivable account in the general ledger and a debit to the customer ac- 
count in the accounts receivable ledger. The second transaction is a collection of $720 from 
RDA Electronics from a prior credit sale. Cash receipts from a credit customer are posted with 
a credit to the Accounts Receivable account in the general ledger and flow through to credit 
the customer account in the accounts receivable ledger. (Posting debits or credits to Accounts 
Receivable in two separate ledgers does not violate the requirement that debits equal credits. 
The equality of debits and credits is maintained in the general ledger. The accounts receivable 
ledger is a supplementary record providing information on each customer.) 


July | Accounts Receivable—CompStore ................ 950 
Sales eroaa e eauate mere A Ms EE E E E tye 950 
To record credit sales* 
July | Cashi iaee aes earen sale aaae ays) EEEIEE RER S ane Band 720 
Accounts Receivable—RDA Electronics ........ 720 


To record collection of credit sales. 


* We omit the entry to Dr. Cost of Sales and Cr. Merchandise Inventory to focus on sales and receivables. 


Exhibit 9.4 shows the general ledger and the accounts receivable ledger after recording the 
two July 1 transactions. The general ledger shows the effects of the sale, the collection, and the 
resulting balance of $3,230. These events are also reflected in the individual customer accounts: 
RDA Electronics has an ending balance of $280, and CompStore’s ending balance is $2,950. 





















General Ledger Accounts Receivable Ledger 
Accounts Receivable RDA Electronics 
Date PR | Debit | Credit Balance Date PR | Debit | Credit Balance 
June 30 3,000 3,000 June 30 1,000 1,000 
July 1 950 3,950 July 1 720 280 
July 1 720 3,230 





























CompStore 
_ Date PR | Debit | Credit Balance 
Com June 30 2,000 2,000 


punts Receivable July 1 2,950 
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EXHIBIT 9.2 


General Ledger and the 
Accounts Receivable Ledger 
(before July 1 transactions) 


EXHIBIT 9.3 


Accounts Receivable Transactions 


Assets = Liabilities + Equity 
+ 950 +950 





Assets = Liabilities + Equity 
+720 
=7120 





EXHIBIT 9.4 


General Ledger and 
the Accounts Receivable Ledger 
(after July 1 transactions) 
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Point: Visa USA now transacts more 
than $1 trillion from its credit, debit, and 
prepaid cards. 


Point: Web merchants pay twice as 

much in credit card association fees as 
other retailers because they suffer 10 

times as much fraud. 


Assets = Liabilities + Equity 
+96 +100 
—4 
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The $3,230 sum of the individual accounts equals the debit balance of the Accounts Receivable 
account in the general ledger. 

Like TechCom, many large retailers such as Sears and JCPenney sell on credit. Many also 
maintain their own credit cards to grant credit to approved customers and to earn interest on any 
balance not paid within a specified period of time. This allows them to avoid the fee charged by 
credit card companies. The entries in this case are the same as those for TechCom except for the 
possibility of added interest revenue. If a customer owes interest on a bill, we debit Interest Re- 
ceivable and credit Interest Revenue for that amount. 


Credit Card Sales Many companies allow their customers to pay for products and ser- 
vices using third-party credit cards such as Visa, MasterCard, or American Express, and 
debit cards (also called ATM or bank cards). This practice gives customers the ability to make 
purchases without cash or checks. Once credit is established with a credit card company or 
bank, the customer does not have to open an account with each store. Customers using these 
cards can make single monthly payments instead of several payments to different creditors and 
can defer their payments. 

Many sellers allow customers to use third-party credit cards and debit cards instead of grant- 
ing credit directly for several reasons. First, the seller does not have to evaluate each customer’s 
credit standing or make decisions about who gets credit and how much. Second, the seller avoids 
the risk of extending credit to customers who cannot or do not pay. This risk is transferred to the 
card company. Third, the seller typically receives cash from the card company sooner than had it 
granted credit directly to customers. Fourth, a variety of credit options for customers offers a 
potential increase in sales volume. Sears historically offered credit only to customers using a 
Sears card but later changed its policy to permit customers to charge purchases to third-party 
credit card companies in a desire to increase sales. It reported: “SearsCharge increased its share of 
Sears retail sales even as the company expanded the payment options available to its customers with the 
acceptance ... of Visa, MasterCard, and American Express in addition to the [Sears] Card.” 

There are guidelines in how companies account for credit card and debit card sales. Some 
credit cards, but nearly all debit cards, credit a seller’s Cash account immediately upon deposit. 
In this case the seller deposits a copy of each card sales receipt in its bank account just as it de- 
posits a customer’s check. The majority of credit cards, however, require the seller to remit a 
copy (often electronically) of each receipt to the card company. Until payment is received, the 
seller has an account receivable from the card company. In both cases, the seller pays a fee for 
services provided by the card company, often ranging from 1% to 5% of card sales. This charge 
is deducted from the credit to the seller’s account or the cash payment to the seller. 


@ Decision Ir 





Debit Card vs. Credit Card A buyer's debit card purchase reduces the buyer's cash account balance 
at the card company, which is often a bank. Since the buyer's cash account balance is a liability (with a 
credit balance) for the card company to the buyer, the card company would debit that account for a buyer's 
purchase—hence, the term debit card. A credit card reflects authorization by the card company of a line of 
credit for the buyer with preset interest rates and payment terms—hence, the term credit card. Most card 
companies waive interest charges if the buyer pays its balance each month. E 


The procedures used in accounting for credit card sales depend on whether cash is received im- 
mediately on deposit or cash receipt is delayed until the credit card company makes the payment. 


Cash Received Immediately on Deposit To illustrate, if TechCom has $100 of credit card 
sales with a 4% fee, and its $96 cash is received immediately on deposit, the entry is 


July 15 (EOD sooscooeddparcaabecocdandoousesenocon bonodad onde 96 


Sal OSs Seng wie curse oa away toate oon E E uae cas O 100 
To record credit card sales less a 4% credit card expense.* 


* We omit the entry to Dr. Cost of Sales and Cr. Merchandise Inventory to focus on credit card expense. 
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Cash Received Some Time after Deposit However, if instead TechCom must remit elec- 
tronically the credit card sales receipts to the credit card company and wait for the $96 cash 
payment, the entry on the date of sale is 


July 15 Accounts Receivable—Credit Card Co. ................ 96 
Credit Card EXPENSE e2)sieceiscciaysre seis asic seerere a E SEUR Sysne rouse 4 
Sales a:ctsvscate wa EE I ste ens tate? A E E E sissies sie 100 


To record credit card sales less 4% credit card expense.* 


* We omit the entry to Dr. Cost of Sales and Cr. Merchandise Inventory to focus on credit card expense. 


When cash is later received from the credit card company, usually through electronic funds 
transfer, the entry is 


July 20 (CAG wo cen etoocaunevocannsvensgnevovsonenvoodandsoudnse 96 
Accounts Receivable—Credit Card Co. ................. 96 
To record cash receipt. 


Some firms report credit card expense in the income statement as a type of discount deducted 
from sales to get net sales. Other companies classify it as a selling expense or even as an admin- 
istrative expense. Arguments can be made for each approach. 


Installment Sales and Receivables Many companies allow their credit customers to make 
periodic payments over several months. For example, Ford Motor Company reports more than 
$75 billion in installment receivables. The seller refers to such assets as installment accounts 
(or finance) receivable, which are amounts owed by customers from credit sales for which pay- 
ment is required in periodic amounts over an extended time period. Source documents for in- 
stallment accounts receivable include sales slips or invoices describing the sales transactions. 
The customer is usually charged interest. Although installment accounts receivable can have 
credit periods of more than one year, they are classified as current assets if the seller regularly 
offers customers such terms. 





p Decision Answer — p. 378 


Entrepreneur As a small retailer, you are considering allowing customers to buy merchandise using credit 
cards. Until now, your store accepted only cash and checks. What analysis do you use to make this decision? E 


Quick Check Answers — p. 379 [vi 


1. In recording credit card sales, when do you debit Accounts Receivable and when do you debit 
Cash? 


2. A company accumulates sales receipts and remits them to the credit card company for 
payment. When are the credit card expenses recorded? When are these expenses incurred? 


Valuing Accounts Receivable — Direct Write-Off Method 


When a company directly grants credit to its customers, it expects that some customers will not 
pay what they promised. The accounts of these customers are uncollectible accounts, commonly 
called bad debts. The total amount of uncollectible accounts is an expense of selling on credit. 
Why do companies sell on credit if they expect some accounts to be uncollectible? The answer 
is that companies believe that granting credit will increase total sales and net income enough to 
offset bad debts. Companies use two methods to account for uncollectible accounts: (1) direct 
write-off method and (2) allowance method. We describe both. 


Recording and Writing Off Bad Debts The direct write-off method of accounting 
for bad debts records the loss from an uncollectible account receivable when it is determined to 
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Assets = Liabilities + Equity 
+96 +100 
—4 


Assets = Liabilities + Equity 
+96 
—96 


Point: Third-party credit card costs can 
be large. JCPenney reported third-party 
credit card costs exceeding $10 million. 


K 











P Apply the direct write-off 
method to account for 
accounts receivable. 











Point: Managers realize that some 
portion of credit sales will be uncol- 
lectible, but which credit sales are 
uncollectible is unknown. 
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Assets = Liabilities + Equity 
=520 —520 


Point: If a customer fails to pay within 
the credit period, most companies send 
out repeated billings and make other 
efforts to collect. 


Assets = Liabilities + Equity 
+520 +520 





Assets = Liabilities + Equity 
+520 
=520 





Point: Harley-Davidson reports 
$169 million of credit losses matched 
against $4,782 million of total revenues. 


Point: Under direct write-off, expense 
is recorded each time an account is 


written off. Under the allowance method, 


expense is recorded with an adjusting 
entry equal to the total estimated 
uncollectibles for that period’s sales. 
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be uncollectible. No attempt is made to predict bad debts expense. To illustrate, if TechCom 
determines on January 23 that it cannot collect $520 owed to it by its customer J. Kent, it recog- 
nizes the loss using the direct write-off method as follows: 


Jan. 23 BadiDebtsi Expense inten err rn tne iris 520 
Accounts Receivable—J.Kent................. 520 


To write off an uncollectible account. 


The debit in this entry charges the uncollectible amount directly to the current period’s Bad 
Debts Expense account. The credit removes its balance from the Accounts Receivable account 
in the general ledger (and its subsidiary ledger). 


Recovering a Bad Debt Although uncommon, sometimes an account written off is later 
collected. This can be due to factors such as continual collection efforts or a customer’s good 
fortune. If the account of J. Kent that was written off directly to Bad Debts Expense is later col- 
lected in full, the following two entries record this recovery. 


Mar. II Accounts Receivable—].Kent..................... 520 
Bad Debts Expense i e a a 520 
To reinstate account previously written off. 
Mar. || Gash cine acts: ene eie punts male a EE aE sans! eae eds tensors ues 520 
Accounts Receivable—]. Kent ................. 520 


To record full payment of account. 


Assessing the Direct Write-Off Method Examples of companies that use the direct 
write-off method include Rand Medical Billing, Gateway Distributors, Microwave Satellite 
Technologies, First Industrial Realty, New Frontier Energy, and Sub Surface Waste Man- 
agement. The following disclosure by Pharma-Bio Serv is typical of the justification for this 
method: Bad debts are accounted for using the direct write-off method whereby an expense is 
recognized only when a specific account is determined to be uncollectible. The effect of using 
this method approximates that of the allowance method. Companies must weigh at least two 
accounting concepts when considering the use of the direct write-off method: the (1) matching 
principle and (2) materiality constraint. 


Matching principle applied to bad debts. The matching (expense recognition) principle re- 
quires expenses to be reported in the same accounting period as the sales they helped produce. This 
means that if extending credit to customers helped produce sales, the bad debts expense linked to 
those sales is matched and reported in the same period. The direct write-off method usually does not 
best match sales and expenses because bad debts expense is not recorded until an account becomes 
uncollectible, which often occurs in a period after that of the credit sale. To match bad debts 
expense with the sales it produces therefore requires a company to estimate future uncollectibles. 


Materiality constraint applied to bad debts. The materiality constraint states that an 
amount can be ignored if its effect on the financial statements is unimportant to users’ business 
decisions. The materiality constraint permits the use of the direct write-off method when bad 
debts expenses are very small in relation to a company’s other financial statement items such as 
sales and net income. 


Valuing Accounts Receivable— Allowance Method 


The allowance method of accounting for bad debts matches the estimated loss from uncollect- 
ible accounts receivable against the sales they helped produce. We must use estimated losses 
because when sales occur, management does not know which customers will not pay their bills. 
This means that at the end of each period, the allowance method requires an estimate of the total 
bad debts expected to result from that period’s sales. This method has two advantages over the 
direct write-off method: (1) it records estimated bad debts expense in the period when the re- 
lated sales are recorded and (2) it reports accounts receivable on the balance sheet at the esti- 
mated amount of cash to be collected. 
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Recording Bad Debts Expense The allowance method estimates bad debts expense at 
the end of each accounting period and records it with an adjusting entry. TechCom, for instance, 
had credit sales of $300,000 during its first year of operations. At the end of the first year, 
$20,000 of credit sales remained uncollected. Based on the experience of similar businesses, 
TechCom estimated that $1,500 of its accounts receivable would be uncollectible. This estimated 
expense is recorded with the following adjusting entry. 

Dec. 31 


Bad DebtsiExpense's ja scsec eere ere seas arse sisi 1,500 


Allowance for Doubtful Accounts .............. 1,500 


To record estimated bad debts. 


The estimated Bad Debts Expense of $1,500 is reported on the income statement (as either a 
selling expense or an administrative expense) and offsets the $300,000 credit sales it helped 
produce. The Allowance for Doubtful Accounts is a contra asset account. A contra account is 
used instead of reducing accounts receivable directly because at the time of the adjusting entry, 
the company does not know which customers will not pay. After the bad debts adjusting entry 
is posted, TechCom’s account balances (in T-account form) for Accounts Receivable and its 
Allowance for Doubtful Accounts are as shown in Exhibit 9.5. 


Accounts Receivable Allowance for Doubtful Accounts 


20,000 





Dec. 31 Dec. 31 1,500 

The Allowance for Doubtful Accounts credit balance of $1,500 has the effect of reducing ac- 
counts receivable to its estimated realizable value. Realizable value refers to the expected pro- 
ceeds from converting an asset into cash. Although credit customers owe $20,000 to TechCom, 
only $18,500 is expected to be realized in cash collections from these customers. In the balance 
sheet, the Allowance for Doubtful Accounts is subtracted from Accounts Receivable and is often 


reported as shown in Exhibit 9.6. 


Current assets 
Accounts receivable ............0 0.0.0.0 ccc cece eee $20,000 


Less allowance for doubtful accounts ............... 1,500 $18,500 


Sometimes the Allowance for Doubtful Accounts is not reported separately. This alternative 
presentation is shown in Exhibit 9.7 (also see Appendix A). 


Current assets 


Accounts receivable (net of $1,500 doubtful accounts) ......... $18,500 


Writing Off a Bad Debt When specific accounts are identified as uncollectible, they are 
written off against the Allowance for Doubtful Accounts. To illustrate, TechCom decides that 
J. Kent’s $520 account is uncollectible and makes the following entry to write it off. 


Saabs abn com hs 520 
Accounts Receivable—J.Kent................. 520 


Jan. 23 Allowance for Doubtful Accounts 


To write off an uncollectible account. 


Posting this write-off entry to the Accounts Receivable account removes the amount of the bad 
debt from the general ledger (it is also posted to the accounts receivable subsidiary ledger). The 
general ledger accounts now appear as in Exhibit 9.8 (assuming no other transactions affecting 
these accounts). 


Accounts Receivable Allowance for Doubtful Accounts 


20,000 





Dec. 31 Dec. 31 1,500 


Jan. 23 520 Jan. 23 520 


365 


Assets = Liabilities + Equity 
—1,500 —1,500 


Point: Credit approval is usually not 
assigned to the selling dept. because 

its goal is to increase sales, and it may 
approve customers at the cost of 
increased bad debts. Instead, approval is 
assigned to a separate credit-granting or 
administrative dept. 


EXHIBIT 9.5 


General Ledger Entries after Bad 
Debts Adjusting Entry 


Point: Bad Debts Expense is also called 
Uncollectible Accounts Expense. The Allow- 
ance for Doubtful Accounts is also called 
Allowance for Uncollectible Accounts. 


EXHIBIT 9.6 


Balance Sheet Presentation of the 
Allowance for Doubtful Accounts 


EXHIBIT 9.7 


Alternative Presentation of the 
Allowance for Doubtful Accounts 


Assets = Liabilities + Equity 
+520 
—520 


Point: The Bad Debts Expense account 
is not debited in the write-off entry 
because it was recorded in the period 
when sales occurred. 


EXHIBIT 9.8 


General Ledger Entries after 
Write-Off 
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Point: In posting a write-off, the 
ledger’s Explanation column indicates 
the reason for this credit so it is not 
misinterpreted as payment in full. 


EXHIBIT 9.9 


Realizable Value before and after 
Write-Off of a Bad Debt 


Assets = Liabilities + Equity 
+520 
=520 





Assets = Liabilities + Equity 
+520 
=520 





Example: If TechCom used a 
collection agency and paid a 35% 
commission on $520 collected from 
Kent, how is this recorded? Answer: 


CaS cide anise scssrmdaas 338 
Collection Expense ...... 182 
Accts. Recble.—]. Kent ...... 520 





P Apply the allowance 
method and estimate 
uncollectibles based on 
sales and accounts 
receivable. 











Chapter 9 Accounting for Receivables 


The write-off does not affect the realizable value of accounts receivable as shown in Exhibit 9.9. 
Neither total assets nor net income is affected by the write-off of a specific account. Instead, 
both assets and net income are affected in the period when bad debts expense is predicted and 
recorded with an adjusting entry. 


Before Write-Off After Write-Off 





Accounts receivables rea n aa e E EAA Had $ 20,000 $ 19,480 
Less allowance for doubtful accounts ................. 1,500 980 
Estimated realizable accounts receivable ......... $18,500 $18,500 








Recovering a Bad Debt When a customer fails to pay and the account is written off as 
uncollectible, his or her credit standing is jeopardized. To help restore credit standing, a cus- 
tomer sometimes volunteers to pay all or part of the amount owed. A company makes two en- 
tries when collecting an account previously written off by the allowance method. The first is to 
reverse the write-off and reinstate the customer’s account. The second entry records the collec- 
tion of the reinstated account. To illustrate, if on March 11 Kent pays in full his account previ- 
ously written off, the entries are 


Mar. II Accounts Receivable = j] Kent 520 
Allowance for Doubtful Accounts .............. 520 
To reinstate account previously written off. 
Mar. II CaS MEE E A E ene E 520 
Accounts Receivable—J.Kent................. 520 
To record full payment of account. 


In this illustration, Kent paid the entire amount previously written off, but sometimes a customer 
pays only a portion of the amount owed. A question then arises as to whether the entire balance of 
the account or just the amount paid is returned to accounts receivable. This is a matter of judgment. 
If we believe this customer will later pay in full, we return the entire amount owed to accounts 
receivable, but if we expect no further collection, we return only the amount paid. 


@ Decision 





PayPal PayPal is legally just a money transfer agent, but 1,200 
it is increasingly challenging big credit card brands—see 
chart. PayPal is successful because: (1) online credit card 
processing fees often exceed $0.15 per dollar, but PayPal's 
fees are under $0.10 per dollar. (2) PayPal's merchant fraud 
losses are under 0.2% of revenues, which compares to 
nearly 2% for online merchants using credit cards. E 
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Estimating Bad Debts—Percent of Sales Method 


The allowance method requires an estimate of bad debts expense to prepare an adjusting entry 
at the end of each accounting period. There are two common methods. One is based on the 
income statement relation between bad debts expense and sales. The second is based on the 
balance sheet relation between accounts receivable and the allowance for doubtful accounts. 
The percent of sales method, also referred to as the income statement method, is based on the 
idea that a given percent of a company’s credit sales for the period is uncollectible. To illustrate, 
assume that Musicland has credit sales of $400,000 in year 2011. Based on past experience, 
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Musicland estimates 0.6% of credit sales to be uncollectible. This implies that Musicland 
expects $2,400 of bad debts expense from its sales (computed as $400,000 Xx 0.006). The ad- 
justing entry to record this estimated expense is 


Dec. 31 Bad Debts Expense saec cass seene de auans E ea ia 2,400 


Allowance for Doubtful Accounts .............. 2,400 


To record estimated bad debts. 


The allowance account ending balance on the balance sheet for this method would rarely equal 
the bad debts expense on the income statement. This is so because unless a company is in its 
first period of operations, its allowance account has a zero balance only if the prior amounts 
written off as uncollectible exactly equal the prior estimated bad debts expenses. (When com- 
puting bad debts expense as a percent of sales, managers monitor and adjust the percent so it is 
not too high or too low.) 


Estimating Bad Debts—Percent of Receivables Method 


The accounts receivable methods, also referred to as balance sheet methods, use balance sheet 
relations to estimate bad debts—mainly the relation between accounts receivable and the 
allowance amount. The goal of the bad debts adjusting entry for these methods is to make 
the Allowance for Doubtful Accounts balance equal to the portion of accounts receivable that 
is estimated to be uncollectible. The estimated balance for the allowance account is obtained in 
one of two ways: (1) computing the percent uncollectible from the total accounts receivable or 
(2) aging accounts receivable. 

The percent of accounts receivable method assumes that a given percent of a company’s re- 
ceivables is uncollectible. This percent is based on past experience and is impacted by current 
conditions such as economic trends and customer difficulties. The total dollar amount of all re- 
ceivables is multiplied by this percent to get the estimated dollar amount of uncollectible 
accounts—reported in the balance sheet as the Allowance for Doubtful Accounts. 

To illustrate, assume that Musicland has $50,000 of accounts receivable on December 31, 
2011. Experience suggests 5% of its receivables is uncollectible. This means that after the ad- 
justing entry is posted, we want the Allowance for Doubtful Accounts to show a $2,500 credit 
balance (5% of $50,000). We are also told that its beginning balance is $2,200, which is 5% of 
the $44,000 accounts receivable on December 31, 2010—see Exhibit 9.10. 





Allowance for Doubtful Accounts 





Prior year estimate 


























Dec. 31, 2010, bal. 2,200 q= of allowance for 
Rab, G 800 doubtful accounts 
eit July 10 700 
Nov. 20 500 
Unadjusted bal. 200 Ë Adjusting entry | 
Dec. 31 adjustment 2,300 








Current year 


2,500 «=== estimate of allowance 


for doubtful accounts 





Dec. 31, 2011, bal. 











During 2011, accounts of customers are written off on February 6, July 10, and November 20. 
Thus, the account has a $200 credit balance before the December 31, 2011, adjustment. The 
adjusting entry to give the allowance account the estimated $2,500 balance is 


Dec. 31 Bad Debts Expense 2,300 





Allowance for Doubtful Accounts .............. 2,300 <— 


To record estimated bad debts. 
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Point: Focus is on credit sales because 
cash sales do not produce bad debts. If 
cash sales are a small or stable percent of 
credit sales, total sales can be used. 


Assets = Liabilities + Equity 
—2,400 —2,400 


Point: When using the percent of sales 
method for estimating uncollectibles, the 
estimate of bad debts is the number 
used in the adjusting entry. 


Point: When using an accounts 
receivable method for estimating 
uncollectibles, the allowance account 
balance is adjusted to equal the 
estimate of uncollectibles. 


EXHIBIT 9.10 


Allowance for Doubtful Accounts 
after Bad Debts Adjusting Entry 


Assets = Liabilities + Equity 
—2,300 —2,300 
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@ Decision 





Aging Pains Experience shows that the longer a 
receivable is past due, the lower is the likelihood of its 
collection. An aging schedule uses this knowledge to 
estimate bad debts. The chart here is from a survey that 
reported estimates of bad debts for receivables grouped 
by how long they were past their due dates. Each 
company sets its own estimates based on its customers 
and its experiences with those customers’ payment 
patterns. E 0% 100% 


Bad debts percentage 


9-11 


Months past due 
D 
1 
œ 


12-23 
24 





Estimating Bad Debts — Aging of Receivables Method 


The aging of accounts receivable method uses both past and current receivables information to 
estimate the allowance amount. Specifically, each receivable is classified by how long it is past 
its due date. Then estimates of uncollectible amounts are made assuming that the longer an 
amount is past due, the more likely it is to be uncollectible. Classifications are often based 
on 30-day periods. After the amounts are classified (or aged), experience is used to estimate the 
percent of each uncollectible class. These percents are applied to the amounts in each class and 
then totaled to get the estimated balance of the Allowance for Doubtful Accounts. This compu- 
tation is performed by setting up a schedule such as Exhibit 9.11. 


EXHIBIT 9.11 AY LOR (0) -NNI D) 


Schedule of Accounts Receivable by Age 


Aging of Accounts Receivable December 31, 2011 


1 to 30 31 to 60 61 to 90 Over 





























Not Yet Days Days Days 90 Days 
Customer Totals Due Past Due Past Due PastDue Past Due 
Carlie Abbott............... $ 450 $ 450 
Jamie Allen................. 710 $ 710 
Each receivable is grouped Chavez Andres............ 500 300 $ 200 
by how long it oH 
is past its due date Balicia Company.......... 740 $ 100 $ 640 
Each age group is Zamora Services......... 1,000 810 190 
multiplied by its estimated 3 
bad debts percent Tr Total receivables*...... $50,000 $37,000 $6,500 $3,700 $1,900 $ 900 
Percent uncollectible..... 2% 5% 10% 25% 40% 
Esti fi A i 
oaen aoup aro totaeg "=== Estimated uncollectible.. $ 2,270. $ ES $ 325) $ 370) $ = $ 3607 








*The “white line break” means that additional customer accounts are not shown in the table but are included in each 
column’s total. 


Exhibit 9.11 lists each customer’s individual balances assigned to one of five classes based 
on its days past due. The amounts in each class are totaled and multiplied by the estimated per- 
cent of uncollectible accounts for each class. The percents used are regularly reviewed to reflect 
changes in the company and economy. 

To explain, Musicland has $3,700 in accounts receivable that are 31 to 60 days past due. Its 
management estimates 10% of the amounts in this age class are uncollectible, or a total of $370 
(computed as $3,700 X 10%). Similar analysis is done for each of the other four classes. The final 
total of $2,270 ($740 + $325 + 370 + $475 + $360) shown in the first column is the estimated 
balance for the Allowance for Doubtful Accounts. Exhibit 9.12 shows that since the allowance 


EXHIBIT 9.12 





; , Unadjusted balance ............. $ 200 credit 
Computation of the Required Estimated balance .............. 2,270 credit 
Adjustment for the Accounts 5 2 
Receivable Method Required adjustment ......... $2,070 credit 
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account has an unadjusted credit balance of $200, the required adjustment to the Allowance for 
Doubtful Accounts is $2,070. (We could also use a T-account for this analysis as shown in the margin.) 
This yields the following end-of-period adjusting entry. 


Dec. 31 Bad! Debts!Expense oos onnensa stesso cteur a, 2,070 


Allowance for Doubtful Accounts .............. 2,070 


To record estimated bad debts. 


Alternatively, if the allowance account had an unadjusted debit balance of $500 (instead of the 
$200 credit balance), its required adjustment would be computed as follows. (Again, a T-account 
can be used for this analysis as shown in the margin.) 


500 debit 
2,270 credit ~—— 
$ 2,770 credit 


Unadjusted balance......... $ 





Current year estimate of 


Estimated balance.......... 
allowance for doubtful accounts 











Adjusting entry 
amount 











Required adjustment... .. 











The entry to record the end-of-period adjustment for this alternative case is 





i» Dec. 31 BadiDebtsiExpense ary. e E cess ehereeet etn ereres 2,770 


Allowance for Doubtful Accounts .............. 2,770 


To record estimated bad debts. 


The aging of accounts receivable method is an examination of specific accounts and is usually 
the most reliable of the estimation methods. 


Estimating Bad Debts—Summary of Methods Exhibit 9.13 summarizes the prin- 
ciples guiding all three estimation methods and their focus of analysis. Percent of sales, with 
its income statement focus, does a good job at matching bad debts expense with sales. The 
accounts receivable methods, with their balance sheet focus, do a better job at reporting ac- 
counts receivable at realizable value. 


Bad Debts Estimation 


—— 


Income Statement Focus Balance Sheet Focus 


j r —— 


Percent of Sales : : i 
Emphasis on Macht Percent of Receivables Aging of Receivables 
[Emphasis on Realizable Value] [Emphasis on Realizable Value] 


ae {| 


‘Sales Rate Bad Debts Expense’ ı Accounts Allowance : : Accounts Rat Allowance | 
| Receivable for Doubtful : ‘Receivable (by Age Doubtful 
l i i Accounts ' | (by Age) y Accounts ' 


© Decision 


Answer — p. 379 





Labor Union Chief One week prior to labor contract negotiations, financial statements are released 
showing no income growth. A 10% growth was predicted. Your analysis finds that the company increased 
its allowance for uncollectibles from 1.5% to 4.5% of receivables. Without this change, income would 
show a 9% growth. Does this analysis impact negotiations? Ml 
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Allowance for Doubtful Accounts 


Unadj. bal. 200 
Req. adj. 2,070 


Estim. bal. 2,270 











Assets = Liabilities + Equity 
—2,070 —2,070 


Point: A debit balance implies that 
write-offs for that period exceed the 
total allowance. 


Allowance for Doubtful Accounts 


Unadj. bal. 500 





Req. adj. 2,770 


2,270 








Estim. bal. 


Assets = Liabilities + Equity 
—2,770 —2,770 


EXHIBIT 9.13 
Methods to Estimate Bad Debts 
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Quick Check Answers — p. 379 


3. Why must bad debts expense be estimated if such an estimate is possible? 


4. What term describes the balance sheet valuation of Accounts Receivable less the Allowance 
for Doubtful Accounts? 


5. Why is estimated bad debts expense credited to a contra account (Allowance for Doubtful 
Accounts) rather than to the Accounts Receivable account? 


6. SnoBoard Company’s yearend balance in its Allowance for Doubtful Accounts is a credit of $440. 
By aging accounts receivable, it estimates that $6,142 is uncollectible. Prepare SnoBoard’s 
yearend adjusting entry for bad debts. 


7. Record entries for these transactions assuming the allowance method is used: 
Jan. 10 The $300 account of customer Cool Jam is determined uncollectible. 
April 12 Cool Jam unexpectedly pays in full the account deemed uncollectible on Jan. 10. 


NOTES RECEIVABLE 





C2 Describe a note receivable, 
the computation of its 
maturity date, and the 

recording of its existence. 











EXHIBIT 9.14 


Promissory Note 


A promissory note is a written promise to pay a specified amount of money, usually with inter- 
est, either on demand or at a definite future date. Promissory notes are used in many transac- 
tions, including paying for products and services, and lending and borrowing money. Sellers 
sometimes ask for a note to replace an account receivable when a customer requests additional 
time to pay a past-due account. For legal reasons, sellers generally prefer to receive notes when 
the credit period is long and when the receivable is for a large amount. If a lawsuit is needed to 
collect from a customer, a note is the buyer’s written acknowledgment of the debt, its amount, 
and its terms. 

Exhibit 9.14 shows a simple promissory note dated July 10, 2011. For this note, Julia Browne 
promises to pay TechCom or to its order (according to TechCom’s instructions) a specified 
amount of money ($1,000), called the principal of a note, at a definite future date (October 8, 
2011). As the one who signed the note and promised to pay it at maturity, Browne is the maker 
of the note. As the person to whom the note is payable, TechCom is the payee of the note. To 
Browne, the note is a liability called a note payable. To TechCom, the same note is an asset 
called a note receivable. This note bears interest at 12%, as written on the note. Interest is the 
charge for using the money until its due date. To a borrower, interest is an expense. To a lender, 
it is revenue. 


Principal 


Date of note 
Due date 


Payee 


Interest rate 


Maker 





Computing Maturity and Interest 


This section describes key computations for notes including the determination of maturity date, 
period covered, and interest computation. 


Maturity Date and Period The maturity date of a note is the day the note (principal 
and interest) must be repaid. The period of a note is the time from the note’s (contract) date to 
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its maturity date. Many notes mature in less than a full year, and the period they cover is often 
expressed in days. When the time of a note is expressed in days, its maturity date is the specified 
number of days after the note’s date. As an example, a five-day note dated June 15 matures and 
is due on June 20. A 90-day note dated July 10 matures on October 8. This October 8 due date 
is computed as shown in Exhibit 9.15. The period of a note is sometimes expressed in months or 
years. When months are used, the note matures and is payable in the month of its maturity on 
the same day of the month as its original date. A nine-month note dated July 10, for instance, is 
payable on April 10. The same analysis applies when years are used. 
































Days lira July sess ays se msaa eara aya) E EEE E EESE E 31 

Minus the'dateʻof the note e e e tetris retry tts 10 

Days remaininginaly e a a seen E E E A T 21 <«—— Juyli-3I 
Add days IMAUgUSt oaeee oa e E EE E E EE ES 31 <——\_ Aug. l-31 
Add days in:September sear sre naes arenai e Eaa E E EEEa 30 <——_Sept. |-30 
Days to equal 90 days, or maturity date of October8 ......... 8 <—_ ols 
Period of the note in days)... a/sic 2,6 6/5 cysts ois essere: oE E ois c suensie ais 90 


Interest Computation = /nterest is the cost of borrowing money for the borrower or, alter- 
natively, the profit from lending money for the lender. Unless otherwise stated, the rate of inter- 
est on a note is the rate charged for the use of the principal for one year. The formula for 
computing interest on a note is shown in Exhibit 9.16. 


Principal Annual Time expressed 


of the note interest rate in fraction of year Interest 


To simplify interest computations, a year is commonly treated as having 360 days (called the 
banker’s rule in the business world and widely used in commercial transactions). We treat a 
year as having 360 days for interest computations in the examples and assignments. Using 
the promissory note in Exhibit 9.14 where we have a 90-day, 12%, $1,000 note, the total interest 
is computed as follows. 


90 
$1,000 x 12% X 360 > $1,000 Xx 0.12 x 0.25 = $30 


Recognizing Notes Receivable 


Notes receivable are usually recorded in a single Notes Receivable account to simplify record- 
keeping. The original notes are kept on file, including information on the maker, rate of interest, 
and due date. (When a company holds a large number of notes, it sometimes sets up a controlling 
account and a subsidiary ledger for notes. This is similar to the handling of accounts receivable.) 
To illustrate the recording for the receipt of a note, we use the $1,000, 90-day, 12% promissory 
note in Exhibit 9.14. TechCom received this note at the time of a product sale to Julia Browne. 
This transaction is recorded as follows. 


July 10* Notes Receivable .\.c. sas cs set aee eeaeee 1,000 
Salesa ae ou ances Ue ns St a ence 1,000 
Sold goods in exchange for a 90-day, 12% note. 


* We omit the entry to Dr. Cost of Sales and Cr. Merchandise Inventory to focus on sales and receivables. 


When a seller accepts a note from an overdue customer as a way to grant a time extension 
on a past-due account receivable, it will often collect part of the past-due balance in cash. 
This partial payment forces a concession from the customer, reduces the customer’s debt (and 
the seller’s risk), and produces a note for a smaller amount. To illustrate, assume that Tech- 
Com agreed to accept $232 in cash along with a $600, 60-day, 15% note from Jo Cook to 
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EXHIBIT 9.15 
Maturity Date Computation 


EXHIBIT 9.16 


Computation of Interest Formula 


Assets = Liabilities + Equity 
+1,000 + 1,000 


Point: Notes receivable often are a 
major part of a company’s assets. 
Likewise, notes payable often are a large 
part of a company’s liabilities. 
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Assets = Liabilities + Equity 
+232 
+600 
— 832 








P3 Record the honoring and 
dishonoring of a note and 
adjustments for interest. 











Assets = Liabilities + Equity 
+615 +15 
—600 


Point: When posting a dishonored 
note to a customer’s account, an expla- 
nation is included so as not to misinter- 
pret the debit as a sale on account. 


Assets = Liabilities + Equity 
+816 +16 
—800 


Point: Reporting the details of notes 
is consistent with the full disclosure 
principle, which requires financial 
statements (including footnotes) to 
report all relevant information. 


Assets = Liabilities + Equity 
+15 +15 
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settle her $832 past-due account. TechCom made the following entry to record receipt of this 
cash and note. 


Oct.5 Gas Inge rre rA IE si iepspeieve: sneer oie iene 232 
Notes Receivable <i uies asocie asea e eassa s eee 600 
Accounts Receivable—J. Cook ................ 832 


Received cash and note to settle account. 


Valuing and Settling Notes 


Recording an Honored Note The principal and interest of a note are due on its matu- 
rity date. The maker of the note usually honors the note and pays it in full. To illustrate, when 
J. Cook pays the note above on its due date, TechCom records it as follows. 


Dec. 4 Casha bet e A ENE S E SER EEO 615 
Notes: Receivable a aan crown e a cence 600 
Interest Reyenue n 426 sere sce ee e uoo enee I5 
Collect note with interest of $600 X 15% X 60/360. 


Interest Revenue, also called Interest Earned, is reported on the income statement. 


Recording a Dishonored Note When a note’s maker is unable or refuses to pay at 
maturity, the note is dishonored. The act of dishonoring a note does not relieve the maker of the 
obligation to pay. The payee should use every legitimate means to collect. How do companies 
report this event? The balance of the Notes Receivable account should include only those notes 
that have not matured. Thus, when a note is dishonored, we remove the amount of this note from 
the Notes Receivable account and charge it back to an account receivable from its maker. To 
illustrate, TechCom holds an $800, 12%, 60-day note of Greg Hart. At maturity, Hart dishonors 
the note. TechCom records this dishonoring of the note as follows. 


Oct. 14 Accounts Receivable—G. Hart................000- 816 
Interest REVENUE) 65 Secon sescac aie cus asia suems eves coe 16 
Notes Receivable ne yan sac scene ole vere 800 


To charge account of G. Hart for a dishonored note 
and interest of $800 X 12% Xx 60/360. 


Charging a dishonored note back to the account of its maker serves two purposes. First, it 
removes the amount of the note from the Notes Receivable account and records the dishonored 
note in the maker’s account. Second, and more important, if the maker of the dishonored note 
applies for credit in the future, his or her account will reveal all past dealings, including the 
dishonored note. Restoring the account also reminds the company to continue collection efforts 
from Hart for both principal and interest. The entry records the full amount, including interest, 
to ensure that it is included in collection efforts. 


Recording End-of-Period Interest Adjustment When notes receivable are out- 
standing at the end of a period, any accrued interest earned is computed and recorded. To illus- 
trate, on December 16, TechCom accepts a $3,000, 60-day, 12% note from a customer in 
granting an extension on a past-due account. When TechCom’s accounting period ends on 
December 31, $15 of interest has accrued on this note ($3,000 xX 12% X 15/360). The follow- 
ing adjusting entry records this revenue. 


Dec. 31 Interest Receivable eras onc oona A E one I5 
Interest Revenue ras essnee rre OENE AER E a 15 


To record accrued interest earned. 
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Interest Revenue appears on the income statement, and Interest Receivable appears on the 
balance sheet as a current asset. When the December 16 note is collected on February 14, 
TechCom’s entry to record the cash receipt is 


Feb. 14 (ABI oo concdooodavenoconsgnondgnevecsgaenooeen 3,060 Assets = Liabilities + Equity 
Interest Revene nenco uena eena e seein 45 +3,060 +45 
Interest Receivable en i aii nn nnn nas 15 =19 
; —3,000 
Notes Receivable meco orra nr circus ccm clerens tes sieve 3,000 


Received payment of note and its interest. 


Total interest earned on the 60-day note is $60. The $15 credit to Interest Receivable on 
February 14 reflects the collection of the interest accrued from the December 31 adjusting 
entry. The $45 interest earned reflects TechCom’s revenue from holding the note from 
January 1 to February 14 of the current period. 






Quick Check Answers — p. 379 


8. Irwin purchases $7,000 of merchandise from Stamford on December 16, 2011. Stamford 
accepts Irwin's $7,000, 90-day, 12% note as payment. Stamford’s accounting period ends 
on December 31, and it does not make reversing entries. Prepare entries for Stamford on 
December 16, 2011, and December 31, 2011. 

9. Using the information in Quick Check 8, prepare Stamford’s March 16, 2012, entry if Irwin 
dishonors the note. 


DISPOSAL OF RECEIVABLES 


Companies can convert receivables to cash before they are due. Reasons for this include the 
need for cash or the desire not to be involved in collection activities. Converting receivables is 

; g g : Explain how receivables 
usually done either by (1) selling them or (2) using them as security for a loan. A recent survey can be converted to cash 
shows that about 20% of companies obtain cash from either selling receivables or pledging before maturity. 
them as security. In some industries such as textiles, apparel and furniture, this is common 
practice. 














Selling Receivables 


A company can sell all or a portion of its receivables to a finance company or bank. The buyer, 
called a factor, charges the seller a factoring fee and then the buyer takes ownership of the re- 
ceivables and receives cash when they come due. By incurring a factoring fee, the seller re- 
ceives cash earlier and can pass the risk of bad debts to the factor. The seller can also choose to 


avoid costs of billing and accounting for the receivables. To illustrate, if TechCom sells $20,000  &iopat: Firms in export sales increas- 


of its accounts receivable and is charged a 4% factoring fee, it records this sale as follows. ingly sell their receivables to factors. 
Aug. 15 Cashmere cnet Cretan ccr er terry er ret 19,200 Assets = Liabilities + Equity 
FactoninsikecheXDe nse mnt tt tet ttt ia tne tt ta ererts 800 + 19,200 —800 
Accounts Receivable ............2.....0000ee 20,000 — 20,000 


Sold accounts receivable for cash, less 4% fee. 


The accounting for sales of notes receivable is similar to that for accounts receivable. The de- 
tailed entries are covered in advanced courses. 


Pledging Receivables 


A company can raise cash by borrowing money and pledging its receivables as security for the 
loan. Pledging receivables does not transfer the risk of bad debts to the lender because the 
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Assets 
+35,000 


= Liabilities + Equity 
+35,000 
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borrower retains ownership of the receivables. If the borrower defaults on the loan, the lender 
has a right to be paid from the cash receipts of the receivable when collected. To illustrate, 
when TechCom borrows $35,000 and pledges its receivables as security, it records this transac- 
tion as follows. 


Aug. 20 Cashi A ata rata Mote AAE tas Le a 35,000 
Notes Payable tn syne arn E A 35,000 


Borrowed money with a note secured by pledging 
receivables. 


Since pledged receivables are committed as security for a specific loan, the borrower’s finan- 
cial statements disclose the pledging of them. TechCom, for instance, includes the follow- 
ing note with its statements: Accounts receivable of $40,000 are pledged as security for a $35,000 
note payable. 


@ Decision 





What’s the Proper Allowance? How can we assess whether a company has properly estimated 
its allowance for uncollectibles? One way is to compute the ratio of the allowance account to the gross 
accounts receivable. When this ratio is analyzed over several consecutive periods, trends often emerge 
that reflect on the adequacy of the allowance amount. E 


GLOBAL VIEW 


NOKIA 





This section discusses similarities and differences between U.S. GAAP and IFRS regarding the recogni- 
tion, measurement, and disposition of receivables. 


Recognition of Receivables Both U.S. GAAP and IFRS have similar asset criteria that apply to 
recognition of receivables. Further, receivables that arise from revenue-generating activities are subject to 
broadly similar criteria for U.S. GAAP and IFRS. Specifically, both refer to the realization principle and 
an earnings process. The realization principle under U.S. GAAP implies an arm’s-length transaction oc- 
curs, whereas under IFRS this notion is applied in terms of reliable measurement and likelihood of eco- 
nomic benefits. Regarding U.S. GAAP’s reference to an earnings process, IFRS instead refers to risk 
transfer and ownership reward. While these criteria are broadly similar, differences do exist, and they arise 
mainly from industry-specific guidance under U.S. GAAP, which is very limited under IFRS. 


Valuation of Receivables Both U.S. GAAP and IFRS require that receivables be reported net of 
estimated uncollectibles. Further, both systems require that the expense for estimated uncollectibles be re- 
corded in the same period when any revenues from those receivables are recorded. This means that for ac- 
counts receivable, both U.S. GAAP and IFRS require the allowance method for uncollectibles (unless 
uncollectibles are immaterial). The allowance method using percent of sales, percent of receivables, and 
aging was explained in this chapter. Nokia reports the following for its allowance for uncollectibles: 





Management specifically analyzes accounts receivables and historical bad debt, customer concentrations, 
customer creditworthiness, current economic trends and changes in our customer payment terms 


when evaluating the adequacy of the allowance. 





Disposition of Receivables Both U.S. GAAP and IFRS apply broadly similar rules in recording 
dispositions of receivables. Those rules are discussed in this chapter. We should be aware of an important 
difference in terminology. Companies reporting under U.S. GAAP disclose Bad Debts Expense, which is 
also referred to as Provision for Bad Debts or the Provision for Uncollectible Accounts. For U.S. GAAP, 
provision here refers to expense. Under IFRS, the term provision usually refers to a liability whose amount 
or timing (or both) is uncertain. 
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Accounts Receivable Turnover 


For a company selling on credit, we want to assess both the quality and liquidity of its accounts 
receivable. Quality of receivables refers to the likelihood of collection without loss. Experience 
shows that the longer receivables are outstanding beyond their due date, the lower the likelihood 
of collection. Liquidity of receivables refers to the speed of collection. Accounts receivable turnover 
is a measure of both the quality and liquidity of accounts receivable. It indicates how often, on aver- 
age, receivables are received and collected during the period. The formula for this ratio is shown in 
Exhibit 9.17. 


Net sales 





Accounts receivable turnover = > 
Average accounts receivable, net 


We prefer to use net credit sales in the numerator because cash sales do not create receivables. However, 
since financial statements rarely report net credit sales, our analysis uses net sales. The denominator is the 
average accounts receivable balance, computed as (Beginning balance + Ending balance) + 2. TechCom 
has an accounts receivable turnover of 5.1. This indicates its average accounts receivable balance is con- 
verted into cash 5.1 times during the period. Exhibit 9.18 shows graphically this turnover activity for 
TechCom. 


5.1 times per year 








Jan. Feb. March Apr. May June July Aug. Sept. Oct. Nov. Dec. 


Accounts receivable turnover also reflects how well management is doing in granting credit to customers 
in a desire to increase sales. A high turnover in comparison with competitors suggests that management 
should consider using more liberal credit terms to increase sales. A low turnover suggests management 
should consider stricter credit terms and more aggressive collection efforts to avoid having its resources 
tied up in accounts receivable. 

To illustrate, we take fiscal year data from two competitors: Dell and Apple. Exhibit 9.19 shows ac- 
counts receivable turnover for both companies. 





Company Figure ($ millions) 2008 2007 2006 2005 
Dell INetisalestAictar E A E A N $61,101 $61,133 $57,420 $55,788 
Average accounts receivable, net ........... $ 5,346 $ 5,292 $ 4,352 $ 3,826 
Accounts receivable turnover .......... 11.4 11.6 13.2 14.6 
Apple NECESE E TA A cuentas $32,479 $24,006 $19,315 $13,931 
Average accounts receivable, net ........... $ 2,030 $ 1,445 $ 1,074 $ 835 
Accounts receivable turnover .......... 16.0 16.6 18.0 16.7 


Dell’s 2008 turnover is 11.4, computed as $61,101/$5,346 ($ millions). This means that Dell’s 
average accounts receivable balance was converted into cash 11.4 times in 2008. Its turnover de- 
clined in 2008, as it has for each of the past 3 years. Apple’s turnover exceeds that for Dell in each of 
the past 4 years. Is either company’s turnover too high? Since sales are stable or markedly growing 
over this time period, each company’s turnover rate does not appear to be too high. Instead, both Dell 
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OQO Decision Analysis 





Compute accounts 
receivable turnover and 
use it to help assess 
financial condition. 


Al 











EXHIBIT 9.17 


Accounts Receivable Turnover 


EXHIBIT 9.18 


Rate of Accounts Receivable 
Turnover for TechCom 


Point: Credit risk ratio is computed 
by dividing the Allowance for Doubtful 
Accounts by Accounts Receivable. The 
higher this ratio, the higher is credit risk. 


EXHIBIT 9.19 


Analysis Using Accounts 
Receivable Turnover 


Turnover 





2008 2007 2006 2005 


| accounts Receivable Turnover: __ Apple |_ Dell 


376 


Chapter 9 Accounting for Receivables 


and Apple seem to be doing well in managing receivables. This is especially true given the recession- 
ary period of 2008 and 2009. Turnover for competitors is generally in the range of 7 to 12 for this 
same period.! 


O Decision Answer — p. 379 





Family Physician Your medical practice is barely profitable, so you hire a health care analyst. The ana- 
lyst highlights several points including the following: “Accounts receivable turnover is too low. Tighter credit 
policies are recommended along with discontinuing service to those most delayed in payments.” How do 
you interpret these recommendations? What actions do you take? E 


DEMONSTRATION PROBLEM 


Clayco Company completes the following selected transactions during year 2011. 


July 14 Writes off a $750 account receivable arising from a sale to Briggs Company that dates to 10 
months ago. (Clayco Company uses the allowance method.) 

30 Clayco Company receives a $1,000, 90-day, 10% note in exchange for merchandise sold to 
Sumrell Company (the merchandise cost $600). 

Aug. 15 Receives $2,000 cash plus a $10,000 note from JT Co. in exchange for merchandise that sells 
for $12,000 (its cost is $8,000). The note is dated August 15, bears 12% interest, and matures 
in 120 days. 

Nov. 1 Completed a $200 credit card sale with a 4% fee (the cost of sales is $150). The cash is received 
immediately from the credit card company. 

3 Sumrell Company refuses to pay the note that was due to Clayco Company on October 28. 
Prepare the journal entry to charge the dishonored note plus accrued interest to Sumrell Com- 
pany’s accounts receivable. 

5 Completed a $500 credit card sale with a 5% fee (the cost of sales is $300). The payment from 
the credit card company is received on Nov. 9. 

15 Received the full amount of $750 from Briggs Company that was previously written off on 
July 14. Record the bad debts recovery. 
Dec. 13 Received payment of principal plus interest from JT for the August 15 note. 


Required 
1. Prepare journal entries to record these transactions on Clayco Company’s books. 
2. Prepare an adjusting journal entry as of December 31, 2011, assuming the following: 


a. Bad debts are estimated to be $20,400 by aging accounts receivable. The unadjusted balance of the 
Allowance for Doubtful Accounts is $1,000 debit. 


b. Alternatively, assume that bad debts are estimated using the percent of sales method. The Allowance 
for Doubtful Accounts had a $1,000 debit balance before adjustment, and the company estimates 
bad debts to be 1% of its credit sales of $2,000,000. 


PLANNING THE SOLUTION 


@ Examine each transaction to determine the accounts affected, and then record the entries. 
@ For the year-end adjustment, record the bad debts expense for the two approaches. 


1 As an estimate of average days’ sales uncollected, we compute how many days (on average) it takes to collect 
receivables as follows: 365 days + accounts receivable turnover. An increase in this average collection period can 
signal a decline in customers’ financial condition. 
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SOLUTION TO DEMONSTRATION PROBLEM 


1. 


July 14 


July 30 


July 30 


Aug. 


Aug. 


Nov. 


Nov. 


Nov. 


Nov. 


Nov. 


Nov. 


Nov. 


Nov. 


15 


15 


Allowance for Doubtful Accounts ................. 
Accounts Receivable—Briggs Co............... 
Wrote off an uncollectible account. 


Notes Receivable—Sumrell Co. .............-0-005 


Sold merchandise for a 90-day, 10% note. 
Cost of Goods Sold soree es eene ee evele sisise er 
Merchandise Inventory ...................05. 


To record the cost of July 30 sale. 


Sold merchandise to customer for $2,000 
cash and $10,000 note. 


Cost of Goods Sold oe oaae e a a sete a over 
Merchandise Inventory ..................005. 


To record the cost of Aug. 15 sale. 


To record credit card sale less a 4% credit 
card expense. 


Cost of Goods Sold an os tose cenines 
Merchandise Inventory ...................05. 

To record the cost of Nov. | sale. 
Accounts Receivable—Sumrell Co. ...............-- 
Interest Revenue ne eoe ea e e cers 
Notes Receivable—Sumrell Co. ............... 


To charge account of Sumrell Company for 
a $1,000 dishonored note and interest of 
$1,000 X 10% X 90/360. 


Accounts Receivable—Credit Card Co.............. 


To record credit card sale less a 5% credit card expense. 
CostollGoods Sold Eaa tras tite te 
Merchandise Inventory ...................... 


To record the cost of Nov. 5 sale. 


To record cash receipt from Nov. 5 sale. 
Accounts Receivable—Briggs Co. ................. 
Allowance for Doubtful Accounts .............. 


To reinstate the account of Briggs Company 
previously written off. 


Accounts Receivable—Briggs Co. ............. 


Cash received in full payment of account. 


Note Receivable—JT Co. .................0.. 


Collect note with interest of 
$10,000 X 12% X 120/360. 


750 


1,000 


600 


2,000 
10,000 


8,000 


192 


150 


1,025 


475 
25 


300 


475 


750 


750 


10,400 


750 


1,000 


600 


12,000 


8,000 


200 


150 


25 
1,000 


500 


300 


475 


750 


750 


400 
10,000 
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2a. Aging of accounts receivable method. 


Dec. 31 


Allowance for Doubtful Accounts .............. 


Bad Debts Expense s ccccic jeje soshersnerels e ee suchens aleve 


21,400 
21,400 


To adjust allowance account from a $1,000 
debit balance to a $20,400 credit balance. 


2b. Percent of sales method.* 


Dec. 31 


Allowance for Doubtful Accounts .............. 


Bad Debts Expense’. 35.0, sh-ns.< oseo aaa oea aTa e 


20,000 
20,000 


To provide for bad debts as 1% X $2,000,000 


in credit sales. 


* For the income statement approach, which requires estimating bad debts as a percent of sales or credit sales, the 
Allowance account balance is not considered when making the adjusting entry. 


Summary 


C1 Describe accounts receivable and how they occur and are 

recorded. Accounts receivable are amounts due from custom- 
ers for credit sales. A subsidiary ledger lists amounts owed by each 
customer. Credit sales arise from at least two sources: (1) sales on 
credit and (2) credit card sales. Sales on credit refers to a company’s 
granting credit directly to customers. Credit card sales involve cus- 
tomers’ use of third-party credit cards. 


C2 Describe a note receivable, the computation of its maturity 

date, and the recording of its existence. A note receivable is 
a written promise to pay a specified amount of money at a definite 
future date. The maturity date is the day the note (principal and in- 
terest) must be repaid. Interest rates are normally stated in annual 
terms. The amount of interest on the note is computed by expressing 
time as a fraction of one year and multiplying the note’s principal 
by this fraction and the annual interest rate. A note received is re- 
corded at its principal amount by debiting the Notes Receivable ac- 
count. The credit amount is to the asset, product, or service provided 
in return for the note. 


C3 Explain how receivables can be converted to cash before 

maturity. Receivables can be converted to cash before matu- 
rity in three ways. First, a company can sell accounts receivable to a 
factor, who charges a factoring fee. Second, a company can borrow 
money by signing a note payable that is secured by pledging the ac- 
counts receivable. Third, notes receivable can be discounted at (sold 
to) a financial institution. 


M Compute accounts receivable turnover and use it to help 
assess financial condition. Accounts receivable turnover is a 
measure of both the quality and liquidity of accounts receivable. 


Guidance Answers to Decision Maker and Decision Ethics 


Entrepreneur Analysis of credit card sales should weigh the 
benefits against the costs. The primary benefit is the potential to in- 


crease sales by attracting customers who prefer the convenience of 


The accounts receivable turnover measure indicates how often, on 
average, receivables are received and collected during the period. 
Accounts receivable turnover is computed as net sales divided by 
average accounts receivable. 


P1 Apply the direct write-off method to account for accounts 
receivable. The direct write-off method charges Bad Debts Ex- 

pense when accounts are written off as uncollectible. This method is 

acceptable only when the amount of bad debts expense is immaterial. 


P2 Apply the allowance method and estimate uncollectibles 

based on sales and accounts receivable. Under the allowance 
method, bad debts expense is recorded with an adjustment at the end 
of each accounting period that debits the Bad Debts Expense ac- 
count and credits the Allowance for Doubtful Accounts. The uncol- 
lectible accounts are later written off with a debit to the Allowance 
for Doubtful Accounts. Uncollectibles are estimated by focusing on 
either (1) the income statement relation between bad debts expense 
and credit sales or (2) the balance sheet relation between accounts 
receivable and the allowance for doubtful accounts. The first ap- 
proach emphasizes the matching principle using the income state- 
ment. The second approach emphasizes realizable value of accounts 
receivable using the balance sheet. 


P Record the honoring and dishonoring of a note and adjust- 

ments for interest. When a note is honored, the payee debits 
the money received and credits both Notes Receivable and Interest 
Revenue. Dishonored notes are credited to Notes Receivable and 
debited to Accounts Receivable (to the account of the maker in an 
attempt to collect), and Interest Revenue is recorded for interest 
earned for the time the note is held. 





credit cards. The primary cost is the fee charged by the credit card 
company for providing this service. Analysis should therefore esti- 
mate the expected increase in dollar sales from allowing credit card 
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sales and then subtract (1) the normal costs and expenses and (2) the 
credit card fees associated with this expected increase in dollar sales. 
If your analysis shows an increase in profit from allowing credit card 
sales, your store should probably accept them. 


Labor Union Chief Yes, this information is likely to impact 
your negotiations. The obvious question is why the company mark- 
edly increased this allowance. The large increase in this allowance 
means a substantial increase in bad debts expense and a decrease in 
earnings. This change (coming immediately prior to labor contract 
discussions) also raises concerns since it reduces the union’s bargain- 
ing power for increased compensation. You want to ask management 
for supporting documentation justifying this increase. You also want 
data for two or three prior years and similar data from competitors. 


Guidance Answers to Quick Checks 


1. If cash is immediately received when credit card sales receipts 
are deposited, the company debits Cash at the time of sale. If 
the company does not receive payment until after it submits re- 
ceipts to the credit card company, it debits Accounts Receivable 
at the time of sale. (Cash is later debited when payment is 
received from the credit card company.) 


2. Credit card expenses are usually recorded and incurred at the 
time of their related sales, not when cash is received from the 
credit card company. 


3. If possible, bad debts expense must be matched with the sales 
that gave rise to the accounts receivable. This requires that com- 
panies estimate future bad debts at the end of each period before 
they learn which accounts are uncollectible. 


A 


Realizable value (also called net realizable value). 


5. The estimated amount of bad debts expense cannot be credited 
to the Accounts Receivable account because the specific cus- 
tomer accounts that will prove uncollectible cannot yet be iden- 
tified and removed from the accounts receivable subsidiary 
ledger. Moreover, if only the Accounts Receivable account is 
credited, its balance would not equal the sum of its subsidiary 
account balances. 


Dec.3] Bad Debts Expense ..................00. 5,702 


Allowance for Doubtful Accounts ...... 5,702 
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These data should give you some sense of whether the change in the 
allowance for uncollectibles is justified. 


Family Physician The recommendations are twofold. First, the 
analyst suggests more stringent screening of patients’ credit stand- 
ing. Second, the analyst suggests dropping patients who are most 
overdue in payments. You are likely bothered by both suggestions. 
They are probably financially wise recommendations, but you are 
troubled by eliminating services to those less able to pay. One 
alternative is to follow the recommendations while implementing a 
care program directed at patients less able to pay for services. This 
allows you to continue services to patients less able to pay and lets 
you discontinue services to patients able but unwilling to pay. 


k Jan. 10 Allowance for Doubtful Accounts .......... 300 
Accounts Receivable—Cool Jam....... 300 
Apr.12 Accounts Receivable—Cool Jam........... 300 
Allowance for Doubtful Accounts ...... 300 
MMMM Cash leran nos ate aalan Suelo Rise uae a 300 
Accounts Receivable—Cool Jam....... 300 
8. : : 
Dec. 16 Note Receivable—Irwin ................. 7,000 
a E socio eran mien mee re 7,000 
Dec.31 Interest Receivable...............-...--. 35 
Interest Revenue ..............-.04- 35 
($7,000 X 12% X 15/360) 
9. : 7 
Mar.16 Accounts Receivable—Irwin .............. 7,210 
Interest Revenue ............-..-44- 175 
Interest Receivable.................. 35 
Notes Receivable—Irwin............. 7,000 


Key Terms mhhe.com/wildFAP20e 


Accounts receivable (p. 360) 
Accounts receivable turnover (p. 375) Interest (p. 370) 
Aging of accounts receivable (p. 368) 
Allowance for Doubtful Accounts (p. 365) 
Allowance method (p. 364) 


Bad debts (p. 363) 


principle (p. 364) 


Direct write-off method (p. 363) 


Maker of the note (p. 370) 
Matching (expense recognition) 


Maturity date of a note (p. 370) 
Payee of the note (p. 370) 
Principal of a note (p. 370) 
Promissory note (or note) (p. 370) 
Realizable value (p. 365) 


Materiality constraint (p. 364) 
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Multiple Choice Quiz 


Answers on p. 391 mhhe.com/wildFAP20e 





Additional Quiz Questions are available at the book’s Website. 


1. A company’s Accounts Receivable balance at its December 31 3. Total interest to be earned on a $7,500, 5%, 90-day note is 





year-end is $125,650, and its Allowance for Doubtful Accounts a. $93.75 
has a credit balance of $328 before year-end adjustment. Its net b. $375.00 
sales are $572,300. It estimates that 4% of outstanding accounts c. $1,125.00 
receivable are uncollectible. What amount of Bad Debts Ex- d. $31.25 
pense is recorded at December 31? e. $125.00 


a. $5,354 4. A company receives a $9,000, 8%, 60-day note. The maturity 
b. $328 value of the note is 
c. $5,026 a. $120 
d. $4,698 b. $9,000 
e. $34,338 c. $9,120 
2. A company’s Accounts Receivable balance at its December 31 d. $720 
year-end is $489,300, and its Allowance for Doubtful Accounts e. $9,720 


B Icon denotes assignments that involve decision making. 


has a debit balance of $554 before year-end adjustment. Its net 
sales are $1,300,000. It estimates that 6% of outstanding ac- 


A company has net sales of $489,600 and average accounts re- 
ceivable of $40,800. What is its accounts receivable turnover? 


counts receivable are uncollectible. What amount of Bad Debts a. 0.08 
Expense is recorded at December 31? b. 30.41 

a. $29,912 c. 1,341.00 
b. $28,804 d. 12.00 

c. $78,000 e. 111.78 
d. $29,358 

e. $554 


Discussion Questions 


1. i How do sellers benefit from allowing their customers to title accounts receivable? What does it report for its allowance 
use credit cards? as of February 27, 2010? 
2. Why does the direct write-off method of accounting for 8. B Refer to the balance sheet of Apple in Appendix A. 
bad debts usually fail to match revenues and expenses? Does it use the direct write-off method or allowance Apple 
3. Explain the accounting constraint of materiality. method in accounting for its Accounts Receivable? What is the 
4. Explain why writing off a bad debt against the Allowance for realizable value of its receivable’s balance as of September 26, 


QUICK STUDY 


QS 9-1 


Credit card sales 


Ci 


Doubtful Accounts does not reduce the estimated realizable 
value of a company’s accounts receivable. 


: B Why does the Bad Debts Expense account usually not have 


the same adjusted balance as the Allowance for Doubtful 
Accounts? 


- Why might a business prefer a note receivable to an account 


receivable? 


: Refer to the financial statements and notes of 


Research In Motion in Appendix A. In its presenta- RIM 
tion of accounts receivable on the balance sheet, how does it 


ventory system). 


10. 


2009? 

Refer to the financial statements of Palm in Appen- 
dix A. What are Palm’s gross accounts receivable at Palm 
May 31, 2009? What percentage of its accounts receivable does 
it believe to be uncollectible at this date? 

Refer to the December 31, 2009, financial state- 

ments of Nokia in Appendix A. What does it title NOKIA 
its accounts receivable on its statement of financial position? 
What percent of its accounts receivable does it believe to be 
uncollectible? 


la connect 


Prepare journal entries for the following credit card sales transactions (the company uses the perpetual in- 


1. Sold $10,000 of merchandise, that cost $7,500, on MasterCard credit cards. The net cash receipts from 
sales are immediately deposited in the seller’s bank account. MasterCard charges a 5% fee. 


2. Sold $3,000 of merchandise, that cost $1,500, on an assortment of credit cards. Net cash receipts are 
received 7 days later, and a 4% fee is charged. 
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Milner Corp. uses the allowance method to account for uncollectibles. On October 31, it wrote off a $1,000 
account of a customer, C. Schaub. On December 9, it receives a $200 payment from Schaub. 


QS 9-2 


Allowance method for bad debts 





1. Prepare the journal entry or entries for October 31. P2 
2. Prepare the journal entry or entries for December 9; assume no additional money is expected from 
Schaub. 
Wecker Company’s year-end unadjusted trial balance shows accounts receivable of $89,000, allowance for OS 9-3 


doubtful accounts of $500 (credit), and sales of $270,000. Uncollectibles are estimated to be 1.5% of ac- 
counts receivable. 


Percent of accounts receivable 
method 





1. Prepare the December 31 year-end adjusting entry for uncollectibles. P2 
2. What amount would have been used in the year-end adjusting entry if the allowance account had a 
year-end unadjusted debit balance of $200? 
Assume the same facts as in QS 9-3, except that Wecker estimates uncollectibles as 1.0% of sales. Prepare QS 9-4 


the December 31 year-end adjusting entry for uncollectibles. 


Percent of sales method P2 





On August 2, 2011, JLK Co. receives a $5,500, 90-day, 12% note from customer Tom Menke as payment 
on his $9,000 account. (1) Compute the maturity date for this note. (2) Prepare JLK’s journal entry for 
August 2. 


Qs 9-5 


Note receivable (2 





Refer to the information in QS 9-5 and prepare the journal entry assuming the note is honored by the cus- 
tomer on October 31, 2011. 


QS 9-6 


Note receivable P3 





Dekon Company’s December 31 year-end unadjusted trial balance shows a $8,000 balance in Notes Re- 
ceivable. This balance is from one 6% note dated December 1, with a period of 45 days. Prepare any neces- 
sary journal entries for December 31 and for the note’s maturity date assuming it is honored. 


QS 9-7 


Note receivable P3 





Record the sale by Kroll Company of $1,000 in accounts receivable on May 1. Kroll is charged a 3% fac- 
toring fee. 


Qs 9-8 


Disposing receivables [3 





Krugg Company determines on May 1 that it cannot collect $1,000 of its accounts receivable from its cus- 
tomer P. Carroll. Apply the direct write-off method to record this loss as of May 1. 


Qs 9-9 
Direct write-off method P1 





Refer to the information in QS 9-9. On May 30, P. Carroll unexpectedly paid his account in full to Krugg 
Company. Record Krugg’s entry(ies) to reflect this recovery of this bad debt. 


Qs 9-10 
Recovering a bad debt P1 





The following data are taken from the comparative balance sheets of Fulton Company. Compute and 
interpret its accounts receivable turnover for year 2011 (competitors average a turnover of 7.5). 


$152,900 $133,700 
754,200 810,600 


Accounts receivable, net......... 


INetisalesxoce eect musa E 


QS 9-11 


Accounts receivable turnover 


Al 





Answer each of the following related to international accounting standards. 


a. Explain (in general terms) how the accounting for recognition of receivables is different between 
IFRS and U.S. GAAP. 


b. Explain (in general terms) how the accounting for valuation of receivables is different between IFRS 
and U.S. GAAP. 


QS 9-12 
International accounting 
standards 


"B 
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EXERCISES 


Exercise 9-1 
Accounting for credit card sales 


C1 


Chapter 9 Accounting for Receivables 


a connect 
Petri Company uses the perpetual inventory system and allows customers to use two credit cards in charging 
purchases. With the Omni Bank Card, Petri receives an immediate credit to its account when it deposits sales 
receipts. Omni assesses a 4% service charge for credit card sales. The second credit card that Petri accepts is 
the Continental Card. Petri sends its accumulated receipts to Continental on a weekly basis and is paid by 
Continental about a week later. Continental assesses a 2.5% charge on sales for using its card. Prepare jour- 
nal entries to record the following selected credit card transactions of Petri Company. 


Apr. 8 Sold merchandise for $9,200 (that had cost $6,800) and accepted the customer’s Omni Bank 
Card. The Omni receipts are immediately deposited in Petri’s bank account. 
12 Sold merchandise for $5,400 (that had cost $3,500) and accepted the customer’s Continental 
Card. Transferred $5,400 of credit card receipts to Continental, requesting payment. 
20 Received Continental’s check for the April 12 billing, less the service charge. 





Exercise 9-2 

Accounts receivable subsidiary 
ledger; schedule of accounts 
receivable 


C1 


Check Accounts Receivable ending 
balance, $8,817 


Sami Company recorded the following selected transactions during November 2011. 


Nov. 5 Accounts Receivable—Surf Shop .................. 4,417 
SALES eke ache ee Wa Rie A He ee ane 4,417 

10 Accounts Receivable—Yum Enterprises ............ 1,250 
SANG ace ace Ae TE Te eo 1,250 

13 Accounts Receivable—Matt Albin.................. 733 
Sales inerea ae aod Ha leuever deere E ESERE eee 733 

21 Sales Returns and Allowances .............-+2+-05- 189 
Accounts Receivable—Matt Albin .............. 189 

30 Accounts Receivable—Surf Shop .................. 2,606 
Salesiano a E E ve EEE E AE ENE TE cles 2,606 


1. Open a general ledger having T-accounts for Accounts Receivable, Sales, and Sales Returns and Al- 
lowances. Also open an accounts receivable subsidiary ledger having a T-account for each customer. 
Post these entries to both the general ledger and the accounts receivable ledger. 


2. Prepare a schedule of accounts receivable (see Exhibit 9.4) and compare its total with the balance of 
the Accounts Receivable controlling account as of November 30. 





Exercise 9-3 
Direct write-off method 


P1 


Diablo Company applies the direct write-off method in accounting for uncollectible accounts. Prepare 
journal entries to record the following selected transactions of Diablo. 


June 11 Diablo determines that it cannot collect $9,000 of its accounts receivable from its customer 
Chaffey Company. 
29 Chaffey Company unexpectedly pays its account in full to Diablo Company. Diablo records its 
recovery of this bad debt. 





Exercise 9-4 
Percent of sales method; 
write-off 


P2 


At year-end (December 31), Alvare Company estimates its bad debts as 0.5% of its annual credit sales of 
$875,000. Alvare records its Bad Debts Expense for that estimate. On the following February 1, Alvare 
decides that the $420 account of P. Coble is uncollectible and writes it off as a bad debt. On June 5, Coble 
unexpectedly pays the amount previously written off. Prepare the journal entries of Alvare to record these 
transactions and events of December 31, February 1, and June 5. 





Exercise 9-5 
Percent of accounts receivable 
method 


P2 


At each calendar year-end, Cabool Supply Co. uses the percent of accounts receivable method to estimate 
bad debts. On December 31, 2011, it has outstanding accounts receivable of $53,000, and it estimates that 
4% will be uncollectible. Prepare the adjusting entry to record bad debts expense for year 2011 under the 
assumption that the Allowance for Doubtful Accounts has (a) a $915 credit balance before the adjustment 
and (b) a $1,332 debit balance before the adjustment. 





Exercise 9-6 
Aging of receivables method 


P2 


Hecter Company estimates uncollectible accounts using the allowance method at December 31. It prepared 
the following aging of receivables analysis. 


Days Past Due 


I to 30 31 to 60 61 to 90 Over 90 





Accounts receivable ......... $190,000 $132,000 $30,000 $12,000 $6,000 $10,000 
Percent uncollectible ........ 1% 2% 4% 7% 12% 
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a. Estimate the balance of the Allowance for Doubtful Accounts using the aging of accounts receivable 
method. 

b. Prepare the adjusting entry to record Bad Debts Expense using the estimate from part a. Assume the 
unadjusted balance in the Allowance for Doubtful Accounts is a $600 credit. 

c. Prepare the adjusting entry to record Bad Debts Expense using the estimate from part a. Assume the 
unadjusted balance in the Allowance for Doubtful Accounts is a $400 debit. 
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Refer to the information in Exercise 9-6 to complete the following requirements. 

a. Estimate the balance of the Allowance for Doubtful Accounts assuming the company uses 3.5% of 
total accounts receivable to estimate uncollectibles, instead of the aging of receivables method. 

b. Prepare the adjusting entry to record Bad Debts Expense using the estimate from part a. Assume the 
unadjusted balance in the Allowance for Doubtful Accounts is a $300 credit. 

c. Prepare the adjusting entry to record Bad Debts Expense using the estimate from part a. Assume the 
unadjusted balance in the Allowance for Doubtful Accounts is a $200 debit. 


Exercise 9-7 
Percent of receivables method 


P2 





Refer to the information in Exercise 9-6 to complete the following requirements. 

a. On February 1 of the next period, the company determined that $1,900 in customer accounts is 
uncollectible; specifically, $400 for Oxford Co. and $1,500 for Brookes Co. Prepare the journal entry 
to write off those accounts. 

b. On June 5 of that next period, the company unexpectedly received a $400 payment on a customer ac- 
count, Oxford Company, that had previously been written off in part a. Prepare the entries necessary 
to reinstate the account and to record the cash received. 


Exercise 9-8 
Writing off receivables 


P2 





At December 31, GreenTea Company reports the following results for its calendar-year. 


$1,200,000 
900,000 


Gashisales! secre cee. 


Credit sales ........... 
Its year-end unadjusted trial balance includes the following items. 


$195,000 debit 
3,000 debit 


Accounts receivable: 2 sa)..0.¢ sayecters snust 


Allowance for doubtful accounts ............ 


a. Prepare the adjusting entry to record Bad Debts Expense assuming uncollectibles are estimated to be 
1.5% of credit sales. 

b. Prepare the adjusting entry to record Bad Debts Expense assuming uncollectibles are estimated to be 
0.5% of total sales. 

c. Prepare the adjusting entry to record Bad Debts Expense assuming uncollectibles are estimated to be 
6% of year-end accounts receivable. 


Exercise 9-9 
Estimating bad debts 


P2 


Check Dr. Bad Debts Expense: 
(a) $13,500 


(c) $14,700 





On June 30, Roman Co. has $125,900 of accounts receivable. Prepare journal entries to record the follow- 
ing selected July transactions. Also prepare any footnotes to the July 31 financial statements that result 
from these transactions. (The company uses the perpetual inventory system.) 


July 4 Sold $6,295 of merchandise (that had cost $4,000) to customers on credit. 
9 Sold $18,000 of accounts receivable to Center Bank. Center charges a 4% factoring fee. 
17 Received $3,436 cash from customers in payment on their accounts. 
27 Borrowed $10,000 cash from Center Bank, pledging $13,000 of accounts receivable as security 
for the loan. 


Exercise 9-10 
Selling and pledging accounts 
receivable 


C3 





Prepare journal entries to record these selected transactions for Eduardo Company. 


Nov. 1 Accepted a $5,000, 180-day, 6% note dated November 1 from Melosa Allen in granting a time 
extension on her past-due account receivable. 
Dec. 31 Adjusted the year-end accounts for the accrued interest earned on the Allen note. 


Apr. 30 Allen honors her note when presented for payment; February has 28 days for the current year. 


Exercise 9-11 
Honoring a note 


P3 
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Exercise 9-12 
Dishonoring a note 


P3 


Prepare journal entries to record the following selected transactions of Paloma Company. 


Mar. 21 Accepted a $3,100, 180-day, 10% note dated March 21 from Salma Hernandez in granting a 
time extension on her past-due account receivable. 

Sept. 17 Hernandez dishonors her note when it is presented for payment. 

Dec. 31 After exhausting all legal means of collection, Paloma Company writes off Hernandez’s account 
against the Allowance for Doubtful Accounts. 





Exercise 9-13 
Notes receivable transactions 


(2 


Check Dec. 31, Cr. Interest 
Revenue $40 


Prepare journal entries for the following selected transactions of Deshawn Company for 2010. 


2010 


Dec. 13 Accepted a $10,000, 45-day, 8% note dated December 13 in granting Latisha Clark a time 
extension on her past-due account receivable. 
31 Prepared an adjusting entry to record the accrued interest on the Clark note. 





Exercise 9-14 
Notes receivable transactions 


P3 


Check Jan. 27, Dr. Cash $10,100 


June 1, Dr. Cash $4,100 


Refer to the information in Exercise 9-13 and prepare the journal entries for the following selected transac- 
tions of Deshawn Company for 2011. 


2011 


Jan. 27 Received Clark’s payment for principal and interest on the note dated December 13. 

Mar. 3 Accepted a $4,000, 10%, 90-day note dated March 3 in granting a time extension on the past- 
due account receivable of Shandi Company. 

17 Accepted a $2,000, 30-day, 9% note dated March 17 in granting Juan Torres a time extension on 

his past-due account receivable. 

Apr. 16 Torres dishonors his note when presented for payment. 

May 1 Wrote off the Torres account against the Allowance for Doubtful Accounts. 

June 1 Received the Shandi payment for principal and interest on the note dated March 3. 





Exercise 9-15 
Accounts receivable turnover 


A 


The following information is from the annual financial statements of Waseem Company. Compute its ac- 
counts receivable turnover for 2010 and 2011. Compare the two years results and give a possible explana- 
tion for any change (competitors average a turnover of 11). 


2011 2010 2009 
Netsales tA A cite A A arn $305,000 $236,000 $288,000 
Accounts receivable, net (year-end) ......... 22,900 20,700 17,400 





Exercise 9-16 
Accounting for bad debts 
following IFRS 


"B 


PROBLEM SET A 


Problem 9-1A 
Sales on account and 
credit card sales 


"Ee 


Hitachi, Ltd., reports total revenues of ¥10,000,369 million for its fiscal year ending March 31, 2009, and 

its March 31, 2009, unadjusted trial balance reports a debit balance for trade receivables (gross) of 

¥2,179,764 million. 

a. Prepare the adjusting entry to record its Bad Debts Expense assuming uncollectibles are estimated to 
be 0.4% of total revenues and its unadjusted trial balance reports a credit balance of ¥10,000 million. 

b. Prepare the adjusting entry to record Bad Debts Expense assuming uncollectibles are estimated to be 


2.1% of year-end trade receivables (gross) and its unadjusted trial balance reports a credit balance of 
¥10,000 million. 


m connect 
Atlas Co. allows select customers to make purchases on credit. Its other customers can use either of two 
credit cards: Zisa or Access. Zisa deducts a 3% service charge for sales on its credit card and credits the 
bank account of Atlas immediately when credit card receipts are deposited. Atlas deposits the Zisa credit 
card receipts each business day. When customers use Access credit cards, Atlas accumulates the receipts for 
several days before submitting them to Access for payment. Access deducts a 2% service charge and usu- 
ally pays within one week of being billed. Atlas completes the following transactions in June. (The terms 
of all credit sales are 2/15, n/30, and all sales are recorded at the gross price.) 


June 4 Sold $750 of merchandise (that had cost $500) on credit to Anne Cianci. 
5 Sold $5,900 of merchandise (that had cost $3,200) to customers who used their Zisa cards. 
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6 Sold $4,800 of merchandise (that had cost $2,800) to customers who used their Access cards. 
8 Sold $3,200 of merchandise (that had cost $1,900) to customers who used their Access cards. 
10 Submitted Access card receipts accumulated since June 6 to the credit card company for 
payment. 
13 Wrote off the account of Nakia Wells against the Allowance for Doubtful Accounts. The $329 
balance in Wells’s account stemmed from a credit sale in October of last year. 
17 Received the amount due from Access. 
18 Received Cianci’s check in full payment for the purchase of June 4. 


Required 


Prepare journal entries to record the preceding transactions and events. (The company uses the perpetual 
inventory system. Round amounts to the nearest dollar.) 
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Check June 17, Dr. Cash $7,840 





Lopez Company began operations on January 1, 2010. During its first two years, the company completed 
a number of transactions involving sales on credit, accounts receivable collections, and bad debts. These 
transactions are summarized as follows. 


2010 

a. Sold $1,803,750 of merchandise (that had cost $1,475,000) on credit, terms n/30. 
b. Wrote off $20,300 of uncollectible accounts receivable. 

c. Received $789,200 cash in payment of accounts receivable. 

d 


- In adjusting the accounts on December 31, the company estimated that 1.5% of accounts receivable 
will be uncollectible. 


2011 


e. Sold $1,825,700 of merchandise (that had cost $1,450,000) on credit, terms n/30. 
f. Wrote off $28,800 of uncollectible accounts receivable. 

g. Received $1,304,800 cash in payment of accounts receivable. 

h. 


In adjusting the accounts on December 31, the company estimated that 1.5% of accounts receivable 
will be uncollectible. 


Required 


Prepare journal entries to record Lopez’s 2010 and 2011 summarized transactions and its year-end adjust- 
ments to record bad debts expense. (The company uses the perpetual inventory system. Round amounts to 
the nearest dollar.) 


Problem 9-2A 
Accounts receivable transactions 
and bad debts adjustments 


Ci P2 


Check (a) Dr. Bad Debts Expense 
$35,214 


(h) Dr. Bad Debts Expense 
$36,181 





At December 31, 2011, Ethan Company reports the following results for its calendar-year. 


Cash sales... 400005 $1,803,750 
Credit sales ......... 3,534,000 


In addition, its unadjusted trial balance includes the following items. 


Accounts receivable ..............00005 $1,070,100 debit 
Allowance for doubtful accounts ......... 15,750 debit 


Required 

1. Prepare the adjusting entry for this company to recognize bad debts under each of the following inde- 
pendent assumptions. 
a. Bad debts are estimated to be 2% of credit sales. 
b. Bad debts are estimated to be 1% of total sales. 
c. An aging analysis estimates that 5% of year-end accounts receivable are uncollectible. 

2. Show how Accounts Receivable and the Allowance for Doubtful Accounts appear on its December 31, 
2011, balance sheet given the facts in part la. 

3. Show how Accounts Receivable and the Allowance for Doubtful Accounts appear on its December 31, 
2011, balance sheet given the facts in part 1c. 


Problem 9-3A 
Estimating and reporting 
bad debts 


A 


Check Bad Debts Expense: 
(1a) $70,680, (1c) $69,255 
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Problem 9-4A 
Aging accounts receivable and 
accounting for bad debts 


z: A 


Check 
$31,625 


(2) Dr. Bad Debts Expense 


Carmack Company has credit sales of $2.6 million for year 2011. On December 31, 2011, the company’s 
Allowance for Doubtful Accounts has an unadjusted credit balance of $13,400. Carmack prepares a schedule 
of its December 31, 2011, accounts receivable by age. On the basis of past experience, it estimates the percent 
of receivables in each age category that will become uncollectible. This information is summarized here. 
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December 31, 2011 Age of Expected Percent 

2 Accounts Receivable Accounts Receivable Uncollectible 
Fs | $730,000 Not yet due 1.25% 
ra 354,000 1 to 30 days past due 2.00 
ls | 76,000 31 to 60 days past due 6.50 
f 6 48,000 61 to 90 days past due 32.75 
7 12,000 Over 90 days past due 68.00 

8 
[4] 4ib IMN Sheet { Sheet? X Sheets 7 dal i + 

Required 


1. Estimate the required balance of the Allowance for Doubtful Accounts at December 31, 2011, using 
the aging of accounts receivable method. 


2. Prepare the adjusting entry to record bad debts expense at December 31, 2011. 


Analysis Component 


3. On June 30, 2012, Carmack Company concludes that a customer’s $3,750 receivable (created in 2011) 
is uncollectible and that the account should be written off. What effect will this action have on 
Carmack’s 2012 net income? Explain. 





Problem 9-5A 
Analyzing and journalizing notes 
receivable transactions 


(2 C3 P3 


D G os 


Check Feb. 14, Cr. Interest 
Revenue $108 


June 2, Cr. Interest 
Revenue $82 


Nov. 2, Cr. Interest 
Revenue $35 


The following selected transactions are from Ohlde Company. 


2010 


Dec. 16 Accepted a $9,600, 60-day, 9% note dated this day in granting Todd Duke a time extension on 
his past-due account receivable. 


31 Made an adjusting entry to record the accrued interest on the Duke note. 


2011 
Feb. 14 Received Duke’s payment of principal and interest on the note dated December 16. 
Mar. 2 Accepted an $4,120, 8%, 90-day note dated this day in granting a time extension on the past- 


due account receivable from Mare Co. 
17 Accepted a $2,400, 30-day, 7% note dated this day in granting Jolene Halaam a time extension 
on her past-due account receivable. 


Apr. 16 Halaam dishonored her note when presented for payment. 

June 2 Mare Co. refuses to pay the note that was due to Ohlde Co. on May 31. Prepare the journal entry 
to charge the dishonored note plus accrued interest to Mare Co.’s accounts receivable. 

July 17 Received payment from Mare Co. for the maturity value of its dishonored note plus interest for 
46 days beyond maturity at 8%. 

Aug. 7 Accepted an $5,440, 90-day, 10% note dated this day in granting a time extension on the past- 
due account receivable of Birch and Byer Co. 

Sept. 3 Accepted a $2,080, 60-day, 10% note dated this day in granting Kevin York a time extension on 
his past-due account receivable. 

Nov. 2 Received payment of principal plus interest from York for the September 3 note. 

Nov. Received payment of principal plus interest from Birch and Byer for the August 7 note. 

Dec. 1 Wrote off the Jolene Halaam account against Allowance for Doubtful Accounts. 

Required 


1. Prepare journal entries to record these transactions and events. (Round amounts to the nearest dollar.) 


Analysis Component 


2. What reporting is necessary when a business pledges receivables as security for a loan and the loan is 
still outstanding at the end of the period? Explain the reason for this requirement and the accounting 
principle being satisfied. 
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Able Co. allows select customers to make purchases on credit. Its other customers can use either of two 
credit cards: Commerce Bank or Aztec. Commerce Bank deducts a 3% service charge for sales on its 
credit card and immediately credits the bank account of Able when credit card receipts are deposited. Able 
deposits the Commerce Bank credit card receipts each business day. When customers use the Aztec card, 
Able accumulates the receipts for several days and then submits them to Aztec for payment. Aztec deducts 
a 2% service charge and usually pays within one week of being billed. Able completed the following 
transactions in August (terms of all credit sales are 2/10, n/30; and all sales are recorded at the gross 
price). 


Aug. 4 Sold $2,780 of merchandise (that had cost $1,750) on credit to Stacy Dalton. 

10 Sold $3,248 of merchandise (that had cost $2,456) to customers who used their Commerce 
Bank credit cards. 

11 Sold $1,575 of merchandise (that had cost $1,150) to customers who used their Aztec cards. 

14 Received Dalton’s check in full payment for the purchase of August 4. 

15 Sold $2,960 of merchandise (that had cost $1,758) to customers who used their Aztec cards. 

18 Submitted Aztec card receipts accumulated since August 11 to the credit card company for 
payment. 

22 Wrote off the account of Ness City against the Allowance for Doubtful Accounts. The $398 
balance in Ness City’s account stemmed from a credit sale in November of last year. 

25 Received the amount due from Aztec. 


Required 


Prepare journal entries to record the preceding transactions and events. (The company uses the perpetual 
inventory system. Round amounts to the nearest dollar.) 
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PROBLEM SET B 


Problem 9-1B 
Sales on account and credit 
card sales 


C1 


Check Aug. 25, Dr. Cash $4,444 





Crist Co. began operations on January 1, 2010, and completed several transactions during 2010 and 2011 
that involved sales on credit, accounts receivable collections, and bad debts. These transactions are sum- 
marized as follows. 


2010 

a. Sold $673,490 of merchandise (that had cost $500,000) on credit, terms n/30. 
b. Received $437,250 cash in payment of accounts receivable. 

c. Wrote off $8,330 of uncollectible accounts receivable. 
d 


- In adjusting the accounts on December 31, the company estimated that 1% of accounts receivable 
will be uncollectible. 


2011 


e. Sold $930,100 of merchandise (that had cost $650,000) on credit, terms n/30. 
f. Received $890,220 cash in payment of accounts receivable. 

g. Wrote off $10,090 of uncollectible accounts receivable. 
h. 


In adjusting the accounts on December 31, the company estimated that 1% of accounts receivable 
will be uncollectible. 


Required 


Prepare journal entries to record Crist’s 2010 and 2011 summarized transactions and its year-end adjust- 
ing entry to record bad debts expense. (The company uses the perpetual inventory system. Round amounts 
to the nearest dollar.) 


Problem 9-2B 
Accounts receivable transactions 
and bad debts adjustments 


Ci P2 


Check (a) Dr. Bad Debts Expense 
$10,609 


(h) Dr. Bad Debts Expense 
$10,388 





At December 31, 2011, Klimek Company reports the following results for the year. 


Cash sales ooer een $1,015,000 
Credit sales ........ 1,241,000 


In addition, its unadjusted trial balance includes the following items. 


Accounts receivable ..............00005 $475,000 debit 
Allowance for doubtful accounts ......... 5,200 credit 


Problem 9-3B 
Estimating and reporting 
bad debts 


2 i 
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Check Bad debts expense: 
(1b) $33,840, (1c) $23,300 
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Required 

1. Prepare the adjusting entry for Klimek Co. to recognize bad debts under each of the following inde- 
pendent assumptions. 
a. Bad debts are estimated to be 2.5% of credit sales. 
b. Bad debts are estimated to be 1.5% of total sales. 
c. An aging analysis estimates that 6% of year-end accounts receivable are uncollectible. 

2. Show how Accounts Receivable and the Allowance for Doubtful Accounts appear on its December 31, 
2011, balance sheet given the facts in part la. 

3. Show how Accounts Receivable and the Allowance for Doubtful Accounts appear on its December 31, 
2011, balance sheet given the facts in part 1c. 





Problem 9-4B 
Aging accounts receivable and 
accounting for bad debts 


2 i 


Check (2) Dr. Bad Debts Expense 


$28,068 


Quisp Company has credit sales of $3.5 million for year 2011. At December 31, 2011, the company’s 
Allowance for Doubtful Accounts has an unadjusted debit balance of $4,100. Quisp prepares a schedule of its 
December 31, 2011, accounts receivable by age. On the basis of past experience, it estimates the percent of 
receivables in each age category that will become uncollectible. This information is summarized here. 


18) xl 
~l+ Blu 
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i) December 31, 2011 Age of Expected Percent 
2 Accounts Receivable Accounts Receivable Uncollectible 
eal $296,400 Not yet due 2.0% 
4 177,800 1 to 30 days past due 4.0 
Ra 58,000 31 to 60 days past due 8.5 
6 7,600 61 to 90 days past due 39.0 
7 3,700 Over 90 days past due 82.0 
8 
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Required 


1. Compute the required balance of the Allowance for Doubtful Accounts at December 31, 2011, using 
the aging of accounts receivable method. 


2. Prepare the adjusting entry to record bad debts expense at December 31, 2011. 


Analysis Component 


3. On July 31, 2012, Quisp concludes that a customer’s $2,345 receivable (created in 2011) is uncollect- 
ible and that the account should be written off. What effect will this action have on Quisp’s 2012 net 
income? Explain. 





Problem 9-5B 
Analyzing and journalizing notes 
receivable transactions 


(2 C3 P3 


Check Jan. 30, Cr. Interest 
Revenue $32 


April 30, Cr. Interest 
Revenue $83 


Sep. 19, Cr. Interest 
Revenue $285 


The following selected transactions are from Seeker Company. 


2010 

Nov. 1 Accepted a $4,800, 90-day, 8% note dated this day in granting Julie Stephens a time extension 
on her past-due account receivable. 

Dec. 31 Made an adjusting entry to record the accrued interest on the Stephens note. 

2011 

Jan. 30 Received Stephens’s payment for principal and interest on the note dated November 1. 

Feb. 28 Accepted a $12,600, 6%, 30-day note dated this day in granting a time extension on the past- 
due account receivable from Kramer Co. 

Mar. 1 Accepted a $6,200, 60-day, 8% note dated this day in granting Shelly Myers a time extension 


on her past-due account receivable. 
30 The Kramer Co. dishonored its note when presented for payment. 
April 30 Received payment of principal plus interest from Myers for the March 1 note. 
June 15 Accepted a $2,000, 60-day, 10% note dated this day in granting a time extension on the past- 
due account receivable of Rhonda Rye. 
21 Accepted a $9,500, 90-day, 12% note dated this day in granting J. Striker a time extension on 
his past-due account receivable. 
Received payment of principal plus interest from R. Rye for the note of June 15. 
Received payment of principal plus interest from J. Striker for the June 21 note. 
Wrote off Kramer’s account against Allowance for Doubtful Accounts. 


Aug. 14 
Sep. 19 
Nov. 30 
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Required 


1. Prepare journal entries to record these transactions and events. (Round amounts to the nearest dollar.) 


Analysis Component 


2. What reporting is necessary when a business pledges receivables as security for a loan and the loan is 
still outstanding at the end of the period? Explain the reason for this requirement and the accounting 
principle being satisfied. 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
the Working Papers that accompany the book.) 


SP 9 Santana Rey, owner of Business Solutions, realizes that she needs to begin accounting for bad 
debts expense. Assume that Business Solutions has total revenues of $44,000 during the first three months 
of 2012, and that the Accounts Receivable balance on March 31, 2012, is $22,867. 


Required 

1. Prepare the adjusting entry needed for Business Solutions to recognize bad debts expense on March 
31, 2012, under each of the following independent assumptions (assume a zero unadjusted balance in 
the Allowance for Doubtful Accounts at March 31). 

a. Bad debts are estimated to be 1% of total revenues. (Round amounts to the dollar.) 
b. Bad debts are estimated to be 2% of accounts receivable. (Round amounts to the dollar.) 

2. Assume that Business Solutions’ Accounts Receivable balance at June 30, 2012, is $20,250 and that 
one account of $100 has been written off against the Allowance for Doubtful Accounts since March 
31, 2012. If S. Rey uses the method prescribed in Part 1b, what adjusting journal entry must be made 
to recognize bad debts expense on June 30, 2012? 

3. Should S. Rey consider adopting the direct write-off method of accounting for bad debts expense 
rather than one of the allowance methods considered in part 1? Explain. 


Beyond the Numbers 


BTN 9-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. 
1. What is the amount of Research In Motion’s accounts receivable as of February 27, 2010? 
2. Compute Research In Motion’s accounts receivable turnover as of February 27, 2010. 


3. How long does it take, on average, for the company to collect receivables? Do you believe that cus- 
tomers actually pay the amounts due within this short period? Explain. 

4. Research In Motion’s most liquid assets include (a) cash and cash equivalents, (b) short-term invest- 
ments, and (c) receivables. Compute the percentage that these liquid assets make up of current liabilities 
as of February 27, 2010. Do the same computations for February 28, 2009. Comment on the company’s 
ability to satisfy its current liabilities as of its 2010 fiscal year-end compared to its 2009 fiscal year-end. 

5. What criteria did Research In Motion use to classify items as cash equivalents? 


Fast Forward 


6. Access Research In Motion’s financial statements for fiscal years after February 27, 2010, at its 
Website (www.RIM.com) or the SEC’s EDGAR database (www.SEC.gov). Recompute parts 2 and 
4 and comment on any changes since February 27, 2010. 
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SERIAL PROBLEM 


Business Solutions 


P1 P2 


gr 


Check (2) Bad Debts Expense, $48 


REPORTING IN 
ACTION 


Ng 


RIM 








BTN 9-2 Comparative figures for Research In Motion and Apple follow. 
Research In Motion 
One 
Current Year Current 
($ millions) Year Prior Year 
Accounts 
receivable, net ........ $ 2,594 $ 2,112 $1,175 $ 3,361 $ 2,422 $ 1,637 
Net sales .............. 14,953 11,065 6,009 42,905 37,491 24,578 





COMPARATIVE 
ANALYSIS 


Al ce i 


RIM 
Apple 
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Hint: Average collection period 


equals 365 divided by the accounts 


receivable turnover. 


Chapter 9 Accounting for Receivables 


Required 
1. Compute the accounts receivable turnover for Research In Motion and Apple for each of the two most 
recent years using the data shown. 


2. Using results from part 1, compute how many days it takes each company, on average, to collect 
receivables. Compare the collection periods for RIM and Apple, and suggest at least one explanation 
for the difference. 


3. Which company is more efficient in collecting its accounts receivable? Explain. 





ETHICS 
CHALLENGE 


z: A 


BTN 9-3 Kelly Steinman is the manager of a medium-size company. A few years ago, Steinman persuaded 
the owner to base a part of her compensation on the net income the company earns each year. Each Decem- 
ber she estimates year-end financial figures in anticipation of the bonus she will receive. If the bonus is not 
as high as she would like, she offers several recommendations to the accountant for year-end adjustments. 
One of her favorite recommendations is for the controller to reduce the estimate of doubtful accounts. 


Required 

1. What effect does lowering the estimate for doubtful accounts have on the income statement and bal- 
ance sheet? 

2. Do you believe Steinman’s recommendation to adjust the allowance for doubtful accounts is within 
her right as manager, or do you believe this action is an ethics violation? Justify your response. 

3. What type of internal control(s) might be useful for this company in overseeing the manager’s recom- 
mendations for accounting changes? 





COMMUNICATING 
IN PRACTICE 


2 A 


BTN 9-4 As the accountant for Pure-Air Distributing, you attend a sales managers’ meeting devoted to 
a discussion of credit policies. At the meeting, you report that bad debts expense is estimated to be $59,000 
and accounts receivable at year-end amount to $1,750,000 less a $43,000 allowance for doubtful accounts. 
Sid Omar, a sales manager, expresses confusion over why bad debts expense and the allowance for doubt- 
ful accounts are different amounts. Write a one-page memorandum to him explaining why a difference in 
bad debts expense and the allowance for doubtful accounts is not unusual. The company estimates bad 
debts expense as 2% of sales. 





TAKING IT TO 
THE NET 


"O 


BTN 9-5 Access eBay’s, February 17, 2010, filing of its 10-K report for the year ended December 31, 
2009, at WWW.SEC.gov. 


Required 
1. What is the amount of eBay’s net accounts receivable at December 31, 2009, and at December 31, 2008? 


2. “Financial Statement Schedule IT” to its financial statements lists eBay’s allowance for doubtful ac- 
counts (including authorized credits). For the two years ended December 31, 2009 and 2008, com- 
pute its allowance for doubtful accounts (including authorized credits) as a percent of gross accounts 
receivable. 


3. Do you believe that these percentages are reasonable based on what you know about eBay? Explain. 





TEAMWORK IN 
ACTION 


P2 


BTN 9-6 Each member of a team is to participate in estimating uncollectibles using the aging schedule 
and percents shown in Problem 9-4A. The division of labor is up to the team. Your goal is to accurately 
complete this task as soon as possible. After estimating uncollectibles, check your estimate with the in- 
structor. If the estimate is correct, the team then should prepare the adjusting entry and the presentation of 
accounts receivable (net) for the December 31, 2011, balance sheet. 





ENTREPRENEURIAL 


DECISION 


"B? 


BTN 9-7 Bernard McCoy of LaserMonks is introduced in the chapter’s opening feature. Bernard cur- 
rently sells his products through multiple outlets. Assume that he is considering two new selling options. 


Plan A. LaserMonks would begin selling additional products online directly to customers, which are only 
currently sold directly to outlet stores. These new online customers would use their credit cards. It cur- 
rently has the capability of selling through its Website with no additional investment in hardware or soft- 
ware. Credit sales are expected to increase by $250,000 per year. Costs associated with this plan are: cost 
of these sales will be $135,500, credit card fees will be 4.75% of sales, and additional recordkeeping and 


Chapter 9 Accounting for Receivables 


shipping costs will be 6% of sales. These online sales will reduce the sales to stores by $35,000 because 
some customers will now purchase items online. Sales to stores have a 25% gross margin percentage. 


Plan B. LaserMonks would expand its market to more outlet stores. It would make additional credit sales 
of $500,000 to those stores. Costs associated with those sales are: cost of sales will be $375,000, addi- 
tional recordkeeping and shipping will be 4% of sales, and uncollectible accounts will be 6.2% of sales. 


Required 
1. Compute the additional annual net income or loss expected under (a) Plan A and (b) Plan B. 


2. Should LaserMonks pursue either plan? Discuss both the financial and nonfinancial factors relevant to 
this decision. 


391 


Check (1b) Net income, $74,000 





BTN 9-8 Many commercials include comments similar to the following: “We accept VISA” or “We do 
not accept American Express.” Conduct your own research by contacting at least five companies via in- 
terviews, phone calls, or the Internet to determine the reason(s) companies discriminate in their use of 
credit cards. Collect information on the fees charged by the different cards for the companies contacted. 
(The instructor can assign this as a team activity.) 


HITTING THE 
ROAD 


at EO 





BTN 9-9 Key information from Nokia (www.Nokia.com), which is a leading global manufacturer of 
mobile devices and services, follows. 


EUR millions Current Year Prior Year 
Accounts receivable, net* ........ 7,981 9,444 
E E EEE E 40,984 50,710 


*Nokia refers to it as “Accounts receivable, net of allowance for doubtful accounts.” 


1. Compute the accounts receivable turnover for the current year. 


N 


How long does it take on average for Nokia to collect receivables? 


. Refer to BTN 9-2. How does Nokia compare to Research In Motion and Apple in terms of its accounts 
receivable turnover and its collection period? 


Nokia reports an aging analysis of its receivables, based on due dates, as follows (in EUR millions) as 
of December 31, 2009. Compute the percent of receivables in each category. 


EUR millions Total Receivables 


CUTEM OEN EEE 7,302 
Past due I-30 days........... 393 
Past due 31—180 days ......... 170 
More than 180 days .......... 116 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. d; Desired balance in Allowance for Doubtful Accounts = $ 5,026 cr. 
($125,650 X 0.04) 


4. c; Principal amount 


Interest accrued 





Current balance in Allowance for Doubtful Accounts = (328) cr. Maturity value.............. 
Bad Debts Expense to be recorded = $ 4,698 5. d; $489,600/$40,800 = 12 

2. a; Desired balance in Allowance for Doubtful Accounts = $29,358 cr. = 
($489,300 X 0.06) 
Current balance in Allowance for Doubtful Accounts = 554 dr. 
Bad Debts Expense to be recorded = $29,912 





3. a; $7,500 X 0.05 X 90/360 = $93.75 


GLOBAL DECISION 
Ci P2 


NOKIA 


RIM 
Apple 


$9,000 
120 ($9,000 x 0.08 x 60/360) 
$9,120 





Plant Assets, Natural Resources, 
and Intangibles 


A Look Ahead 








A Look Back A Look at This Chapter 


Chapters 8 and 9 focused on short-term This chapter introduces us to long-term Chapter 11 focuses on current liabilities. 
assets: cash, cash equivalents, and re- assets. We explain how to account for We explain how they are computed, 
ceivables. We explained why they are a long-term asset's cost, the allocation recorded, and reported in financial 
known as liquid assets and described of an asset's cost to periods benefiting statements. We also explain the 

how companies account and report from it, the recording of additional costs accounting for company payroll and 

for them. after an asset is purchased, and the contingencies. 


disposal of an asset. 


CAP 








CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Explain the cost principle for computing A Compute total asset turnover and P1 Compute and record depreciation 
the cost of plant assets. (p. 395) apply it to analyze a company's use of using the straight-line, units-of- 


assets. (p. 413) production, and declining-balance 


Explain depreciation for partial years 
C2 j : P $ methods. (p. 398) 


and changes in estimates. (p. 402) 
P? Account for asset disposal through 


Distinguish between revenue and . . j 
discarding or selling an asset. (p. 406) 


capital expenditures, and account 
for them. (p. 404) P3 Account for natural resource assets 
and their depletion. (p. 408) 





= P4 Account for intangible assets. (p. 409) 


PH Appendix 10A—Account for asset 
LP1O 


exchanges. (p. 416) 





AUSTIN, TX—Fun and games are the common bond for brothers 
Stuart and David Pikoff. That bond was also the driving force for 
an excursion into business. “We're both fun guys, we love kids, 
and we love games,” explains David. “So we thought, ‘Why not 
create our own game franchise?’” What they did was create 

J (Games2U.com), a business focused on bringing 
fun and games to children and adults, using vans and trailers 
outfitted with state-of-the-art games and activities. 

The brothers started operations by scraping up just enough 
money. However, long-term assets such as mobile vehicles out- 
fitted with video games, large flat-screen displays, high-quality 
sound systems, and laserlight and fog machines for effects, are 
very expensive. David explains that financing such equipment, 
machinery, and similar assets is a struggle. “We would be much 
bigger, much quicker, if we didn't have that challenge.” The own- 
ers had to work out depreciation schedules and estimate pay- 
back for different games and accessories. 

Games2U is now rocking—employing nearly 20 workers, of- 
fering franchise agreements to others interested in mimicking 
their fun and games business, and generating several million in 
annual sales. Still, a constant challenge for the brothers is 


“We want the average kid to have a party like a rock star” 
—DAVID PIKOFF 


maintaining the right kind and amount of assets to meet peo- 
ple's demands and be profitable. “That made us hone in on 
product development,” explains David. “How do we provide 
unique entertainment at your doorstep?” Games2U’s success 
depends on monitoring and controlling those asset costs, which 
range from a mobile 4-D movie theater to decked-out trailers to 
a patented seven-foot tall kid-controlled robot. 

Each of these tangible and intangible assets commands Stu- 
art and David's attention. The brothers account for, manage, and 
focus on recovering all costs of these long-term assets. “We're 
never done,” says David. “We're always challenging ourselves.” 
Their success in asset management permits them to pursue fur 
ther expansion and new ideas for gaming experiences. They 
have expanded into outdoor laser tag, human gyros, air cannons, 
and a version of capture-the-flag called “Booger Wars.” "We 
have a unique concept, a solid infrastructure,” explains David. 
“We provide unique entertainment.” 


[Sources: Games2U Website, January 2011; Entrepreneur, June 2009; 
The Wall Street Journal, March 2010; Inc.com October 2009; The Monitor, 
September 2009; Franchise Update, August 2009] 
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This chapter focuses on long-term assets, which can be grouped 
into plant assets, natural resource assets, and intangible assets. 
Plant assets make up a large part of assets on most balance 
sheets, and they yield depreciation, often one of the largest 
expenses on income statements. The acquisition or building of 
a plant asset is often referred to as a capital expenditure. Capital 
expenditures are important events because they impact 


both the short- and long-term success of a company. Natural 
resource assets and intangible assets have similar impacts. This 
chapter describes the purchase and use of these assets. 
We also explain what distinguishes these assets from other 
types of assets, how to determine their cost, how to allocate 
their costs to periods benefiting from their use, and how to 
dispose of them. 


Plant Assets, Natural Resources, and Intangibles 


Natural F 
Resources 


e Cost determination 
e Amortization 
e Types of intangibles 


e Cost determination 

e Depletion 

e Plant assets used in 
extracting resources 


e Cost determination 

e Depreciation 

e Additional expenditures 
e Disposals 





Section 1—Plant Assets 


ne 


Plant assets are tangible assets used in a company’s operations that have a useful life of more 
than one accounting period. Plant assets are also called plant and equipment; property, plant, and 
equipment; or fixed assets. For many companies, plant assets make up the single largest class of 
assets they own. Exhibit 10.1 
shows plant assets as a per- 
cent of total assets for several 
companies. Not only do they 
make up a large percent of 
many companies’ assets, but 
their dollar values are large. 
McDonald’s plant assets, for 
instance, are reported at more 
than $20 billion, and Walmart 
reports plant assets of more 
than $92 billion. 

Plant assets are set apart from other assets by two important features. First, plant assets are 
used in operations. This makes them different from, for instance, inventory that is held for sale 
and not used in operations. The distinctive feature here is use, not type of asset. A company that 
purchases a computer to resell it reports it on the balance sheet as inventory. If the same com- 
pany purchases this computer to use in operations, however, it is a plant asset. Another example 
is land held for future expansion, which is reported as a long-term investment. However, if 
this land holds a factory used in operations, the land is part of plant assets. Another example is 
equipment held for use in the event of a breakdown or for peak periods of production, which 
is reported in plant assets. If this same equipment is removed from use and held for sale, how- 
ever, it is not reported in plant assets. 

The second important feature is that plant assets have useful lives extending over more than 
one accounting period. This makes plant assets different from current assets such as supplies 
that are normally consumed in a short time period after they are placed in use. 


EXHIBIT 10.1 


Plant Assets of Selected 
Companies 


eBay mil. 7% 


Walmart |]$92,856 mil. 


Boston Beer 


McDonald's 


$20,255 mil. 





0 20 40 60 80 
As a Percent of Total Assets 
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The accounting for plant assets reflects these two features. Since plant assets are used in op- 
erations, we try to match their costs against the revenues they generate. Also, since their useful 
lives extend over more than one period, our matching of costs and revenues must extend over 
several periods. Specifically, we value plant assets (balance sheet effect) and then, for many of 
them, we allocate their costs to periods benefiting from their use (income statement effect). An 
important exception is land; land cost is not allocated to expense when we expect it to have an 
indefinite life. 

Exhibit 10.2 shows four main issues in accounting for plant assets: (1) computing the costs 
of plant assets, (2) allocating the costs of most plant assets (less any salvage amounts) against 
revenues for the periods they benefit, (3) accounting for expenditures such as repairs and im- 
provements to plant assets, and (4) recording the disposal of plant assets. The following sections 
discuss these issues. 













Acquisition 
1. Compute cost 


Disposal 
4. Record disposal 






2. Allocate cost to periods benefited 
3. Account for subsequent expenditures 


COST DETERMINATION 


Plant assets are recorded at cost when acquired. This is consistent with the cost principle. 
Cost includes all normal and reasonable expenditures necessary to get the asset in place and ready 
for its intended use. The cost of a factory machine, for instance, includes its invoice cost less any 
cash discount for early payment, plus any necessary freight, unpacking, assembling, installing, and 
testing costs. Examples are the costs of building a base or foundation for a machine, providing elec- 
trical hookups, and testing the asset before using it in operations. 

To be recorded as part of the cost of a plant asset, an expenditure must be normal, reasonable, 
and necessary in preparing it for its intended use. If an asset is damaged during unpacking, the re- 
pairs are not added to its cost. Instead, they are charged to an expense account. Nor is a paid traffic 
fine for moving heavy machinery on city streets without a proper permit part of the machinery’s 
cost; but payment for a proper permit is included in the cost of machinery. Charges are sometimes 
incurred to modify or customize a new plant asset. These charges are added to the asset’s cost. We 
explain in this section how to determine the cost of plant assets for each of its four major classes. 


Land 


When land is purchased for a building site, its cost includes the total amount paid for the land, in- 
cluding any real estate commissions, title insurance fees, legal fees, and any accrued property taxes 
paid by the purchaser. Payments for surveying, clearing, grading, and draining also are included in 
the cost of land. Other costs include government assessments, whether incurred at the time of pur- 
chase or later, for items such as public roadways, sewers, and sidewalks. These assessments are in- 
cluded because they permanently add to the land’s value. Land purchased as a building site 
sometimes includes structures that must be removed. In such cases, the total purchase price is 
charged to the Land account as is the cost of removing the structures, less any amounts recovered 
through sale of salvaged materials. To illustrate, assume that Starbucks paid $167,000 cash to ac- 
quire land for a retail store. This land had an old service garage that was removed at a net cost of 


395 


Point: It can help to view plant assets 
as prepaid expenses that benefit several 
future accounting periods. 


EXHIBIT 10.2 


Issues in Accounting for 
Plant Assets 





C 





Explain the cost principle 
for computing the cost of 
plant assets. 
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EXHIBIT 10.3 
Computing Cost of Land 


Example: If appraised values in 

Exhibit 10.4 are land, $24,000; land 

improvements, $12,000; and building, 

$84,000, what cost is assigned to the 

building? Answer: 

(1) $24,000 + $12,000 + $84,000 
= $120,000 (total appraisal) 

(2) $84,000/$120,000 = 70% 
(building’s percent of total) 

(3) 70% x $90,000 = $63,000 
(building’s apportioned cost) 


EXHIBIT 10.4 


Computing Costs in a 
Lump-Sum Purchase 
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Cash price of land ................ $ 167,000 
Net cost of garage removal ........ 13,000 
Glosingicostsier wen tsa ee eens 10,000 
Costiof land: areae o aa $190,000 


$13,000 ($15,000 in costs less $2,000 proceeds from salvaged materials). Additional closing costs 
total $10,000, consisting of brokerage fees ($8,000), legal fees ($1,500), and title costs ($500). The 
cost of this land to Starbucks is $190,000 and is computed as shown in Exhibit 10.3. 


Land Improvements 


Land has an indefinite (unlimited) life and is not usually used up over time. Land improve- 
ments such as parking lot surfaces, driveways, fences, shrubs, and lighting systems, however, 
have limited useful lives and are used up. While the costs of these improvements increase the 
usefulness of the land, they are charged to a separate Land Improvement account so that their 
costs can be allocated to the periods they benefit. 


Buildings 


A Building account is charged for the costs of purchasing or constructing a building that is used 
in operations. When purchased, a building’s costs usually include its purchase price, brokerage 
fees, taxes, title fees, and attorney fees. Its costs also include all 
expenditures to ready it for its intended use, including any nec- 
essary repairs or renovations such as wiring, lighting, flooring, 
and wall coverings. When a company constructs a building or 
any plant asset for its own use, its costs include materials and 
labor plus a reasonable amount of indirect overhead cost. Over- 
head includes the costs of items such as heat, lighting, power, 
and depreciation on machinery used to construct the asset. Costs 
of construction also include design fees, building permits, and 
insurance during construction. However, costs such as insurance to cover the asset after it is 
placed in use are operating expenses. 


Machinery and Equipment 


The costs of machinery and equipment consist of all costs normal and necessary to purchase 
them and prepare them for their intended use. These include the purchase price, taxes, trans- 
portation charges, insurance while in transit, and the installing, assembling, and testing of the 
machinery and equipment. 


Lump-Sum Purchase 


Plant assets sometimes are purchased as a group in a single transaction for a lump-sum price. 
This transaction is called a lump-sum purchase, or group, bulk, or basket purchase. When this 
occurs, we allocate the cost of the purchase among the different types of assets acquired based 
on their relative market values, which can be estimated by appraisal or by using the tax-assessed 
valuations of the assets. To illustrate, assume CarMax paid $90,000 cash to acquire a group of 
items consisting of land appraised at $30,000, land improvements appraised at $10,000, and a 
building appraised at $60,000. The $90,000 cost is allocated on the basis of these appraised 
values as shown in Exhibit 10.4. 


Appraised Value Percent of Total Apportioned Cost 











land a e T $ 30,000 30% ($30,000/$ 100,000) $27,000 ($90,000 x 30%) 
Land improvements ......... 10,000 10 ($10,000/$ 100,000) 9,000 ($90,000 x 10%) 
Building sone sce 60,000 60 ($60,000/$ 100,000) 54,000 ($90,000 x 60%) 
Totals ann ere © ee ArI SS $100,000 100% $ 90,000 
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Quick Check Answers — p. 419 [vi 


1. Identify the asset class for each of the following: (a) supplies, (b) office equipment, 
(c) inventory, (d) land for future expansion, and (e) trucks used in operations. 

2. Identify the account charged for each of the following: (a) the purchase price of a vacant lot to 
be used in operations and (b) the cost of paving that same vacant lot. 


3. Compute the amount recorded as the cost of a new machine given the following payments 
related to its purchase: gross purchase price, $700,000; sales tax, $49,000; purchase discount 
taken, $21,000; freight cost—terms FOB shipping point, $3,500; normal assembly costs, 
$3,000; cost of necessary machine platform, $2,500; cost of parts used in maintaining 
machine, $4,200. 
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DEPRECIATION 


Depreciation is the process of allocating the cost of a plant asset to expense in the accounting 
periods benefiting from its use. Depreciation does not measure the decline in the asset’s market 
value each period, nor does it measure the asset’s physical deterioration. Since depreciation re- 
flects the cost of using a plant asset, depreciation charges are only recorded when the asset is actu- 
ally in service. This section describes the factors we must consider in computing depreciation, the 
depreciation methods used, revisions in depreciation, and depreciation for partial periods. 


Factors in Computing Depreciation 


Factors that determine depreciation are (1) cost, (2) salvage value, and (3) useful life. 


Cost The cost of a plant asset consists of all necessary and reasonable expenditures to ac- 
quire it and to prepare it for its intended use. 


Salvage Value The total amount of depreciation to be charged off over an asset’s benefit pe- 
riod equals the asset’s cost minus its salvage value. Salvage value, also called residual value or 
scrap value, is an estimate of the asset’s value at the end of its benefit period. This is the amount 
the owner expects to receive from disposing of the asset at the end of its benefit period. If the asset 
is expected to be traded in on a new asset, its salvage value is the expected trade-in value. 


Useful Life The useful life of a plant asset is the length of time it is productively used in a 
company’s operations. Useful life, also called service life, might not be as long as the asset’s 
total productive life. For example, the productive life of a computer can be eight years or more. 
Some companies, however, trade in old computers for new ones every two years. In this case, 
these computers have a two-year useful life, meaning the cost of these computers (less their 
expected trade-in values) is charged to depreciation expense over a two-year period. 

Several variables often make the useful life of a plant asset difficult to predict. A major vari- 
able is the wear and tear from use in operations. Two other variables, inadequacy and obsoles- 
cence, also require consideration. Inadequacy refers to the insufficient capacity of a company’s 
plant assets to meet its growing productive demands. Obsolescence refers to the condition of a 
plant asset that is no longer useful in producing goods or services with a competitive advantage 
because of new inventions and improvements. Both inadequacy and obsolescence are difficult 
to predict because of demand changes, new inventions, and improvements. A company usually 
disposes of an inadequate or obsolete asset before it wears out. 

A company is often able to better predict a new asset’s useful life when it has past experience 
with a similar asset. When it has no such experience, a company relies on the experience of oth- 
ers or on engineering studies and judgment. In note 1 of its annual report, Tootsie Roll, a snack 
food manufacturer, reports the following useful lives: 


Buildings ee. casrete crt ens enue: 20-35 years 
Machinery and Equipment ........ 5-20 years 


Point: If we expect additional costs in 
preparing a plant asset for disposal, the 
salvage value equals the expected 
amount from disposal less any disposal 
costs. 


Point: Useful life and salvage value are 
estimates. Estimates require judgment 
based on all available information. 


398 








P Compute and record 
depreciation using the 
straight-line, units-of- 
production, and declining- 
balance methods. 








EXHIBIT 10.5 


Data for Athletic Shoe- 
Inspecting Machine 


EXHIBIT 10.6 


Straight-Line Depreciation 
Formula and Example 


Assets = Liabilities + Equity 
— 1,800 — 1,800 


Example: If the salvage value of the 
machine is $2,500, what is the annual 
depreciation? Answer: 

($10,000 — $2,500)/5 years = $1,500 


Chapter 10 Plant Assets, Natural Resources, and Intangibles 


@ Decision 








Life Line Life expectancy of plant assets is often in the eye of the 
beholder. For instance, Hershey Foods and Tootsie Roll are competi- 
tors and apply similar manufacturing processes, yet their equipment’'s 
life expectancies are different. Hershey depreciates equipment over 3 
to 15 years, but Tootsie Roll depreciates them over 5 to 20 years. Such 
differences markedly impact financial statements. E 








Depreciation Methods 


Depreciation methods are used to allocate a plant asset’s cost over the accounting periods in its 
useful life. The most frequently used method of depreciation is the straight-line method. An- 
other common depreciation method is the units-of-production method. We explain both of 
these methods in this section. This section also describes accelerated depreciation methods, 
with a focus on the declining-balance method. 

The computations in this section use information about a machine that inspects athletic shoes 
before packaging. Manufacturers such as Converse, Reebok, adidas, and Fila use this ma- 
chine. Data for this machine are in Exhibit 10.5. 


GOstie see roe A $10,000 
Salvage value ..............0. 1,000 
Depreciable cost ............. $ 9,000 
Useful life 
Accounting periods ......... 5 years 
Units inspected ............ 36,000 shoes 


Straight-Line Method Straight-line depreciation charges the same amount of expense 
to each period of the asset’s useful life. A two-step process is used. We first compute the 
depreciable cost of the asset, also called the cost to be depreciated. It is computed by subtract- 
ing the asset’s salvage value from its total cost. Second, depreciable cost is divided by the num- 
ber of accounting periods in the asset’s useful life. The formula for straight-line depreciation, 
along with its computation for the inspection machine just described, is shown in Exhibit 10.6. 


a $10,000 — 000 = $1.0 000 
ife in in periods 5years 


= $1,800 per year | 








_ ll 


If this machine is purchased on December 31, 2010, and used throughout its predicted useful 
life of five years, the straight-line method allocates an equal amount of depreciation to each of 
the years 2011 through 2015. We make the following adjusting entry at the end of each of the 
five years to record straight-line depreciation of this machine. 


Dec. 31 BepreciationiEXpenscan ttt ttt etre etn 1,800 
Accumulated Depreciation—Machinery ........ 1,800 


To record annual depreciation. 


The $1,800 Depreciation Expense is reported on the income statement among operating expenses. 
The $1,800 Accumulated Depreciation is a contra asset account to the Machinery account in the 
balance sheet. The graph on the left in Exhibit 10.7 shows the $1,800 per year expenses reported 
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in each of the five years. The graph on the right shows the amounts reported on each of the six 
December 31 balance sheets. 





Depreciation Expense Asset Book Value 
(on Income Statement) (on Balance Sheet) 
$1,800 $10,000 
8,000 
2 4,200 £ 
= = 6,000 
[e] [e] 
G 600 A 4,000 
2,000 
2010 2011 2012 2013 2014 2015 2010 2011 2012 2013 2014 2015 
For Year Ended December 31 As of December 31 


The net balance sheet amount is the asset book value, or simply book value, and is computed 
as the asset’s total cost less its accumulated depreciation. For example, at the end of year 2 
(December 31, 2012), its book value is $6,400 and is reported in the balance sheet as follows: 


Machinery sssaserase sa sra eyes iaiee ear $10,000 
Less accumulated depreciation ........ 3,600 $6,400 


The book value of this machine declines by $1,800 each year due to depreciation. From the 
graphs in Exhibit 10.7 we can see why this method is called straight-line. 

We also can compute the straight-line depreciation rate, defined as 100% divided by the 
number of periods in the asset’s useful life. For the inspection machine, this rate is 20% (100% + 
5 years, or 1/5 per period). We use this rate, along with other information, to compute the 
machine’s straight-line depreciation schedule shown in Exhibit 10.8. Note three points in this 
exhibit. First, depreciation expense is the same each period. Second, accumulated depreciation 
is the sum of current and prior periods’ depreciation expense. Third, book value declines 
each period until it equals salvage value at the end of the machine’s useful life. 





Depreciation for the Period End of Period 

Annual Depreciable Depreciation Depreciation Accumulated Book 
Period Cost* Rate Expense Depreciation Valuet 

2010 — = = = $10,000 

2011 $9,000 20% $1,800 $1,800 8,200 

2012 9,000 20 1,800 3,600 6,400 

2013 9,000 20 1,800 5,400 4,600 

2014 9,000 20 1,800 7,200 2,800 

2015 9,000 20 1,800 9,000 1,000 

* $10,000 — $1,000. t Book value is total cost minus accumulated depreciation. 


Units-of-Production Method The straight-line method charges an equal share of an 
asset’s cost to each period. If plant assets are used up in about equal amounts each account- 
ing period, this method produces a reasonable matching of expenses with revenues. How- 
ever, the use of some plant assets varies greatly from one period to the next. A builder, for 
instance, might use a piece of construction equipment for a month and then not use it again 
for several months. When equipment use varies from period to period, the units-of-production 
depreciation method can better match expenses with revenues. Units-of-production depre- 
ciation charges a varying amount to expense for each period of an asset’s useful life depend- 
ing on its usage. 
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EXHIBIT 10.7 


Financial Statement Effects of 
Straight-Line Depreciation 


Point: Depreciation requires estimates 
for salvage value and useful life. Ethics 
are relevant when managers might be 
tempted to choose estimates to achieve 
desired results on financial statements. 


EXHIBIT 10.8 


Straight-Line Depreciation 
Schedule 
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EXHIBIT 10.9 


Units-of-Production Depreciation 
Formula and Example 
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A two-step process is used to compute units-of-production depreciation. We first compute 
depreciation per unit by subtracting the asset’s salvage value from its total cost and then di- 
viding by the total number of units expected to be produced during its useful life. Units of 
production can be expressed in product or other units such as hours used or miles driven. The 
second step is to compute depreciation expense for the period by multiplying the units pro- 
duced in the period by the depreciation per unit. The formula for units-of-production depre- 
ciation, along with its computation for the machine described in Exhibit 10.5, is shown in 
Exhibit 10.9. (7,000 shoes are inspected and sold in its first year.) 





Example: Refer to Exhibit 10.10. If the 
number of shoes inspected in 2015 is 
5,500, what is depreciation for 2015? 
Answer: $1,250 (never depreciate below 
salvage value) 


EXHIBIT 10.10 


Units-of-Production 
Depreciation Schedule 


Point: In the DDB method, double 
refers to the rate and declining balance 
refers to book value. The rate is applied 
to beginning book value each period. 


Using data on the number of shoes inspected by the machine, we can compute the units-of- 
production depreciation schedule shown in Exhibit 10.10. For example, depreciation for the 
first year is $1,750 (7,000 shoes at $0.25 per shoe). Depreciation for the second year is $2,000 
(8,000 shoes at $0.25 per shoe). Other years are similarly computed. Exhibit 10.10 shows that 
(1) depreciation expense depends on unit output, (2) accumulated depreciation is the sum of 
current and prior periods’ depreciation expense, and (3) book value declines each period until it 
equals salvage value at the end of the asset’s useful life. Deltic Timber is one of many compa- 
nies using the units-of-production depreciation method. It reports that depreciation “is calcu- 
lated over the estimated useful lives of the assets by using the units of production method for 
machinery and equipment.” 





Depreciation for the Period End of Period 
Annual Number of Depreciation per Depreciation Accumulated Book 
Period Units Unit Expense Depreciation Value 
2010 — = = = $10,000 
2011 7,000 $0.25 $1,750 $1,750 8,250 
2012 8,000 0.25 2,000 3,750 6,250 
2013 9,000 0.25 2,250 6,000 4,000 
2014 7,000 0.25 1,750 7,750 2,250 
2015 5,000 0.25 1,250 9,000 1,000 


Declining-Balance Method An accelerated depreciation method yields larger depre- 
ciation expenses in the early years of an asset’s life and less depreciation in later years. The 
most common accelerated method is the declining-balance method of depreciation, which 
uses a depreciation rate that is a multiple of the straight-line rate and applies it to the asset’s 
beginning-of-period book value. The amount of depreciation declines each period because book 
value declines each period. 

A common depreciation rate for the declining-balance method is double the straight-line rate. 
This is called the double-declining-balance (DDB) method. This method is applied in three 
steps: (1) compute the asset’s straight-line depreciation rate, (2) double the straight-line rate, 
and (3) compute depreciation expense by multiplying this rate by the asset’s beginning-of-period 
book value. To illustrate, let’s return to the machine in Exhibit 10.5 and apply the double-declining- 
balance method to compute depreciation expense. Exhibit 10.11 shows the first-year deprecia- 
tion computation for the machine. The three-step process is to (1) divide 100% by five years 
to determine the straight-line rate of 20%, or 1/5, per year, (2) double this 20% rate to get the 
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declining-balance rate of 40%, or 2/5, per year, and (3) compute depreciation expense as 40%, 
or 2/5, multiplied by the beginning-of-period book value. 
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EXHIBIT 10.11 


Double-Declining-Balance 
Depreciation Formula* 





* To simplify: DDB depreciation = (2 X Beginning-period book value)/Useful life. 


The double-declining-balance depreciation schedule is shown in Exhibit 10.12. The schedule 
follows the formula except for year 2015, when depreciation expense is $296. This $296 is not 
equal to 40% X $1,296, or $518.40. If we had used the $518.40 for depreciation expense in 2015, 
the ending book value would equal $777.60, which is less than the $1,000 salvage value. Instead, 
the $296 is computed by subtracting the $1,000 salvage value from the $1,296 book value at the 
beginning of the fifth year (the year when DDB depreciation cuts into salvage value). 


Depreciation for the Period End of Period 


Annual Beginning of Depreciation Depreciation Accumulated Book 

Period Period Book Value Rate Expense Depreciation Value 
2010 = = = = $10,000 
2011 $10,000 40% $4,000 $4,000 6,000 
2012 6,000 40 2,400 6,400 3,600 
2013 3,600 40 1,440 7,840 2,160 
2014 2,160 40 864 8,704 1,296 
2015 1,296 40 296* 9,000 1,000 


* Year 2015 depreciation is $1,296 — $1,000 = $296 (never depreciate book value below salvage value). 


Comparing Depreciation Methods Exhibit 10.13 shows depreciation expense for 
each year of the machine’s useful life under each of the three depreciation methods. While de- 
preciation expense per period differs for different methods, total depreciation expense of $9,000 
is the same over the machine’s useful life. 
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ize Period Straight-Line Units-of-Production Double-Declining-Balance 
2 2011 $1,800 $1,750 $4,000 
2012 1,800 2,000 2,400 
2013 1,800 2,250 1,440 
2014 1,800 1,750 864 
2015 1,800 1,250 296 
Totals $9,000 $9,000 $9,000 
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Each method starts with a total cost of $10,000 and ends with a salvage value of $1,000. The 
difference is the pattern in depreciation expense over the useful life. The book value of the asset 
when using straight-line is always greater than the book value from using double-declining- 
balance, except at the beginning and end of the asset’s useful life, when it is the same. Also, 





Example: What is the DDB 
depreciation expense in year 2014 
if the salvage value is $2,000? 
Answer: $2,160 — $2,000 = $160 


EXHIBIT 10.12 


Double-Declining-Balance 
Depreciation Schedule 


EXHIBIT 10.13 


Depreciation Expense for the 
Different Methods 


$4,100 
$3,800 
$3,500 

a $3,200 
£ $2,900 
& $2,600 
5 $2,300 
% $2,000 
8 $1,700 
& $1,400 
$1,100 
$800 
$500 


$200 
2011 2012 2013 2014 2015 


| \__ Double-Declining-Balance |__ Straight-Line | Units-of-Production | 
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Point: Depreciation is higher and in- 
come lower in the short run when using 
accelerated versus straight-line methods. 


Point: Understanding depreciation 
for financial accounting will help in 

learning MACRS for tax accounting. 
Rules for MACRS are available from 


www.IRS.gov. 





C Explain depreciation for 
partial years and changes 
in estimates. 











Example: If the machine’s salvage 
value is zero and purchase occurs on 
Oct. 8, 2010, how much depreciation is 
recorded at Dec. 31, 2010? 

Answer: $10,000/5 x 3/12 = $500 
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the straight-line method yields a steady pattern of depreciation expense while the units-of- 
production depreciation depends on the number of units produced. Each of these methods is 
acceptable because it allocates cost in a systematic and rational manner. 





@ Decision Insi 







In Vogue About 87% of companies use straight-line 
depreciation for plant assets, 4% use units-of-production, 
and 4% use declining-balance. Another 5% use an un- 
specified accelerated method—most likely declining- 
balance. E 


Accelerated 
and other, 
5% 


Declining-balance, 
4% 


Units-of-production, 
4% 


Depreciation for Tax Reporting The records a company keeps for financial account- 
ing purposes are usually separate from the records it keeps for tax accounting purposes. This is so 
because financial accounting aims to report useful information on financial performance and 
position, whereas tax accounting reflects government objectives in raising revenues. Differences 
between these two accounting systems are normal and expected. Depreciation is a common ex- 
ample of how the records differ. For example, many companies use accelerated depreciation in 
computing taxable income. Reporting higher depreciation expense in the early years of an asset’s 
life reduces the company’s taxable income in those years and increases it in later years, when the 
depreciation expense is lower. The company’s goal here is to postpone its tax payments. 

The U.S. federal income tax law has rules for depreciating assets. These rules include the 
Modified Accelerated Cost Recovery System (MACRS), which allows straight-line depre- 
ciation for some assets but requires accelerated depreciation for most kinds of assets. MACRS 
separates depreciable assets into different classes and defines the depreciable life and rate for 
each class. MACRS is not acceptable for financial reporting because it often allocates costs 
over an arbitrary period that is less than the asset’s useful life and it fails to estimate salvage 
value. Details of MACRS are covered in tax accounting courses. 


Partial-Year Depreciation 


Plant assets are purchased and disposed of at various times. When an asset is purchased (or 
disposed of) at a time other than the beginning or end of an accounting period, depreciation is 
recorded for part of a year. This is done so that the year of purchase or the year of disposal is 
charged with its share of the asset’s depreciation. 

To illustrate, assume that the machine in Exhibit 10.5 is purchased and placed in service on 
October 8, 2010, and the annual accounting period ends on December 31. Since this machine is 
purchased and used for nearly three months in 2010, the calendar-year income statement should 
report depreciation expense on the machine for that part of the year. Normally, depreciation as- 
sumes that the asset is purchased on the first day of the month nearest the actual date of pur- 
chase. In this case, since the purchase occurred on October 8, we assume an October 1 purchase 
date. This means that three months’ depreciation is recorded in 2010. Using straight-line depre- 
ciation, we compute three months’ depreciation of $450 as follows. 


$10,000 — $1,000 z 3 
5 years 12 





= $450 


A similar computation is necessary when an asset disposal occurs during a period. To 
illustrate, assume that the machine is sold on June 24, 2015. Depreciation is recorded for the 
period January 1 through June 24 when it is disposed of. This partial year’s depreciation, 
computed to the nearest whole month, is 

$10,000 — $1,000 | 6 


x = $900 
5 years 12 3 
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Change in Estimates for Depreciation 


Depreciation is based on estimates of salvage value and useful life. During the useful life of an 
asset, new information may indicate that these estimates are inaccurate. If our estimate of an 
asset’s useful life and/or salvage value changes, what should we do? The answer is to use the 
new estimate to compute depreciation for current and future periods. This means that we revise 
the depreciation expense computation by spreading the cost yet to be depreciated over the re- 
maining useful life. This approach is used for all depreciation methods. 

Let’s return to the machine described in Exhibit 10.8 using straight-line depreciation. At the 
beginning of this asset’s third year, its book value is $6,400, computed as $10,000 minus $3,600. 
Assume that at the beginning of its third year, the estimated number of years remaining in its 
useful life changes from three to four years and its estimate of salvage value changes from 
$1,000 to $400. Straight-line depreciation for each of the four remaining years is computed as 
shown in Exhibit 10.14. 


Book value — Revised salvage value $6,400 — $400 
Revised remaining useful life 7 





= $1 
ar $1,500 per year 


Thus, $1,500 of depreciation expense is recorded for the machine at the end of the third through 
sixth years—each year of its remaining useful life. Since this asset was depreciated at $1,800 
per year for the first two years, it is tempting to conclude that depreciation expense was over- 
stated in the first two years. However, these expenses reflected the best information available at 
that time. We do not go back and restate prior years’ financial statements for this type of new 
information. Instead, we adjust the current and future periods’ statements to reflect this new 
information. Revising an estimate of the useful life or salvage value of a plant asset is referred 
to as a change in an accounting estimate and is reflected in current and future financial state- 
ments, not in prior statements. 


Reporting Depreciation 


Both the cost and accumulated depreciation of plant assets are reported on the balance sheet or 
in its notes. Dale Jarrett Racing Adventure, for instance, reports the following. 


Office furniture and equipment .......... $ 54,593 
Shop and track equipment .............. 202,973 
Race vehicles and other ................ 975,084 
Property and equipment, gross ........ 1,232,650 
Less accumulated depreciation .......... 628,355 
Property and equipment, net ......... $ 604,295 


Many companies also show plant assets on one line with the net amount of cost less accumu- 
lated depreciation. When this is done, the amount of accumulated depreciation is disclosed in a 
note. Apple reports only the net amount of its property, plant and equipment in its balance sheet 
in Appendix A. To satisfy the full-disclosure principle, Apple describes its depreciation methods in 
its Note 1 and the amounts comprising plant assets in its Note 5—see its 10-K at wWww.SEC.goy. 
Reporting both the cost and accumulated depreciation of plant assets helps users compare the 
assets of different companies. For example, a company holding assets costing $50,000 and accumu- 
lated depreciation of $40,000 is likely in a situation different from a company with new assets cost- 
ing $10,000. While the net undepreciated cost of $10,000 is the same in both cases, the first company 
may have more productive capacity available but likely is facing the need to replace older assets. 
These insights are not provided if the two balance sheets report only the $10,000 book values. 
Users must remember that plant assets are reported on a balance sheet at their undepreciated 
costs (book value), not at fair (market) values. This emphasis on costs rather than fair values is 
based on the going-concern assumption described in Chapter 1. This assumption states that, unless 
there is evidence to the contrary, we assume that a company continues in business. This implies 
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Point: Remaining depreciable cost 
equals book value less revised salvage 
value at the point of revision. 


Point: Income is overstated (and 
depreciation understated) when useful 
life is too high; when useful life is too low, 
the opposite results. 


EXHIBIT 10.14 


Computing Revised 
Straight-Line Depreciation 


Example: If at the beginning 

of its second year the machine’s 
remaining useful life changes from four 
to three years and salvage value from 
$1,000 to $400, how much straight-line 
depreciation is recorded in remaining 
years? 

Answer: Revised depreciation = 


($8,200 — $400)/3 = $2,600. 








Point: A company usually keeps rec- 
ords for each asset showing its cost 
and depreciation to date. The combined 
records for individual assets are a type 
of plant asset subsidiary ledger. 
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Example: Assume equipment carries 

a book value of $800 ($900 cost less 

$100 accumulated depreciation) and a 

fair (market) value of $750, and this 

$50 decline in value meets the 2-step 

impairment test. The entry to record this 

impairment is: 

Impairment Loss ......... $50 
Accum Depr-Equip. ..... $50 
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that plant assets are held and used long enough to recover their cost through the sale of products 
and services. Because plant assets are not for sale, their fair values are not reported. An exception 
is when there is a permanent decline in the fair value of an asset relative to its book value, called 
an asset impairment. In this case the company writes the asset down to this fair value (details for 
the two-step process for assessing and computing the impairment loss are in advanced courses). 

Accumulated Depreciation is a contra asset account with a normal credit balance. It does not 
reflect funds accumulated to buy new assets when the assets currently owned are replaced. If a 
company has funds available to buy assets, the funds are shown on the balance sheet among 
liquid assets such as Cash or Investments. 


Answer — p. 418 





O Decision 


Controller You are the controller for a struggling company. Its operations require regular investments in 
equipment, and depreciation is its largest expense. Its competitors frequently replace equipment—often 
depreciated over three years. The company president instructs you to revise useful lives of equipment 
from three to six years and to use a six-year life on all new equipment. What actions do you take? W 


Quick Check Answers — p. 419 Ka 


4. On January 1, 2011, a company pays $77,000 to purchase office furniture with a zero salvage 
value. The furniture’s useful life is somewhere between 7 and 10 years. What is the year 2011 
straight-line depreciation on the furniture using (a) a 7-year useful life and (b) a 10-year useful life? 

5. What does the term depreciation mean in accounting? 


6. A company purchases a machine for $96,000 on January 1, 2011. Its useful life is five years or 
100,000 units of product, and its salvage value is $8,000. During 2011, 10,000 units of product 
are produced. Compute the book value of this machine on December 31, 2011, assuming 
(a) straight-line depreciation and (b) units-of-production depreciation. 


7. In early January 2011, a company acquires equipment for $3,800. The company estimates this 
equipment to have a useful life of three years and a salvage value of $200. Early in 2013, the 
company changes its estimates to a total fouryear useful life and zero salvage value. Using 
the straight-line method, what is depreciation for the year ended 2013? 


ADDITIONAL EXPENDITURES 





Distinguish between 
revenue and capital 
expenditures, and account 
for them. 


C3 











Financial Statement Effect 








Expense 

Accounting Timing 
Revenue Income stmt. Expensed 
expenditure account debited currently 
Capital Balance sheet Expensed 
expenditure account debited in future 


After a company acquires a plant asset and puts it into service, it often makes additional expendi- 
tures for that asset’s operation, maintenance, repair, and improvement. In recording these expen- 
ditures, it must decide whether to capitalize or expense them (to capitalize an expenditure is to 
debit the asset account). The issue is whether these expenditures are reported as current period 
expenses or added to the plant asset’s cost and depreciated over its remaining useful life. 

Revenue expenditures, also called income statement expenditures, are additional costs of 
plant assets that do not materially increase the asset’s life or productive capabilities. They are 
recorded as expenses and deducted from revenues in the current period’s income statement. 
Examples of revenue expenditures are cleaning, repainting, adjustments, and lubricants. Capital 
expenditures, also called balance sheet expenditures, are additional costs of plant assets that 
provide benefits extending beyond the current period. They are debited to asset accounts and 
reported on the balance sheet. Capital expenditures increase or improve the type or amount of 
service an asset provides. Examples are roofing replacement, plant expansion, and major over- 
hauls of machinery and equipment. 

Financial statements are affected for several years by the accounting choice of recording 
costs as either revenue expenditures or capital expenditures. This decision is based on whether 
the expenditures are identified as ordinary repairs or as betterments and extraordinary repairs. 


Ordinary Repairs 


Ordinary repairs are expenditures to keep an asset in normal, good operating condition. They 
are necessary if an asset is to perform to expectations over its useful life. Ordinary repairs do 
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not extend an asset’s useful life beyond its original estimate or increase its productivity beyond 
original expectations. Examples are normal costs of cleaning, lubricating, adjusting, and re- 
placing small parts of a machine. Ordinary repairs are treated as revenue expenditures. This 
means their costs are reported as expenses on the current period income statement. Following 
this rule, Brunswick reports that “maintenance and repair costs are expensed as incurred.” If 
Brunswick’s current year repair costs are $9,500, it makes the following entry. 


Dec. 31 9,500 


9,500 
To record ordinary repairs of equipment. 


Betterments and Extraordinary Repairs 


Accounting for betterments and extraordinary repairs is similar—both are treated as capital 
expenditures. 


Betterments (Improvements) Betterments, also called improvements, are expendi- 
tures that make a plant asset more efficient or productive. A betterment often involves adding a 
component to an asset or replacing one of its old components with a better one, and does not 
always increase an asset’s useful life. An example is replacing manual controls on a machine 
with automatic controls. One special type of betterment is an addition, such as adding a new 
wing or dock to a warehouse. Since a betterment benefits future periods, it is debited to the asset 
account as a capital expenditure. The new book value (less salvage value) is then depreciated 
over the asset’s remaining useful life. To illustrate, suppose a company pays $8,000 for a ma- 
chine with an eight-year useful life and no salvage value. After three years and $3,000 of depre- 
ciation, it adds an automated control system to the machine at a cost of $1,800. This results in 
reduced labor costs in future periods. The cost of the betterment is added to the Machinery ac- 
count with this entry. 


Jan. 2 Machinery sse snare syalesacectscye a: syssses eisversisuscn srara Soonsiars 1,800 
Cash 


To record installation of automated system. 


1,800 


After the betterment is recorded, the remaining cost to be depreciated is $6,800, computed as 
$8,000 — $3,000 + $1,800. Depreciation expense for the remaining five years is $1,360 per 
year, computed as $6,800/5 years. 


Extraordinary Repairs (Replacements) Extraordinary repairs are expenditures 
extending the asset’s useful life beyond its original estimate. Extraordinary repairs are capital 
expenditures because they benefit future periods. Their costs are debited to the asset account 
(or to accumulated depreciation). For example, Delta Air Lines reports, “modifications that ... 
extend the useful lives of airframes or engines are capitalized and amortized [depreciated] over 
the remaining estimated useful life of the asset.” 


Answer — p. 419 





© Decision 


Entrepreneur Your start-up Internet services company needs cash, and you are preparing financial 
statements to apply for a short-term loan. A friend suggests that you treat as many expenses as possible 
as Capital expenditures. What are the impacts on financial statements of this suggestion? What do you 
think is the aim of this suggestion? Ml 
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Point: Many companies apply the 
materiality constraint to treat low-cost plant 
assets (say, less than $500) as revenue 
expenditures. This practice is referred to 
as a “capitalization policy.” 


Assets = Liabilities + Equity 
—9,500 —9,500 


Example: Assume a firm owns a Web 
server. Identify each cost as a revenue 
or capital expenditure: (1) purchase 
price, (2) necessary wiring, (3) platform 
for operation, (4) circuits to increase 
capacity, (5) cleaning after each month 
of use, (6) repair of a faulty switch, and 
(7) replaced a worn fan. Answer: Capital 
expenditures: |, 2, 3, 4; revenue 
expenditures: 5, 6, 7. 


Assets = Liabilities + Equity 
+1,800 
— 1,800 


Point: Both extraordinary repairs and 
betterments require revising future 
depreciation. 


DISPOSALS OF PLANT ASSETS 


Plant assets are disposed of for several reasons. Some are discarded because they wear out or 
become obsolete. Others are sold because of changing business plans. Regardless of the 
reason, disposals of plant assets occur in one of three basic ways: discarding, sale, or 
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EXHIBIT 10.15 


Accounting for Disposals of 
Plant Assets 





P Account for asset disposal 
through discarding or 
selling an asset. 











Assets = Liabilities + Equity 
+9,000 
—9,000 


Point: Recording depreciation expense 
up-to-date gives an up-to-date book 
value for determining gain or loss. 


Assets = Liabilities + Equity 
—500 —500 


Assets 
+6,500 
—8,000 


= Liabilities + Equity 
— 1,500 


Point: Gain or loss is determined by 
comparing “value given” (book value) to 
“value received.” 
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exchange. The general steps in accounting for a disposal of plant assets are described in 
Exhibit 10.15. 


. Record depreciation up to the date of disposal—this also updates Accumulated Depreciation. 
. Record the removal of the disposed asset’s account balances—including its Accumulated Depreciation. 


. Record any cash (and/or other assets) received or paid in the disposal. 


A Uw N= 


. Record any gain or loss—computed by comparing the disposed asset’s book value with the market value of any 
assets received.* 


* An exception to step 4 is the case of an exchange that lacks commercial substance—see Appendix 10A. 


Discarding Plant Assets 


A plant asset is discarded when it is no longer useful to the company and it has no market value. 
To illustrate, assume that a machine costing $9,000 with accumulated depreciation of $9,000 is 
discarded. When accumulated depreciation equals the asset’s cost, it is said to be fully depreci- 
ated (zero book value). The entry to record the discarding of this asset is 


June 5 Accumulated Depreciation—Machinery ............ 9,000 


Machinery eee e tenance. susnetsneteye S AE sere 9,000 


To discard fully depreciated machinery. 


This entry reflects all four steps of Exhibit 10.15. Step 1 is unnecessary since the machine is 
fully depreciated. Step 2 is reflected in the debit to Accumulated Depreciation and credit to 
Machinery. Since no other asset is involved, step 3 is irrelevant. Finally, since book value is zero 
and no other asset is involved, no gain or loss is recorded in step 4. 

How do we account for discarding an asset that is not fully depreciated or one whose depre- 
ciation is not up-to-date? To answer this, consider equipment costing $8,000 with accumulated 
depreciation of $6,000 on December 31 of the prior fiscal year-end. This equipment is being 
depreciated using the straight-line method over eight years with zero salvage. On July 1 of the 
current year it is discarded. Step 1 is to bring depreciation up-to-date. 


July | Depreciation Expense a n a ter rien rer rete: 500 
Accumulated Depreciation—Equipment ........ 500 


To record 6 months’ depreciation ($1,000 X 6/12). 
Steps 2 through 4 of Exhibit 10.15 are reflected in the second (and final) entry. 


6,500 
1,500 


uly | Accumulated Depreciation—Equipment ............ 

Y P quip 

Loss on Disposal of Equipment.................... 
Equipment secese ese eeke susuensavare isis tersunveressisiars 8,000 


To discard equipment with a $1,500 book value. 


This loss is computed by comparing the equipment’s $1,500 book value ($8,000 — $6,000 — 
$500) with the zero net cash proceeds. The loss is reported in the Other Expenses and Losses 
section of the income statement. Discarding an asset can sometimes require a cash payment that 
would increase the loss. 


Selling Plant Assets 


Companies often sell plant assets when they restructure or downsize operations. To illustrate 
the accounting for selling plant assets, we consider BTO’s March 31 sale of equipment that 
cost $16,000 and has accumulated depreciation of $12,000 at December 31 of the prior calen- 
dar year-end. Annual depreciation on this equipment is $4,000 computed using straight-line 
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depreciation. Step 1 of this sale is to record depreciation expense and update accumulated 
depreciation to March 31 of the current year. 


March 31 Depreciation Expense me tri iet et etics 1,000 Assets = Liabilities + Equity 
Accumulated Depreciation—Equipment ........ 1,000 — 1,000 — 1,000 
To record 3 months’ depreciation ($4,000 X 3/12). 


Steps 2 through 4 of Exhibit 10.15 can be reflected in one final entry that depends on the amount 
received from the asset’s sale. We consider three different possibilities. 


Sale at Book Value If BTO receives $3,000 cash, an amount equal to the equipment’s 
book value as of March 31 (book value = $16,000 — $12,000 — $1,000), no gain or loss occurs 
on disposal. The entry is 





March 31 Gast eer ren te rer tems eer re: 3,000 Assets = Liabilities + Equity 
Accumulated Depreciation—Equipment ............ 13,000 + 3,000 
Equipment: seca cae rea ee eee 16,000 + 13,000 


— 16,000 
To record sale of equipment for no gain or loss. 


Sale above Book Value If BTO receives $7,000, an amount that is $4,000 above the Sale price > Book value —> Gain 
equipment’s $3,000 book value as of March 31, a gain on disposal occurs. The entry is 


March 31 Sas sass Sir ssp ws EE E EE E 7,000 Assets = Liabilities + Equity 
Accumulated Depreciation—Equipment ............ 13,000 +7,000 +4,000 
Gain on Disposal of Equipment ............... 4,000 aS sis 
— 16,000 
Equipment see eses sesek nes y Da a ere aa 16,000 


To record sale of equipment for a $4,000 gain. 


Sale below Book Value If BTO receives $2,500, an amount that is $500 below the equip- Sale price < Book value —> Loss 
ment’s $3,000 book value as of March 31, a loss on disposal occurs. The entry is 


March 31 Cashier e E EE ENT E eos E EEIE 2,500 Assets = Liabilities + Equity 
Loss on Disposal of Equipment .................-- 500 +2,500 —500 

Accumulated Depreciation—Equipment ............ 13,000 T3000 

Equipment soseen aes eis a are aE ost 16,000 16,900 


To record sale of equipment for a $500 loss. 





@ IFRS 


Unlike U.S. GAAP IFRS requires an annual review of useful life and salvage value estimates. IFRS also 
permits revaluation of plant assets to market value if market value is reliably determined. E 









Quick Check Answers — p. 419 


8. Early in the fifth year of a machine's six-year useful life, it is overhauled, and its useful life 
is extended to nine years. This machine originally cost $108,000 and the overhaul cost is 
$12,000. Prepare the entry to record the overhaul cost. 


9. Explain the difference between revenue expenditures and capital expenditures and how both 
are recorded. 

10. What is a betterment? How is a betterment recorded? 

11. A company acquires equipment on January 10, 2011, at a cost of $42,000. Straight-line depreciation 
is used with a five-year life and $7,000 salvage value. On June 27, 2012, the company sells this 
equipment for $32,000. Prepare the entry(ies) for June 27, 2012. 
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Section 2—Natural Resources 





P Account for natural 
resource assets and 
their depletion. 











EXHIBIT 10.16 


Depletion Formula and 
Example 


Assets = Liabilities + Equity 
— 170,000 — 170,000 


EXHIBIT 10.17 


Balance Sheet Presentation of 
Natural Resources 


Natural resources are assets that are physically consumed when used. Examples are standing tim- 
ber, mineral deposits, and oil and gas fields. Since they are consumed when used, they are often 
called wasting assets. These assets represent soon-to-be inventories of raw materials that will be 
converted into one or more products by cutting, mining, or pumping. Until that conversion takes 
place, they are noncurrent assets and are shown in a balance sheet using titles such as timberlands, 
mineral deposits, or oil reserves. Natural resources are reported under either plant assets or their 
own separate category. Alcoa, for instance, reports its natural resources under the balance sheet title 
Properties, plants and equipment. In a note to its financial statements, Alcoa reports a separate 
amount for Land and land rights, including mines. Weyerhaeuser, on the other hand, reports its 
timber holdings in a separate balance sheet category titled Timber and timberlands. 


Cost Determination and Depletion 


Natural resources are recorded at cost, which includes all expenditures necessary to acquire the 
resource and prepare it for its intended use. Depletion is the process of allocating the cost of a 
natural resource to the period when it is consumed. Natural resources are reported on the bal- 
ance sheet at cost less accumulated depletion. The depletion expense per period is usually based 
on units extracted from cutting, mining, or pumping. This is similar to units-of-production de- 
preciation. Exxon Mobil uses this approach to amortize the 
costs of discovering and operating its oil wells. 

To illustrate depletion of natural resources, let’s consider a 
mineral deposit with an estimated 250,000 tons of available 
ore. It is purchased for $500,000, and we expect zero salvage 
value. The depletion charge per ton of ore mined is $2, com- 
puted as $500,000 + 250,000 tons. If 85,000 tons are mined 
and sold in the first year, the depletion charge for that year is 
$170,000. These computations are detailed in Exhibit 10.16. 








Depletion expense for the first year is recorded as follows. 


Dec. 31 Depletion Expense—Mineral Deposit .............. 170,000 
Accumulated Depletion—Mineral Deposit ...... 170,000 
To record depletion of the mineral deposit. 


The period-end balance sheet reports the mineral deposit as shown in Exhibit 10.17. 


Mineral deposit s me erin naires $500,000 
Less accumulated depletion ........ 170,000 $330,000 


Since all 85,000 tons of the mined ore are sold during the year, the entire $170,000 of depletion 
is reported on the income statement. If some of the ore remains unsold at year-end, however, the 
depletion related to the unsold ore is carried forward on the balance sheet and reported as 
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Ore Inventory, a current asset. To illustrate, and continuing with our example, assume that 
40,000 tons are mined in the second year, but only 34,000 tons are sold. We record depletion 
of $68,000 (34,000 tons X $2 depletion per unit) and the remaining Ore Inventory of $12,000 
(6,000 tons X $2 depletion per unit) as follows. 


Dec. 31 Depletion Expense—Mineral Deposit .............. 68,000 
Ore Inventory aeree santane neer TEET ERENER aye) 12,000 
Accumulated Depletion—Mineral Deposit ...... 80,000 


To record depletion and inventory of mineral deposit. 


Plant Assets Used in Extracting 


The conversion of natural resources by mining, cutting, or pumping usually requires machinery, 
equipment, and buildings. When the usefulness of these plant assets is directly related to the 
depletion of a natural resource, their costs are depreciated using the units-of-production method 
in proportion to the depletion of the natural resource. For example, if a machine is permanently 
installed in a mine and 10% of the ore is mined and sold in the period, then 10% of the ma- 
chine’s cost (less any salvage value) is allocated to depreciation expense. The same procedure is 
used when a machine is abandoned once resources have been extracted. If, however, a machine 
will be moved to and used at another site when extraction is complete, the machine is depreci- 
ated over its own useful life. 


@ Decision 





Asset Control Long-term assets must be safeguarded against theft, misuse, and other damages. 
Controls take many forms depending on the asset, including use of security tags, the legal monitoring 

of rights infringements, and approvals of all asset disposals. A study reports that 44% of employees in 
operations and service areas witnessed the wasting, mismanaging, or abusing of assets in the past year 
(KPMG 2009). Another 21% in general management and administration observed stealing or misappropria- 
tion of assets. E 


Section 3—Intangihle Assets 


Intangible assets are nonphysical assets (used in operations) that confer on their owners long- 
term rights, privileges, or competitive advantages. Examples are patents, copyrights, licenses, 
leaseholds, franchises, goodwill, and trademarks. Lack of physical substance does not necessarily 
imply an intangible asset. Notes and accounts receivable, for instance, lack physical substance, but 
they are not intangibles. This section identifies the more common types of intangible assets and 
explains the accounting for them. 


Cost Determination and Amortization 


An intangible asset is recorded at cost when purchased. Intangibles are then separated into those 
with limited lives or indefinite lives. If an intangible has a limited life, its cost is systematically 
allocated to expense over its estimated useful life through the process of amortization. If an 
intangible asset has an indefinite life—meaning that no legal, regulatory, contractual, competi- 
tive, economic, or other factors limit its useful life—it should not be amortized. (If an intangible 
with an indefinite life is later judged to have a limited life, it is amortized over that limited life.) 
Amortization of intangible assets is similar to depreciation of plant assets and the depletion of 
natural resources in that it is a process of cost allocation. However, only the straight-line method 
is used for amortizing intangibles unless the company can show that another method is pre- 
ferred. The effects of amortization are recorded in a contra account (Accumulated Amortiza- 
tion). The gross acquisition cost of intangible assets is disclosed in the balance sheet along 
with their accumulated amortization (these disclosures are new). The eventual disposal of an 
intangible asset involves removing its book value, recording any other asset(s) received or given 
up, and recognizing any gain or loss for the difference. 
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Assets = Liabilities + Equity 
— 80,000 — 68,000 
+12,000 








P 


Account for intangible 
assets. 
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Point: The cost to acquire a Website 
address is an intangible asset. 


Point: Goodwill is not amortized; 
instead, it is annually tested for 
impairment. 





Assets = Liabilities + Equity 
—2,500 —2,500 
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Many intangibles have limited lives due to laws, contracts, or other asset characteristics. Examples 
are patents, copyrights, and leaseholds. Other intangibles such as goodwill, trademarks, and trade 
names have lives that cannot be easily determined. The cost of intangible assets is amortized over the 
periods expected to benefit by their use, but in no case can this period be longer than the asset’s legal 
existence. The values of some intangible assets such as goodwill continue indefinitely into the future 
and are not amortized. (An intangible asset that is not amortized is tested annually for impairment— 
if necessary, an impairment loss is recorded. Details for this test are in advanced courses.) 

Intangible assets are often shown in a separate section of the balance sheet immediately after 
plant assets. Callaway Golf, for instance, follows this approach in reporting nearly $150 mil- 
lion of intangible assets in its balance sheet. Companies usually disclose their amortization pe- 
riods for intangibles. The remainder of our discussion focuses on accounting for specific types 
of intangible assets. 


Types of Intangibles 


Patents The federal government grants patents to encourage the invention of new technol- 
ogy, mechanical devices, and production processes. A patent is an exclusive right granted to its 
owner to manufacture and sell a patented item or to use a process for 20 years. When patent 
rights are purchased, the cost to acquire the rights is debited to an account called Patents. If 
the owner engages in lawsuits to successfully defend a patent, the cost of lawsuits is debited 
to the Patents account. However, the costs of research and development leading to a new patent 
are expensed when incurred. 

A patent’s cost is amortized over its estimated useful life (not to exceed 20 years). If we pur- 
chase a patent costing $25,000 with a useful life of 10 years, we make the following adjusting 
entry at the end of each of the 10 years to amortize one-tenth of its cost. 


Dec. 31 Amortization Expense—Patents ................... 2,500 
Accumulated Amortization—Patents ........... 2,500 


To amortize patent costs over its useful life. 


The $2,500 debit to Amortization Expense appears on the income statement as a cost of the 
product or service provided under protection of the patent. The Accumulated Amortization— 
Patents account is a contra asset account to Patents. 





@ Decision Insi 


Mention “drug war” and most people think of Percent of Prescriptions That Specify Generics 
illegal drug trade. But another drug war is under 

way: Brand-name drugmakers are fighting to stop ji Pe 
generic copies of their products from hitting the 20 __ A 

market once patents expire. Delaying a generic 0 
rival can yield millions in extra sales. E 


Percent 





1980 1990 2000 2005 2010 


Copyrights A copyright gives its owner the exclusive right to publish and sell a musical, 
literary, or artistic work during the life of the creator plus 70 years, although the useful life of 
most copyrights is much shorter. The costs of a copyright are amortized over its useful life. The 
only identifiable cost of many copyrights is the fee paid to the Copyright Office of the federal 
government or international agency granting the copyright. If this fee is immaterial, it is charged 
directly to an expense account; but if the identifiable costs of a copyright are material, they are 
capitalized (recorded in an asset account) and periodically amortized by debiting an account 
called Amortization Expense—Copyrights. 


Franchises and Licenses Franchises and licenses are rights that a company or 
government grants an entity to deliver a product or service under specified conditions. Many 
organizations grant franchise and license rights—McDonald’s, Pizza Hut, and Major 
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League Baseball are just a few examples. The costs of franchises and licenses are debited to 
a Franchises and Licenses asset account and are amortized over the lives of the agreements. If 
an agreement is for an indefinite or perpetual period, those costs are not amortized. 


Trademarks and Trade Names Companies often adopt unique symbols or select 
unique names and brands in marketing their products. A trademark or trade (brand) name is 
a symbol, name, phrase, or jingle identified with a company, product, or service. Examples are 
Nike swoosh, Marlboro Man, Big Mac, Coca-Cola, and Corvette. Ownership and exclusive 
right to use a trademark or trade name is often established by showing that one company used it 
before another. Ownership is best established by registering a trademark or trade name with the 
government’s Patent Office. The cost of developing, maintaining, or enhancing the value of a 
trademark or trade name (such as advertising) is charged to expense when incurred. If a trade- 
mark or trade name is purchased, however, its cost is debited to an asset account and then amor- 
tized over its expected life. If the company plans to renew indefinitely its right to the trademark 
or trade name, the cost is not amortized. 


Goodwill Goodwill has a specific meaning in accounting. Goodwill is the amount by which 
a company’s value exceeds the value of its individual assets and liabilities. This usually implies 
that the company as a whole has certain valuable attributes not measured among its individual 
assets and liabilities. These can include superior management, skilled workforce, good supplier or 
customer relations, quality products or services, good location, or other competitive advantages. 

To keep accounting information from being too subjective, goodwill is not recorded unless 
an entire company or business segment is purchased. Purchased goodwill is measured by taking 
the purchase price of the company and subtracting the market value of its individual net assets 
(excluding goodwill). For instance, Yahoo! paid nearly $3.0 billion to acquire GeoCities; about 
$2.8 of the $3.0 billion was for goodwill and other intangibles. 

Goodwill is measured as the excess of the cost of an acquired entity over the value of the ac- 
quired net assets. Goodwill is recorded as an asset, and it is not amortized. Instead, goodwill is 
annually tested for impairment. If the book value of goodwill does not exceed its fair (market) 
value, goodwill is not impaired. However, if the book value of goodwill does exceed its fair value, 
an impairment loss is recorded equal to that excess. (Details of this test are in advanced courses.) 


Leaseholds Property is rented under a contract called a lease. The property’s owner, called 
the lessor, grants the lease. The one who secures the right to possess and use the property is 
called the lessee. A leasehold refers to the rights the lessor grants to the lessee under the terms 
of the lease. A leasehold is an intangible asset for the lessee. 

Certain leases require no advance payment from the lessee but require monthly rent payments. 
In this case, we do not set up a Leasehold account. Instead, the monthly payments are debited to a 
Rent Expense account. If a long-term lease requires the lessee to pay the final period’s rent in ad- 
vance when the lease is signed, the lessee records this advance payment with a debit to the Lease- 
hold account. Since the advance payment is not used until the final period, the Leasehold account 
balance remains intact until that final period when its balance is transferred to Rent Expense. (Some 
long-term leases give the lessee essentially the same rights as a purchaser. This results in a tangible 
asset and a liability reported by the lessee. Chapter 14 describes these so-called capital leases.) 

A long-term lease can increase in value when current rental rates for similar property rise 
while the required payments under the lease remain constant. This increase in value of a lease is 
not reported on the lessee’s balance sheet. However, if the property is subleased and the new 
tenant makes a cash payment to the original lessee for the rights under the old lease, the new 
tenant debits this payment to a Leasehold account, which is amortized to Rent Expense over the 
remaining life of the lease. 


Leasehold Improvements A lessee sometimes pays for alterations or improvements to 
the leased property such as partitions, painting, and storefronts. These alterations and 
improvements are called leasehold improvements, and the lessee debits these costs to a Lease- 
hold Improvements account. Since leasehold improvements become part of the property and 
revert to the lessor at the end of the lease, the lessee amortizes these costs over the life of the 
lease or the life of the improvements, whichever is shorter. The amortization entry debits 


4il 


Point: McDonald’s “golden arches” are 
one of the world’s most valuable trade- 
marks, yet this asset is not shown on 
McDonald’s balance sheet. 


Point: Amortization of goodwill is 
different for financial accounting and tax 
accounting. The IRS requires the amorti- 
zation of goodwill over 15 years. 


Example: Assume goodwill carries a 
book value of $500 and has an implied 
fair value of $475, and this $25 decline in 
value meets the 2-step impairment test. 
The entry to record this impairment is: 
Impairment Loss ......... $25 
Goodwill E E $25 


Point: A leasehold account implies 
existence of future benefits that 

the lessee controls because of a 
prepayment. It also meets the 
definition of an asset. 
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Amortization Expense—Leasehold Improvements and credits Accumulated Amortization— 
Leasehold Improvements. 


Other Intangibles There are other types of intangible assets such as software, noncompete 
covenants, customer lists, and so forth. Our accounting for them is the same. First, we record the 
intangible asset’s costs. Second, we determine whether the asset has a limited or indefinite life. If 
limited, we allocate its costs over that period. If indefinite, its costs are not amortized. 


Quick Check Answers — p. 419 Kl 


12. Give an example of a natural resource and of an intangible asset. 


13. A company pays $650,000 for an ore deposit. The deposit is estimated to have 325,000 tons 
of ore that will be mined over the next 10 years. During the first year, it mined, processed, 
and sold 91,000 tons. What is that year's depletion expense? 

14. On January 6, 2011, a company pays $120,000 for a patent with a remaining 17-year legal 
life to produce a toy expected to be marketable for three years. Prepare entries to record its 
acquisition and the December 31, 2011, amortization entry. 


GLOBAL VIEW 





NOKIA 


This section discusses similarities and differences between U.S. GAAP and IFRS in accounting and re- 
porting for plant assets and intangible assets. 


Accounting for Plant Assets Issues involving cost determination, depreciation, additional ex- 
penditures, and disposals of plant assets are subject to broadly similar guidance for both U.S. GAAP and 
IFRS. Although differences exist, the similarities vastly outweigh the differences. Nokia describes its 
accounting for plant assets as follows: 





Property, plant and equipment are stated at cost less accumulated depreciation. Depreciation is re- 
corded on a straight-line basis over the expected useful lives of the assets. Maintenance, repairs and 
| renewals are generally charged to expense during the financial period in which they are incurred. 
However, major renovations are capitalized and included in the carrying amount of the asset ... Major 
renovations are depreciated over the remaining useful life of the related asset. 









One area where notable differences exist is in accounting for changes in the value of plant assets (between 
the time they are acquired and when disposed of). Namely, how does IFRS and U.S. GAAP treat de- 
creases and increases in the value of plant assets subsequent to acquisition? 


Decreases in the Value of Plant Assets When the value of plant assets declines after acquisition, but be- 
fore disposition, both U.S. GAAP and IFRS require companies to record those decreases as impairment 
losses. While the test for impairment uses a different base between U.S. GAAP and IFRS, a more funda- 
mental difference is that U.S. GAAP revalues impaired plant assets to fair value whereas IFRS revalues 
them to a recoverable amount (defined as fair value less costs to sell). 


Increases in the Value of Plant Assets U.S. GAAP prohibits companies from recording increases in the 
value of plant assets. However, IFRS permits upward asset revaluations. Namely, under IFRS, if an im- 
pairment was previously recorded, a company would reverse that impairment to the extent necessary and 
record that increase in income. If the increase is beyond the original cost, that increase is recorded in com- 
prehensive income. 


Accounting for Intangible Assets For intangible assets, the accounting for cost determination, 
amortization, additional expenditures, and disposals is subject to broadly similar guidance for U.S. GAAP 
and IFRS. Although differences exist, the similarities vastly outweigh differences. Again, and consistent 
with the accounting for plant assets, U.S. GAAP and IFRS handle decreases and increases in the value of 
intangible assets differently. However, IFRS requirements for recording increases in the value of intangible 
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assets are so restrictive that such increases are rare. Nokia describes its accounting for intangible assets as 
follows: 


[Intangible assets] are capitalized and amortized using the straight-line method over their useful lives. 
Where an indication of impairment exists, the carrying amount of any intangible asset is assessed and 


written down to its recoverable amount. 





Total Asset Turnover 


A company’s assets are important in determining its ability to generate sales and earn income. Managers 
devote much attention to deciding what assets a company acquires, how much it invests in assets, and how 
to use assets most efficiently and effectively. One important measure of a company’s ability to use its as- 
sets is total asset turnover, defined in Exhibit 10.18. 


Net sales 
Average total assets 





Total asset turnover = 


The numerator reflects the net amounts earned from the sale of products and services. The denominator 
reflects the average total resources devoted to operating the company and generating sales. 

To illustrate, let’s look at total asset turnover in Exhibit 10.19 for two competing companies: Molson 
Coors and Boston Beer. 





Company Figure ($ millions) 2009 2008 2007 2006 2005 

Molson Coors Nersales aa T $ 3,032.4 $ 4,774.3 $ 6,190.6 $ 5,845.0 $ 5,506.9 
Average total assets ....... $11,203.9 $11,934.1 $12,527.5 $11,701.4 $ 8,228.4 
Total asset turnover .... 0.27 0.40 0.49 0.50 0.67 

Boston Beer Net salesan ee raae $ 415.053 $398.400 $341.647 $285.431 $238.304 
Average total assets ....... $ 241.347 $208.856 $ 176.215 $ 136.765 $113.258 
Total asset turnover .... 1.72 1.91 1.94 2.09 2.10 


To show how we use total asset turnover, let’s look at Molson Coors. We express Molson Coors’s use of 
assets in generating net sales by saying “it turned its assets over 0.27 times during 2009.” This means that 
each $1.00 of assets produced $0.27 of net sales. Is a total asset turnover of 0.27 good or bad? It is safe to 
say that all companies desire a high total asset turnover. Like many ratio analyses, however, a company’s 
total asset turnover must be interpreted in comparison with those of prior years and of its competitors. 
Interpreting the total asset turnover also requires an understanding of the company’s operations. Some 
operations are capital intensive, meaning that a relatively large amount is invested in assets to generate 
sales. This suggests a relatively lower total asset turnover. Other companies’ operations are labor inten- 
sive, meaning that they generate sales more by the efforts of people than the use of assets. In that case, we 
expect a higher total asset turnover. Companies with low total asset turnover require higher profit margins 
(examples are hotels and real estate); companies with high total asset turnover can succeed with lower 
profit margins (examples are food stores and toy merchandisers). Molson Coors’s turnover recently de- 
clined and is now much lower than that for Boston Beer and many other competitors. Total asset turnover 
for Molson Coors’s competitors, available in industry publications such as Dun & Bradstreet, is generally 
in the range of 0.5 to 1.0 over this same period. Overall, Molson Coors must improve relative to its com- 


petitors on total asset turnover. 


Environmentalist A paper manufacturer claims it cannot afford more environmental controls. It points to 
its low total asset turnover of 1.9 and argues that it cannot compete with companies whose total asset turn- 
over is much higher. Examples cited are food stores (5.5) and auto dealers (3.8). How do you respond? ll 


Answer — p. 419 





© Decision 
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NOKIA 


OQO Decision Analysis 








Compute total asset 
turnover and apply it to 
analyze a company’s use 
of assets. 


A 











EXHIBIT 10.18 


Total Asset Turnover 


EXHIBIT 10.19 


Analysis Using Total 
Asset Turnover 


Ge ee ai 


2009 2008 2007 2006 2005 


fotal Asset Turnover: _ Molson Coors __ Boston Be rg 





Point: An estimate of plant asset 
useful life equals the plant asset cost 
divided by depreciation expense. 


Point: The plant asset age is 
estimated by dividing accumulated 
depreciation by depreciation expense. 
Older plant assets can signal needed 
asset replacements; they may also signal 
less efficient assets. 
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DEMONSTRATION PROBLEM 


On July 14, 2011, Tulsa Company pays $600,000 to acquire a fully equipped factory. The purchase 
involves the following assets and information. 


Appraised Salvage Useful Depreciation 
Asset Value Value Life Method 
CEE cree oer tk: $160,000 Not depreciated 
Land improvements ......... 80,000 $ 0 10 years Straight-line 
Buildine m ira: 320,000 100,000 10 years Double-declining-balance 
Machinery aa senor tee. 240,000 20,000 10,000 units Units-of-production* 
Well coacoussnogoesonucans $800,000 





* The machinery is used to produce 700 units in 2011 and 1,800 units in 2012. 


Required 

1. Allocate the total $600,000 purchase cost among the separate assets. 

2. Compute the 2011 (six months) and 2012 depreciation expense for each asset, and compute the com- 
pany’s total depreciation expense for both years. 

3. On the last day of calendar year 2013, Tulsa discarded machinery that had been on its books for five 
years. The machinery’s original cost was $12,000 (estimated life of five years) and its salvage value 
was $2,000. No depreciation had been recorded for the fifth year when the disposal occurred. Journal- 
ize the fifth year of depreciation (straight-line method) and the asset’s disposal. 

4. At the beginning of year 2013, Tulsa purchased a patent for $100,000 cash. The company estimated the 
patent’s useful life to be 10 years. Journalize the patent acquisition and its amortization for the year 2013. 

5. Late in the year 2013, Tulsa acquired an ore deposit for $600,000 cash. It added roads and built mine 
shafts for an additional cost of $80,000. Salvage value of the mine is estimated to be $20,000. The 
company estimated 330,000 tons of available ore. In year 2013, Tulsa mined and sold 10,000 tons of 
ore. Journalize the mine’s acquisition and its first year’s depletion. 

64 On the first day of 2013, Tulsa exchanged the machinery that was acquired on July 14, 2011, along with 
$5,000 cash for machinery with a $210,000 market value. Journalize the exchange of these assets assum- 
ing the exchange lacked commercial substance. (Refer to background information in parts | and 2.) 


PLANNING THE SOLUTION 


© Complete a three-column table showing the following amounts for each asset: appraised value, percent 
of total value, and apportioned cost. 

© Using allocated costs, compute depreciation for 2011 (only one-half year) and 2012 (full year) for each 
asset. Summarize those computations in a table showing total depreciation for each year. 

@ Remember that depreciation must be recorded up-to-date before discarding an asset. Calculate and 
record depreciation expense for the fifth year using the straight-line method. Since salvage value is not 
received at the end of a discarded asset’s life, the amount of any salvage value becomes a loss on dis- 
posal. Record the loss on the disposal as well as the removal of the discarded asset and its related 
accumulated depreciation. 

© Record the patent (an intangible asset) at its purchase price. Use straight-line amortization over its use- 
ful life to calculate amortization expense. 

© Record the ore deposit (a natural resource asset) at its cost, including any added costs to ready the mine 
for use. Calculate depletion per ton using the depletion formula. Multiply the depletion per ton by the 
amount of tons mined and sold to calculate depletion expense for the year. 

©® Remember that gains and losses on asset exchanges that lack commercial substance are not recognized. 
Make a journal entry to add the acquired machinery to the books and to remove the old machinery, 
along with its accumulated depreciation, and to record the cash given in the exchange. 


SOLUTION TO DEMONSTRATION PROBLEM 
I. Allocation of the total cost of $600,000 among the separate assets. 
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Appraised __ Percent of Apportioned 
Value Total Value Cost 
land ez oneee aa $160,000 20% $120,000 ($600,000 x 20%) 
Land improvements......... 80,000 10 60,000 ($600,000 x 10%) 
Building -ee eame ae 320,000 40 240,000 ($600,000 x 40%) 
Machinery ceecee scene 240,000 30 180,000 ($600,000 x 30%) 
Wotalls ect nda E EEEE $800,000 100% $ 600,000 





2. Depreciation for each asset. (Land is not depreciated.) 


Land Improvements 


Costo Sas o e N ol epee wails NA arene el R eit $ 60,000 
Salvage value s ras oree eaea aver ay ayuacsy overs, si EEE evap ars 0 
Deépreciable:cost te m oro aa aE AR E EE E a areas $ 60,000 
Usefullife reno ee eie EEE ES E E EE ER ous 10 years 
Annual depreciation expense ($60,000/10 years) ............ $ 6,000 
2011 depreciation ($6,000 X 6/12) .................05. $ 3,000 
20 2idepreciation Ta a eee tei: $ 6,000 
Building 


Straight-line rate = 100%/10 years = 10% 
Double-declining-balance rate = 10% x 2 = 20% 


2011 depreciation ($240,000 X 20% X 6/12) ............ $ 24,000 
2012 depreciation [($240,000 — $24,000) X 20%]......... $ 43,200 
Machinery 
GOSS esi resale oso at ners ua OPIS SR is Ga Bev Toes esa eros $180,000 
Salvage value a E A E eae ce 20,000 
Depreciable cost AAE a E E erie $ 160,000 
Total expected units of production........................ 10,000 units 
Depreciation per unit ($160,000/10,000 units).............. $ 16 
2011 depreciation ($16 X 700 units).................... $ 11,200 
2012 depreciation ($16 X 1,800 units) .................. $ 28,800 


Total depreciation expense for each year: 


Land improvements......... $ 3,000 $ 6,000 
Buildingiecy ens A 24,000 43,200 
Machinery eer rras emer: 11,200 28,800 
Totali oree eene ses ceva ae $38,200 $78,000 








3. Record the depreciation up-to-date on the discarded asset. 


Depreciation Expense—Machinery ..........-.. 000s e eee e cece e eens 2,000 
Accumulated Depreciation—Machinery ................000000005 2,000 
To record depreciation on date of disposal: ($12,000 — $2,000)/5 


Record the removal of the discarded asset and its loss on disposal. 


Accumulated Depreciation—Machinery ................00000eeeeeeee 10,000 
Eossion|DisposaliofiMachinehyaranatrt inten ttt T 2,000 
Machinenyarcm neice ricer nitty eens E eer rane erat 12,000 


To record the discarding of machinery with a $2,000 book value. 
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Patenti E een pose ate cule a eee pea ane ete AR ae Naa an eee oer 100,000 
(CECT Was neem OAwnG 6 Nea A EA ORCA Ue MOA AA GOMM Gd ORO DAT op 100,000 
To record patent acquisition. 


Amortization Expense—Patent nerro ra 0... cece cece cece eee e eens 10,000 
Accumulated Amortization—Patent ............ 00 cece cece eee e eee 10,000 
To record amortization expense: $100,000/10 years = $10,000. 


Ore Deposit earo a ote veo or) tune ere sav a ovens te orale: eset E = 680,000 
Cash Taen aeie ATE RTE E A eecaa A A tence aise A TA 680,000 
To record ore deposit acquisition and its related costs. 


DepletioniExpense = OrelDeposit e iene ttt tell tet ys illite 20,000 
Accumulated Depletion—Ore Deposit ................000000000e 20,000 


To record depletion expense: ($680,000 — $20,000)/330,000 tons = 
$2 per ton. 10,000 tons mined and sold X $2 = $20,000 depletion. 


6. Record the asset exchange: The book value on the exchange date is $180,000 (cost) — $40,000 (ac- 
cumulated depreciation). The book value of the machinery given up in the exchange ($140,000) plus 
the $5,000 cash paid is less than the $210,000 value of the machine acquired. The entry to record this 
exchange of assets that lacks commercial substance does not recognize the $65,000 “gain.” 


MEIER? (NEM) cocccesoacounocdonnoon ab ouvUaODGoouNaNGoLAaaoND 145,000* 

Accumulated Depreciation—Machinery (old) .................0-0-000- 40,000 
Machinenys(old)Perecrreniitii ts iatrierrtr tree crn eerie rcr 180,000 
Cashing rte erty eee eee ee errr Prey Te 5,000 


To record asset exchange that lacks commercial substance. 


* Market value of the acquired asset of $210,000 minus $65,000 “gain.” 


APPENDIX 
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Exchanging Plant Assets 


Many plant assets such as machinery, automobiles, and office equipment are disposed of by exchanging 
them for newer assets. In a typical exchange of plant assets, a trade-in allowance is received on the old 
asset and the balance is paid in cash. Accounting for the exchange of assets depends on whether the 
transaction has commercial substance (per SFAS 153, commercial substance implies that it alters the com- 
pany’s future cash flows). If an asset exchange has commercial substance, a gain or loss is recorded based 
on the difference between the book value of the asset(s) given up and the market value of the asset(s) re- 
ceived. If an asset exchange lacks commercial substance, no gain or loss is recorded, and the asset(s) re- 
ceived is recorded based on the book value of the asset(s) given up. An exchange has commercial substance 
if the company’s future cash flows change as a result of the transaction. This section describes the 
accounting for the exchange of assets. 


Exchange with Commercial Substance: A Loss A company acquires $42,000 in new equipment. In ex- 
change, the company pays $33,000 cash and trades in old equipment. The old equipment originally cost 
$36,000 and has accumulated depreciation of $20,000, which implies a $16,000 book value at the time of 
exchange. We are told this exchange has commercial substance and that the old equipment has a trade-in al- 
lowance of $9,000. This exchange yields a loss as computed in the middle (Loss) columns of Exhibit 10A.1; 
the loss is computed as Asset received — Assets given = $42,000 — $49,000 = $(7,000). We can also com- 
pute the loss as Trade-in allowance — Book value of asset given = $9,000 — $16,000 = $(7,000). 


Chapter 10 Plant Assets, Natural Resources, and Intangibles 








Asset Exchange Has Commercial Substance Loss Gain 
Market value of asset received ............ 0000 cee eens $42,000 $52,000 
Book value of assets given: 
Equipment ($36,000 — $20,000) ................... $16,000 $16,000 
CECI Aare wane ean omc an meta a ann ann Taras 33,000 49,000 33,000 49,000 
Gain (loss) on exchange ................0000 00005 $(7,000) $ 3,000 
The entry to record this asset exchange is 
Jan. 3 Equipment (NEw rer aastrtr ttt erie tener ers 42,000 
Loss on Exchange of Assets ..................005. 7,000 
Accumulated Depreciation—Equipment (old)........ 20,000 
Equipmenti(Old) ietcmetitentet ett eter ter err 36,000 
ASH tan Ste Le See E 33,000 


To record exchange (with commercial substance) of 
old equipment and cash for new equipment. 


Exchange with Commercial Substance: A Gain Let’s assume the same facts as in the preceding asset ex- 
change except that the new equipment received has a market value of $52,000 instead of $42,000. We are 
told that this exchange has commercial substance and that the old equipment has a trade-in allowance of 
$19,000. This exchange yields a gain as computed in the right-most (Gain) columns of Exhibit 10A.1; the gain 
is computed as Asset received — Assets given = $52,000 — $49,000 = $3,000. We can also compute the 
gain as Trade-in allowance — Book value of asset given = $19,000 — $16,000 = $3,000. The entry to record 
this asset exchange is 


Jan. 3 Equipment\(N@w) (22cjsajsaierssiscrsnarernevsisvee/sicisurs aya 52,000 
Accumulated Depreciation—Equipment (old) ....... 20,000 

Equipment (old) -seese ee eneee ee ee 36,000 

Sashes oessa een ENES E TE S 33,000 

Gain on Exchange of Assets ................-- 3,000 


To record exchange (with commercial substance) 
of old equipment and cash for new equipment. 


Exchanges without Commercial Substance Let’s assume the same facts as in the preceding asset exchange 
involving new equipment received with a market value of $52,000, but let’s instead assume the transaction 
lacks commercial substance. The entry to record this asset exchange is 


Jan. 3 Equipment (new) acca acces ceisler 49,000 
Accumulated Depreciation—Equipment (old) ....... 20,000 

Equipment (old) -se eiertststreseieiteie yess 36,000 

Càs esee are oeaan EEEE EREE E aya 33,000 


To record exchange (without commercial substance) 
of old equipment and cash for new equipment. 


The $3,000 gain recorded when the transaction has commercial substance is not recognized in this entry 
because of the rule prohibiting recording a gain or loss on asset exchanges without commercial substance. 
The $49,000 recorded for the new equipment equals its cash price ($52,000) less the unrecognized gain 
($3,000) on the exchange. The $49,000 cost re- 
corded is called the cost basis of the new machine. 


This cost basis is the amount we use to compute Cost of old equipment ............. $ 36,000 
depreciation and its book value. The cost basis of Less accumulated depreciation ....... 20,000 
the new asset also can be computed by summing Book value of old equipment ........ 16,000 
the book values of the assets given up as shown in Cash paid in the exchange .......... 33,000 
Exhibit 10A.2. The same analysis and approach are Cost recorded for new 

taken for a loss on an asset exchange without com- equipment ..................- $49,000 





mercial substance. 
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EXHIBIT 10A.1 


Computing Gain or Loss on Asset 
Exchange with Commercial 
Substance 


Assets 
+42,000 
+20,000 
—36,000 
—33,000 


= Liabilities + Equity 
—7,000 





Point: Parenthetical notes to “new” 
and “old” equipment are for illustration 
only. Both the debit and credit are to the 
same Equipment account. 








Assets = Liabilities + Equity 
+52,000 +3,000 
+20,000 
—36,000 
—33,000 
Assets = Liabilities + Equity 
+49,000 
+20,000 
—36,000 


—33,000 


Point: No gain or loss is recorded for 
exchanges without commercial substance. 


EXHIBIT 10A.2 


Cost Basis of New Asset When 
Gain Not Recorded on Asset 
Exchange without Commercial 
Substance 
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Answer — p. 419 


15. A company trades an old Web server for a new one. The cost of the old server is $30,000, 
and its accumulated depreciation at the time of the trade is $23,400. The new server has a 
cash price of $45,000. Prepare entries to record the trade under two different assumptions 
where the company receives a trade-in allowance of (a) $3,000 and the exchange has 
commercial substance, and (b) $7000 and the exchange lacks commercial substance. 


Summary 


C1 Explain the cost principle for computing the cost of plant 
assets. Plant assets are set apart from other tangible assets by 
two important features: use in operations and useful lives longer 
than one period. Plant assets are recorded at cost when purchased. 
Cost includes all normal and reasonable expenditures necessary to 
get the asset in place and ready for its intended use. The cost of a 
lump-sum purchase is allocated among its individual assets. 


C2 Explain depreciation for partial years and changes in 

estimates. Partial-year depreciation is often required because 
assets are bought and sold throughout the year. Depreciation is re- 
vised when changes in estimates such as salvage value and useful 
life occur. If the useful life of a plant asset changes, for instance, 
the remaining cost to be depreciated is spread over the remaining 
(revised) useful life of the asset. 


C3 Distinguish between revenue and capital expenditures, and 

account for them. Revenue expenditures expire in the current 
period and are debited to expense accounts and matched with cur- 
rent revenues. Ordinary repairs are an example of revenue expendi- 
tures. Capital expenditures benefit future periods and are debited to 
asset accounts. Examples of capital expenditures are extraordinary 
repairs and betterments. 


A Compute total asset turnover and apply it to analyze a 

company’s use of assets. Total asset turnover measures a 
company’s ability to use its assets to generate sales. It is defined as 
net sales divided by average total assets. While all companies desire 
a high total asset turnover, it must be interpreted in comparison with 
those for prior years and its competitors. 


P1 Compute and record depreciation using the straight-line, 

units-of-production, and declining-balance methods. De- 
preciation is the process of allocating to expense the cost of a plant 
asset over the accounting periods that benefit from its use. Deprecia- 
tion does not measure the decline in a plant asset’s market value or 
its physical deterioration. Three factors determine depreciation: 


Guidance Answers to Decision Maker and Decision Ethics 


Controller The president’s instructions may reflect an honest and 
reasonable prediction of the future. Since the company is struggling 
financially, the president may have concluded that the normal pattern 
of replacing assets every three years cannot continue. Perhaps the 
strategy is to avoid costs of frequent replacements and stretch use of 
equipment a few years longer until financial conditions improve. 


cost, salvage value, and useful life. Salvage value is an estimate of 
the asset’s value at the end of its benefit period. Useful (service) life 
is the length of time an asset is productively used. The straight-line 
method divides cost less salvage value by the asset’s useful life to 
determine depreciation expense per period. The units-of-production 
method divides cost less salvage value by the estimated number 

of units the asset will produce over its life to determine deprecia- 
tion per unit. The declining-balance method multiplies the asset’s 
beginning-of-period book value by a factor that is often double the 
straight-line rate. 


P? Account for asset disposal through discarding or selling an 

asset. When a plant asset is discarded or sold, its cost and ac- 
cumulated depreciation are removed from the accounts. Any cash 
proceeds from discarding or selling an asset are recorded and com- 
pared to the asset’s book value to determine gain or loss. 


P3 Account for natural resource assets and their depletion. 
The cost of a natural resource is recorded in a noncurrent asset 
account. Depletion of a natural resource is recorded by allocating 
its cost to depletion expense using the units-of-production method. 
Depletion is credited to an Accumulated Depletion account. 


P 4 Account for intangible assets. An intangible asset is recorded 

at the cost incurred to purchase it. The cost of an intangible 
asset with a definite useful life is allocated to expense using the 
straight-line method, and is called amortization. Goodwill and in- 
tangible assets with an indefinite useful life are not amortized— 
they are annually tested for impairment. Intangible assets include 
patents, copyrights, leaseholds, goodwill, and trademarks. 


p5A Account for asset exchanges. For an asset exchange with 
commercial substance, a gain or loss is recorded based on the 
difference between the book value of the asset given up and the 
market value of the asset received. For an asset exchange without 
commercial substance, no gain or loss is recorded, and the asset 
received is recorded based on the book value of the asset given up. 





However, if you believe the president’s decision is unprincipled, you 
might confront the president with your opinion that it is unethical to 
change the estimate to increase income. Another possibility is to wait 
and see whether the auditor will prohibit this change in estimate. In 
either case, you should insist that the statements be based on reason- 
able estimates. 
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Entrepreneur Treating an expense as a capital expenditure 
means that reported expenses will be lower and income higher in the 
short run. This is so because a capital expenditure is not expensed 
immediately but is spread over the asset’s useful life. Treating an ex- 
pense as a capital expenditure also means that asset and equity totals 
are reported at larger amounts in the short run. This continues until 
the asset is fully depreciated. Your friend is probably trying to help, 
but the suggestion is misguided. Only an expenditure benefiting fu- 
ture periods is a capital expenditure. 


Guidance Answers to Quick Checks 


a. Supplies—current assets 
b. Office equipment—plant assets 
c. Inventory—current assets 
d. Land for future expansion—long-term investments 
e. Trucks used in operations—plant assets 
a. Land b. Land Improvements 
3. $700,000 + $49,000 — $21,000 + $3,500 
+ $3,000 + $2,500 = $737,000 
4. a. Straight-line with 7-year life: ($77,000/7) = $11,000 
b. Straight-line with 10-year life: ($77,000/10) = $7,700 
5. Depreciation is a process of allocating the cost of plant assets to 
the accounting periods that benefit from the assets’ use. 


6. a. 





Book value using straight-line depreciation: 
$96,000 — [($96,000 — $8,000)/5] = $78,400 
b. Book value using units of production: 
$96,000 — [($96,000 — $8,000) x (10,000/100,000)] 
= $87,200 
7. ($3,800 — $200)/3 = $1,200 (original depreciation per year) 
$1,200 x 2 = $2,400 (accumulated depreciation) 
($3,800 — $2,400)/2 = $700 (revised depreciation) 


MEIER noosonenovsnnavouconbooudanoocuns 12,000 


Cash 12,000 


9. A revenue expenditure benefits only the current period and 
should be charged to expense in the current period. A capital 
expenditure yields benefits that extend beyond the end of the 
current period and should be charged to an asset. 

10. A betterment involves modifying an existing plant asset to make 
it more efficient, usually by replacing part of the asset with an 
improved or superior part. The cost of a betterment is debited to 
the asset account. 


419 


Environmentalist The paper manufacturer’s comparison of its 
total asset turnover with food stores and auto dealers is misdirected. 
These other industries’ turnovers are higher because their profit mar- 
gins are lower (about 2%). Profit margins for the paper industry are 
usually 3% to 3.5%. You need to collect data from competitors in the 
paper industry to show that a 1.9 total asset turnover is about the norm 
for this industry. You might also want to collect data on this company’s 
revenues and expenses, along with compensation data for its high- 


ranking officers and employees. 


g DepreciationiExpense mr ett tt ttt tt tt tat: 3,500 
Accumulated Depreciation ................ 3,500 
Gash en ee ay eee rer reer 32,000 
Accumulated Depreciation .................... 10,500 
Gain on Sale of Equipment ................ 500 
Equipment cooundedcovoasdaovaosecouvacd 42,000 


12. Examples of natural resources are timberlands, mineral depos- 
its, and oil reserves. Examples of intangible assets are patents, 
copyrights, leaseholds, leasehold improvements, goodwill, 
trademarks, and licenses. 


13. ($650,000/325,000 tons) X 91,000 tons = $182,000 


14. E (Patents o a E E ESETERE E 120,000 
Ca eee eRe 120,000 
Dec.31 Amortization Expense .............. 40,000* 
Accumulated 
Amortization—Patents ........ 40,000 
* $120,000/3 years = $40,000. 
(a) Equipment (new) .................. ee eee 45,000 
Loss on Exchange of Assets ................ 3,600 
Accumulated Depreciation—Equipment (old) ... 23,400 
Equipment (old) ..................05- 30,000 
Cash ($45,000 — $3,000) ............. 42,000 
(b) Equipment (new)* .................00000. 44,600 
Accumulated Depreciation—Equipment (old) .. 23,400 
Equipment (Old) EEE 30,000 
Cash ($45,000 — $7,000) ............. 38,000 


* Includes $400 unrecognized gain. 


Key Terms mhhe.com/wildFAP20e 


Copyright (p. 410) 
Cost (p. 395) 


Accelerated depreciation method (p. 400) 
Amortization (p. 409) 

Asset book value (p. 399) 

Betterments (p. 405) 

Capital expenditures (p. 404) 

Change in an accounting estimate (p. 403) 


Depletion (p. 408) 
Depreciation (p. 397) 


Declining-balance method (p. 400) 


Extraordinary repairs (p. 405) 


Franchises (p. 410) 
Goodwill (p. 411) 
Impairment (p. 404) 
Inadequacy (p. 397) 
Indefinite life (p. 409) 
Intangible assets (p. 409) 
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Land improvements (p. 396) Modified Accelerated Cost Recovery System Revenue expenditures (p. 404) 

Lease (p. 411) (MACRS) (p. 402) Salvage value (p. 397) 

Leasehold (p. 411) Natural resources (p. 408) Straight-line depreciation (p. 398) 
Leasehold improvements (p. 411) Obsolescence (p. 397) Total asset turnover (p. 413) 

Lessee (p. 411) Ordinary repairs (p. 404) Trademark or trade (brand) name (p. 411) 
Lessor (p. 411) Patent (p. 410) Units-of-production depreciation (p. 399) 
Licenses (p. 410) Plant asset age (p. 413) Useful life (p. 397) 

Limited life (p. 409) Plant assets (p. 394) 


Multiple Choice Quiz Answers on p. 433 mhhe.com/wildFAP20e 


Additional Quiz Questions are available at the book’s Website. 


1. A company paid $326,000 for property that included land, 
land improvements, and a building. The land was appraised at 
$175,000, the land improvements were appraised at $70,000, 
and the building was appraised at $105,000. What is the al- 
location of property costs to the three assets purchased? 

a. Land, $150,000; Land Improvements, $60,000; Building, 
$90,000 

b. Land, $163,000; Land Improvements, $65,200; Building, 
$97,800 

c. Land, $150,000; Land Improvements, $61,600; Building, 
$92,400 

d. Land, $159,000; Land Improvements, $65,200; Building, 
$95,400 

e. Land, $175,000; Land Improvements, $70,000; Building, 
$105,000 


2. A company purchased a truck for $35,000 on January 1, 2011. 
The truck is estimated to have a useful life of four years and an 
estimated salvage value of $1,000. Assuming that the company 
uses straight-line depreciation, what is the depreciation expense 
on the truck for the year ended December 31, 2012? 

- $8,750 

- $17,500 

- $8,500 

- $17,000 

e. $25,500 


3. A company purchased machinery for $10,800,000 on January 1, 
2011. The machinery has a useful life of 10 years and an 


aog 


2 Superscript letter A denotes assignments based on Appendix | OA. 
Icon denotes assignments that involve decision making. 





estimated salvage value of $800,000. What is the depreciation 
expense on the machinery for the year ended December 31, 
2012, assuming that the double-declining-balance method is 
used? 

a. $2,160,000 

b. $3,888,000 

c. $1,728,000 

d. $2,000,000 

- $1,600,000 


i) 


. A company sold a machine that originally cost $250,000 for 


$120,000 when accumulated depreciation on the machine was 
$100,000. The gain or loss recorded on the sale of this machine is 
a. $0 gain or loss. 

b. $120,000 gain. 

c. $30,000 loss. 

d. $30,000 gain. 

e. $150,000 loss. 


5. A company had average total assets of $500,000, gross sales of 


$575,000, and net sales of $550,000. The company’s total asset 
turnover is 

= Its 

. 1.10 

. 0.91 

. 0.87 

. 1.05 


oaano 


Discussion Questions 


1. QO What characteristics of a plant asset make it different from 
other assets? 


2. What is the general rule for cost inclusion for plant assets? 
3. What is different between land and land improvements? 


4. Why is the cost of a lump-sum purchase allocated to the indi- 
vidual assets acquired? 


5. QO Does the balance in the Accumulated Depreciation— 


Machinery account represent funds to replace the machinery 
when it wears out? If not, what does it represent? 


. Why is the Modified Accelerated Cost Recovery System not 


generally accepted for financial accounting purposes? 


7. 


8. 


9. 
10. 


11. 


12. 
13. 


14. 


15. 
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What accounting concept justifies charging low-cost plant 
asset purchases immediately to an expense account? 

What is the difference between ordinary repairs and extra- 
ordinary repairs? How should each be recorded? 

@ Identify events that might lead to disposal of a plant asset. 
What is the process of allocating the cost of natural resources 
to expense as they are used? 

Is the declining-balance method an acceptable way to compute 
depletion of natural resources? Explain. 

What are the characteristics of an intangible asset? 

What general procedures are applied in accounting for the 
acquisition and potential cost allocation of intangible assets? 
n When do we know that a company has goodwill? When 
can goodwill appear in a company’s balance sheet? 

n Assume that a company buys another business and pays for 
its goodwill. If the company plans to incur costs each year to 
maintain the value of the goodwill, must it also amortize this 
goodwill? 


m connect 


Strike Bowling installs automatic scorekeeping equipment with an invoice cost of $180,000. The electrical 


16. 


17. 


18. 


19. 


20. 
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How is total asset turnover computed? Why would a finan- 
cial statement user be interested in total asset turnover? 
Refer to Research In Motion’s balance sheet in RIM 
Appendix A. What property, plant and equipment 

assets does RIM list on its balance sheet? What is the book 
value of its total net property, plant and equipment assets at 
February 27, 2010? 

Apple lists its plant assets as “Property, plant and 
equipment, net.” What does “net” mean in this title? 
Refer to Nokia’s balance sheet in Appendix 

A. What does it title its plant assets? What is the ners 
book value of its plant assets at December 31, 2009? 

Refer to the May 31, 2009, balance sheet of Palm in Palm 
Appendix A. What long-term assets discussed in this 

chapter are reported by the company? 


Apple 


QUICK STUDY 


work required for the installation costs $8,000. Additional costs are $3,000 for delivery and $12,600 for 


sales tax. During the installation, a component of the equipment is carelessly left on a lane and hit by the 
automatic lane-cleaning machine. The cost of repairing the component is $2,250. What is the total recorded 


cost of the automatic scorekeeping equipment? 


QS 10-1 


Cost of plant assets C1 





Identify the main difference between (1) plant assets and inventory, (2) plant assets and current assets, and 


(3) plant assets and long-term investments. 


Qs 10-2 


Defining assets C1 





On January 2, 2011, the Crossover Band acquires sound equipment for concert performances at a cost of 
$55,900. The band estimates it will use this equipment for four years, during which time it anticipates 


QS 10-3 


Straight-line depreciation 


performing about 120 concerts. It estimates that after four years it can sell the equipment for $1,900. p4 
During year 2011, the band performs 40 concerts. Compute the year 2011 depreciation using the straight- 
line method. 








Refer to the information in QS 10-3. Compute the year 2011 depreciation using the units-of-production QS 10-4 

method. Units-of-production depreciation 
P1 

Refer to the facts in QS 10-3. Assume that the Crossover Band uses straight-line depreciation but realizes QS 10-5 


at the start of the second year that due to concert bookings beyond expectations, this equipment will last 


Computing revised depreciation 


only a total of three years. The salvage value remains unchanged. Compute the revised depreciation for 9 
both the second and third years. 








A fleet of refrigerated delivery trucks is acquired on January 5, 2011, at a cost of $930,000 with an estimated OS 10-6 

useful life of eight years and an estimated salvage value of $150,000. Compute the depreciation expense for | Double-declining-balance 
the first three years using the double-declining-balance method. method P1 

Assume a company’s equipment carries a book value of $4,000 ($4,500 cost less $500 accumulated OS 10-7 


depreciation) and a fair value of $3,750, and that the $250 decline in fair value in comparison to the book 
value meets the 2-step impairment test. Prepare the entry to record this $250 impairment. 


Recording plant asset 
impairment (2 
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Qs 10-8 
Revenue and capital 
expenditures 


A 


1. Classify the following as either revenue or capital expenditures. 

a. Completed an addition to an office building for $250,000 cash. 

b. Paid $160 for the monthly cost of replacement filters on an air-conditioning system. 
c. Paid $300 cash per truck for the cost of their annual tune-ups. 
d 


- Paid $50,000 cash to replace a compressor on a refrigeration system that extends its useful life 
by four years. 
2. Prepare the journal entries to record transactions a and d of part 1. 





QS 10-9 


Disposal of assets P2 


Horizon Co. owns equipment that cost $138,750, with accumulated depreciation of $81,000. Horizon sells 
the equipment for cash. Record the sale of the equipment assuming Horizon sells the equipment for 
(1) $63,000 cash, (2) $57,750 cash, and (3) $46,500 cash. 





QS 10-10 


Natural resources and depletion 


P3 


Diamond Company acquires an ore mine at a cost of $1,300,000. It incurs additional costs of $200,000 to 
access the mine, which is estimated to hold 500,000 tons of ore. The estimated value of the land after the 
ore is removed is $150,000. 


1. Prepare the entry(ies) to record the cost of the ore mine. 
2. Prepare the year-end adjusting entry if 90,000 tons of ore are mined and sold the first year. 





QS 10-11 
Classify assets 


P3 "A 


Which of the following assets are reported on the balance sheet as intangible assets? Which are reported 
as natural resources? (a) timberland, (b) patent, (c) leasehold, (d) Oil well, (e) equipment, (f) copyright, 
(e) franchise, (h) gold mine. 





QS 10-12 
Intangible assets and 
amortization P4 


On January 4 of this year, Larsen Boutique incurs a $95,000 cost to modernize its store. Improvements 
include new floors, ceilings, wiring, and wall coverings. These improvements are estimated to yield 
benefits for 10 years. Larsen leases its store and has eight years remaining on the lease. Prepare the entry 
to record (1) the cost of modernization and (2) amortization at the end of this current year. 





QS 10-13 
Computing total asset turnover 


gg 


Eastman Company reports the following ($ 000s): net sales of $13,557 for 2011 and $12,670 for 2010; 
end-of-year total assets of $14,968 for 2011 and $18,810 for 2010. Compute its total asset turnover for 
2011, and assess its level if competitors average a total asset turnover of 2.0 times. 





QS 10-144 
Asset exchange 


Pb 


Esteban Co. owns a machine that costs $38,400 with accumulated depreciation of $20,400. Esteban 
exchanges the machine for a newer model that has a market value of $48,000. (1) Record the exchange 
assuming Esteban paid $32,000 cash and the exchange has commercial substance. (2) Record the exchange 
assuming Esteban pays $24,000 cash and the exchange lacks commercial substance. 





QS 10-15 
International accounting 
standards 


Ci C3 


EXERCISES 


Exercise 10-1 
Cost of plant assets 


l gy 


Answer each of the following related to international accounting standards. 

a. Accounting for plant assets involves cost determination, depreciation, additional expenditures, and 
disposals. Is plant asset accounting broadly similar or dissimilar between IFRS and U.S. GAAP? 
Identify one notable difference between IFRS and U.S. GAAP in accounting for plant assets. 

b. Describe how IFRS and U.S. GAAP treat increases in the value of plant assets subsequent to their 
acquisition (but before their disposition). 


connect" 
Farha Co. purchases a machine for $11,500, terms 2/10, n/60, FOB shipping point. The seller prepaid the 
$260 freight charges, adding the amount to the invoice and bringing its total to $11,760. The machine 
requires special steel mounting and power connections costing $795. Another $375 is paid to assemble the 
machine and get it into operation. In moving the machine to its steel mounting, $190 in damages occurred. 
Materials costing $30 are used in adjusting the machine to produce a satisfactory product. The adjustments 
are normal for this machine and are not the result of the damages. Compute the cost recorded for this 
machine. (Farha pays for this machine within the cash discount period.) 
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Cerner Manufacturing purchases a large lot on which an old building is located as part of its plans to build 
a new plant. The negotiated purchase price is $225,000 for the lot plus $120,000 for the old building. The 
company pays $34,500 to tear down the old building and $51,000 to fill and level the lot. It also pays a 
total of $1,440,000 in construction costs—this amount consists of $1,354,500 for the new building and 
$85,500 for lighting and paving a parking area next to the building. Prepare a single journal entry to 
record these costs incurred by Cerner, all of which are paid in cash. 


Exercise 10-2 
Recording costs of assets 


C1 





Ming Yue Company pays $368,250 for real estate plus $19,600 in closing costs. The real estate consists of 
land appraised at $166,320; land improvements appraised at $55,440; and a building appraised at $174,240. 
Allocate the total cost among the three purchased assets and prepare the journal entry to record the purchase. 


Exercise 10-3 
Lump-sum purchase of 
plant assets (1 





In early January 2011, LabTech purchases computer equipment for $147,000 to use in operating activities 
for the next four years. It estimates the equipment’s salvage value at $30,000. Prepare a table showing 
depreciation and book value for each of the four years assuming straight-line depreciation. 


Exercise 10-4 
Straight-line depreciation P1 





Refer to the information in Exercise 10-4. Prepare a table showing depreciation and book value for each 
of the four years assuming double-declining-balance depreciation. 


Exercise 10-5 
Double-declining-balance 
depreciation P1 





Feng Company installs a computerized manufacturing machine in its factory at the beginning of the year 
at a cost of $42,300. The machine’s useful life is estimated at 10 years, or 363,000 units of product, with 
a $6,000 salvage value. During its second year, the machine produces 35,000 units of product. Determine 
the machine’s second-year depreciation under the straight-line method. 


Exercise 10-6 
Straight-line depreciation 


P1 





Refer to the information in Exercise 10-6. Determine the machine’s second-year depreciation using the 
units-of-production method. 


Exercise 10-7 
Units-of-production depreciation 


P1 





Refer to the information in Exercise 10-6. Determine the machine’s second-year depreciation using the 
double-declining-balance method. 


Exercise 10-8 
Double-declining-balance 
depreciation P1 





On April 1, 2010, Stone’s Backhoe Co. purchases a trencher for $250,000. The machine is expected to last 
five years and have a salvage value of $25,000. Compute depreciation expense for both 2010 and 2011 
assuming the company uses the straight-line method. 


Exercise 10-9 
Straight-line, partial-year 
depreciation (C2 





Refer to the information in Exercise 10-9. Compute depreciation expense for both 2010 and 2011 assuming 
the company uses the double-declining-balance method. 


Exercise 10-10 
Double-declining-balance, 
partial-year depreciation (2 





Supreme Fitness Club uses straight-line depreciation for a machine costing $21,750, with an estimated 
four-year life and a $2,250 salvage value. At the beginning of the third year, Supreme determines that the 
machine has three more years of remaining useful life, after which it will have an estimated $1,800 salvage 
value. Compute (1) the machine’s book value at the end of its second year and (2) the amount of 
depreciation for each of the final three years given the revised estimates. 


Exercise 10-11 
Revising depreciation 


(2 


Check (2) $3,400 





Mulan Enterprises pays $235,200 for equipment that will last five years and have a $52,500 salvage value. 
By using the equipment in its operations for five years, the company expects to earn $85,500 annually, 
after deducting all expenses except depreciation. Prepare a table showing income before depreciation, 
depreciation expense, and net (pretax) income for each year and for the total five-year period, assuming 
straight-line depreciation. 


Exercise 10-12 
Straight-line depreciation and 


income effects P1 





Refer to the information in Exercise 10-12. Prepare a table showing income before depreciation, 
depreciation expense, and net (pretax) income for each year and for the total five-year period, assuming 
double-declining-balance depreciation is used. 


Exercise 10-13 
Double-declining-balance 


depreciation P1 


Check Year 3 NI, $53,328 


424 


Chapter 10 Plant Assets, Natural Resources, and Intangibles 





Exercise 10-14 
Extraordinary repairs; 
plant asset age 


A 


Check (3) $207,450 


Passat Company owns a building that appears on its prior year-end balance sheet at its original $561,000 
cost less $420,750 accumulated depreciation. The building is depreciated on a straight-line basis assuming 
a 20-year life and no salvage value. During the first week in January of the current calendar year, major 
structural repairs are completed on the building at a $67,200 cost. The repairs extend its useful life for 
7 years beyond the 20 years originally estimated. 


1. Determine the building’s age (plant asset age) as of the prior year-end balance sheet date. 
2. Prepare the entry to record the cost of the structural repairs that are paid in cash. 

3. Determine the book value of the building immediately after the repairs are recorded. 

4. Prepare the entry to record the current calendar year’s depreciation. 





Exercise 10-15 
Ordinary repairs, extraordinary 
repairs and betterments 


C3 


Patterson Company pays $262,500 for equipment expected to last four years and have a $30,000 salvage 

value. Prepare journal entries to record the following costs related to the equipment. 

1. During the second year of the equipment’s life, $21,000 cash is paid for a new component expected to 
increase the equipment’s productivity by 10% a year. 

2. During the third year, $5,250 cash is paid for normal repairs necessary to keep the equipment in good 
working order. 

3. During the fourth year, $13,950 is paid for repairs expected to increase the useful life of the equipment 
from four to five years. 





Exercise 10-16 
Disposal of assets 


P2 


Millworks Company owns a milling machine that cost $125,000 and has accumulated depreciation of 
$91,000. Prepare the entry to record the disposal of the milling machine on January 5 under each of the 
following independent situations. 


1. The machine needed extensive repairs, and it was not worth repairing. Millworks disposed of the 
machine, receiving nothing in return. 


2. Millworks sold the machine for $17,500 cash. 
3. Millworks sold the machine for $34,000 cash. 
4. Millworks sold the machine for $40,000 cash. 





Exercise 10-17 
Partial-year depreciation; 
disposal of plant asset 


P2 


Finesse Co. purchases and installs a machine on January 1, 2011, at a total cost of $92,750. Straight-line 
depreciation is taken each year for four years assuming a seven-year life and no salvage value. The 
machine is disposed of on July 1, 2015, during its fifth year of service. Prepare entries to record the partial 
year’s depreciation on July 1, 2015, and to record the disposal under the following separate assumptions: 
(1) the machine is sold for $35,000 cash and (2) Finesse receives an insurance settlement of $30,000 
resulting from the total destruction of the machine in a fire. 





Exercise 10-18 
Depletion of natural resources 


P1 P3 


On April 2, 2011, Idaho Mining Co. pays $3,633,750 for an ore deposit containing 1,425,000 tons. The 
company installs machinery in the mine costing $171,000, with an estimated seven-year life and no 
salvage value. The machinery will be abandoned when the ore is completely mined. Idaho begins mining 
on May 1, 2011, and mines and sells 156,200 tons of ore during the remaining eight months of 2011. 
Prepare the December 31, 2011, entries to record both the ore deposit depletion and the mining machinery 
depreciation. Mining machinery depreciation should be in proportion to the mine’s depletion. 





Exercise 10-19 
Amortization of intangible assets 


P4 


Busch Gallery purchases the copyright on an oil painting for $236,700 on January 1, 2011. The copyright 
legally protects its owner for 12 more years. The company plans to market and sell prints of the original 
for 15 years. Prepare entries to record the purchase of the copyright on January 1, 2011, and its annual 
amortization on December 31, 2011. 





Exercise 10-20 
Goodwill 


P4 


On January 1, 2011, Timothy Company purchased Macys Company at a price of $3,750,000. The fair mar- 

ket value of the net assets purchased equals $2,700,000. 

1. What is the amount of goodwill that Timothy records at the purchase date? 

2. Explain how Timothy would determine the amount of goodwill amortization for the year ended 
December 31, 2011. 

3. Timothy Company believes that its employees provide superior customer service, and through their 
efforts, Timothy Company believes it has created $1,350,000 of goodwill. How would Timothy Com- 
pany record this goodwill? 
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Refer to the statement of cash flows for Apple in Appendix A for the fiscal year ended September 26, 
2009, to answer the following. 


1. What amount of cash is used to purchase property, plant, and equipment? 
2. How much depreciation, amortization, and accretion are recorded? 
3. What total amount of net cash is used in investing activities? 


Exercise 10-21 
Cash flows related to assets 


C1 
Apple 





Joy Co. reports net sales of $4,862,000 for 2010 and $7,542,000 for 2011. End-of-year balances for total 
assets are 2009, $1,586,000; 2010, $1,700,000; and 2011, $1,882,000. (a) Compute Joy’s total asset 
turnover for 2010 and 2011. (b) Comment on Joy’s efficiency in using its assets if its competitors average 
a total asset turnover of 3.0. 


Exercise 10-22 
Evaluating efficient use of assets 


| i 





Ramond Construction trades in an old tractor for a new tractor, receiving a $31,850 trade-in allowance and 
paying the remaining $93,275 in cash. The old tractor had cost $107,900, and straight-line accumulated 
depreciation of $58,500 had been recorded to date under the assumption that it would last eight years and have 
a $14,300 salvage value. Answer the following questions assuming the exchange has commercial substance. 


1. What is the book value of the old tractor at the time of exchange? 
2. What is the loss on this asset exchange? 
3. What amount should be recorded (debited) in the asset account for the new tractor? 


Exercise 10-23^ 
Exchanging assets 


» A 


Check (2) $17,550 





On January 5, 2011, Holstrom Co. disposes of a machine costing $65,500 with accumulated depreciation 

of $35,284. Prepare the entries to record the disposal under each of the following separate assumptions. 

1. The machine is sold for $25,343 cash. 

2. The machine is traded in for a newer machine having an $86,125 cash price. A $31,912 trade-in allowance 
is received, and the balance is paid in cash. Assume the asset exchange lacks commercial substance. 

3. The machine is traded in for a newer machine having an $86,125 cash price. A $23,393 trade-in allowance 
is received, and the balance is paid in cash. Assume the asset exchange has commercial substance. 


Exercise 10-244 
Recording plant asset disposals 
P2 P5 


Check (2) Dr. Machinery (new), 
$84,429 





Volkswagen Group reports the following information for property, plant and equipment as of December 
31, 2008, along with additions, disposals, depreciation, and impairments for the year ended December 31, 
2008 (euros in millions): 


Property, plant and equipment, net.................... €23,121 
Additions to property, plant and equipment ............ 6,651 
Disposals of property, plant and equipment ............. 2,322 
Depreciation on property, plant and equipment ......... 4,625 
Impairments to property, plant and equipment .......... 184 


1. Prepare Volkswagen’s journal entry to record its depreciation for 2008. 

2. Prepare Volkswagen’s journal entry to record its additions for 2008 assuming they are paid in cash and 
are treated as “betterments (improvements)” to the assets. 

3. Prepare Volkswagen’s journal entry to record its €2,322 in disposals for 2008 assuming it receives 
€700 cash in return and the accumulated depreciation on the disposed assets totals €1,322. 

4. Volkswagen reports €184 of impairments. Do these impairments increase or decrease the property, 
plant and equipment account? And, by what amount? 


m connect 

Xavier Construction negotiates a lump-sum purchase of several assets from a company that is going out of 
business. The purchase is completed on January 1, 2011, at a total cash price of $787,500 for a building, 
land, land improvements, and four vehicles. The estimated market values of the assets are building, 
$408,000; land, $289,000; land improvements, $42,500; and four vehicles, $110,500. The company’s 
fiscal year ends on December 31. 


Required 


1. Prepare a table to allocate the lump-sum purchase price to the separate assets purchased (round per- 
cents to the nearest 1%). Prepare the journal entry to record the purchase. 


Exercise 10-25 
Accounting for plant assets 
under IFRS 


(2 Pi P2 


PROBLEM SETA 


Problem 10-1A 
Plant asset costs; depreciation 


methods C1 P1 
eXcel 


mhhe.com/wildFAP20e 


426 


Check (2) $23,490 


(3) $15,750 


Goa 
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2. Compute the depreciation expense for year 2011 on the building using the straight-line method, as- 
suming a 15-year life and a $25,650 salvage value. 


3. Compute the depreciation expense for year 2011 on the land improvements assuming a five-year life 
and double-declining-balance depreciation. 
Analysis Component 


4. Defend or refute this statement: Accelerated depreciation results in payment of less taxes over the 
asset’s life. 





Problem 10-2A 
Asset cost allocation; 
straight-line depreciation 


Cl Pt 
eXcel 


mhhe.com/wildFAP20e 


Check (1) Land costs, $2,381,800; 


Building 2 costs, $616,000 


(3) Depr—Land Improv. 


1 and 2, $28,000 and $7,900 


In January 2011, Keona Co. pays $2,800,000 for a tract of land with two buildings on it. It plans to demol- 
ish Building 1 and build a new store in its place. Building 2 will be a company office; it is appraised at 
$641,300, with a useful life of 20 years and an $80,000 salvage value. A lighted parking lot near Building 1 
has improvements (Land Improvements 1) valued at $408,100 that are expected to last another 14 years 
with no salvage value. Without the buildings and improvements, the tract of land is valued at $1,865,600. 
The company also incurs the following additional costs: 


Gost:todemolish: Building | reesen ssetencserayareseions ware E A eral A $ 422,600 
Cost of additional land grading ......... cess eee eee eens 167,200 
Cost to construct new building (Building 3), having a useful life 


of 25 years and a $390,100 salvage value................. cee eee eee eee 2,019,000 
Cost of new land improvements (Land Improvements 2) near Building 2 
having a 20-year useful life and no salvage value .................000000000- 158,000 


Required 

1. Prepare a table with the following column headings: Land, Building 2, Building 3, Land Improve- 
ments 1, and Land Improvements 2. Allocate the costs incurred by Keona to the appropriate columns 
and total each column (round percents to the nearest 1%). 

2. Prepare a single journal entry to record all the incurred costs assuming they are paid in cash on 
January 1, 2011. 

3. Using the straight-line method, prepare the December 31 adjusting entries to record depreciation for 
the 12 months of 2011 when these assets were in use. 





Problem 10-3A 
Computing and revising 
depreciation; revenue and 
capital expenditures 


Ci (2 C3 


Check Dec. 31, 2010, Dr. Depr. 


Expense—Equip., $60,238 


Check Dec. 31, 2011, Dr. Depr. 


Expense—Equip., $37,042 


Clarion Contractors completed the following transactions and events involving the purchase and operation 
of equipment in its business. 


2010 


Jan. 1 Paid $255,440 cash plus $15,200 in sales tax and $2,500 in transportation (FOB shipping point) 
for a new loader. The loader is estimated to have a four-year life and a $34,740 salvage value. 
Loader costs are recorded in the Equipment account. 

Jan. 3 Paid $3,660 to enclose the cab and install air conditioning in the loader to enable operations 
under harsher conditions. This increased the estimated salvage value of the loader by another 
$1,110. 

Dec. 31 Recorded annual straight-line depreciation on the loader. 


2011 


Jan. 1 Paid $4,500 to overhaul the loader’s engine, which increased the loader’s estimated useful life 
by two years. 

Feb. 17 Paid $920 to repair the loader after the operator backed it into a tree. 

Dec. 31 Recorded annual straight-line depreciation on the loader. 


Required 


Prepare journal entries to record these transactions and events. 





Problem 10-4A 
Computing and revising 


depreciation; selling plant assets 


(2 Pi P2 


Chen Company completed the following transactions and events involving its delivery trucks. 


2010 


Jan. 1 Paid $19,415 cash plus $1,165 in sales tax for a new delivery truck estimated to have a five-year 
life and a $3,000 salvage value. Delivery truck costs are recorded in the Trucks account. 
Dec. 31 Recorded annual straight-line depreciation on the truck. 
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2011 

Dec. 31 Due to new information obtained earlier in the year, the truck’s estimated useful life was 
changed from five to four years, and the estimated salvage value was increased to $3,500. Re- 
corded annual straight-line depreciation on the truck. 

2012 

Dec. 31 Recorded annual straight-line depreciation on the truck. 

Dec. 31 Sold the truck for $6,200 cash. 

Required 


Prepare journal entries to record these transactions and events. 


427 


Check Dec. 31, 2011, Dr. Depr. 
Expense—Trucks, $4,521 


Dec. 31, 2012, Dr. Loss on 
Disposal of Trucks, $1,822 





A machine costing $210,000 with a four-year life and an estimated $20,000 salvage value is installed in 
Calhoon Company’s factory on January 1. The factory manager estimates the machine will produce 
475,000 units of product during its life. It actually produces the following units: year 1, 121,400; year 2, 
122,400; year 3, 119,600; and year 4, 118,200. The total number of units produced by the end of year 4 
exceeds the original estimate—this difference was not predicted. (The machine must not be depreciated 
below its estimated salvage value.) 


Required 


Prepare a table with the following column headings and compute depreciation for each year (and total 
depreciation of all years combined) for the machine under each depreciation method. 


Straight-Line Units-of-Production 


Double-Declining-Balance 





Problem 10-5A 
Depreciation methods 


ge 


Check Year 4: units-of-production 
depreciation, $44,640; DDB 
depreciation, $6,250 





Saturn Co. purchases a used machine for $167,000 cash on January 2 and readies it for use the next day at 
an $3,420 cost. On January 3, it is installed on a required operating platform costing $1,080, and it is fur- 
ther readied for operations. The company predicts the machine will be used for six years and have a 
$14,600 salvage value. Depreciation is to be charged on a straight-line basis. On December 31, at the end 
of its fifth year in operations, it is disposed of. 


Required 

1. Prepare journal entries to record the machine’s purchase and the costs to ready and install it. Cash 
is paid for all costs incurred. 

2. Prepare journal entries to record depreciation of the machine at December 31 of (a) its first year in 
operations and (b) the year of its disposal. 

3. Prepare journal entries to record the machine’s disposal under each of the following separate 
assumptions: (a) it is sold for $13,500 cash; (b) it is sold for $45,000 cash; and (c) it is destroyed in 
a fire and the insurance company pays $24,000 cash to settle the loss claim. 


Problem 10-6A 
Disposal of plant assets 


Ci Pi P2 


Check (2b) Depr. Exp., $26,150 


(3c) Dr. Loss from Fire, 
$16,750 





On July 23 of the current year, Dakota Mining Co. pays $4,836,000 for land estimated to contain 7,800,000 
tons of recoverable ore. It installs machinery costing $390,000 that has a 10-year life and no salvage value 
and is capable of mining the ore deposit in eight years. The machinery is paid for on July 25, seven days 
before mining operations begin. The company removes and sells 400,000 tons of ore during its first five 
months of operations ending on December 31. Depreciation of the machinery is in proportion to the 
mine’s depletion as the machinery will be abandoned after the ore is mined. 


Required 

Prepare entries to record (a) the purchase of the land, (b) the cost and installation of machinery, (c) the 
first five months’ depletion assuming the land has a net salvage value of zero after the ore is mined, and 
(d) the first five months’ depreciation on the machinery. 

Analysis Component 


Describe both the similarities and differences in amortization, depletion, and depreciation. 


Problem 10-7A 
Natural resources 


P3 


Check (c) Depletion, $248,000 


(d) Depreciation, $20,000 
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Problem 10-8A 
Intangible assets 


4 


Goa 


Check Dr. Rent Expense for 
(2a) $9,250, (2c) $35,000 


PROBLEM SET B 


Problem 10-1B 
Plant asset costs; depreciation 
methods 


C1 "A 


Check (2) $52,000 


(3) $41,860 


On July 1, 2006, Sweetman Company signed a contract to lease space in a building for 15 years. The lease 
contract calls for annual (prepaid) rental payments of $70,000 on each July 1 throughout the life of the 
lease and for the lessee to pay for all additions and improvements to the leased property. On June 25, 
2011, Sweetman decides to sublease the space to Kirk & Associates for the remaining 10 years of the 





pay the $70,000 annual rent to the building owner beginning July 1, 2011. After taking possession of the 
leased space, Kirk pays for improving the office portion of the leased space at a $129,840 cost. The im- 
provements are paid for by Kirk on July 5, 2011, and are estimated to have a useful life equal to the 
16 years remaining in the life of the building. 


Required 


1. Prepare entries for Kirk to record (a) its payment to Sweetman for the right to sublease the building 
space, (b) its payment of the 2011 annual rent to the building owner, and (c) its payment for the office 
improvements. 

2. Prepare Kirk’s year-end adjusting entries required at December 31, 2011, to (a) amortize the $185,000 
cost of the sublease, (b) amortize the office improvements, and (c) record rent expense. 


Racerback Company negotiates a lump-sum purchase of several assets from a contractor who is relocating. 
The purchase is completed on January 1, 2011, at a total cash price of $1,610,000 for a building, land, land 
improvements, and six trucks. The estimated market values of the assets are building, $784,800; land, 
$540,640; land improvements, $226,720; and six trucks, $191,840. The company’s fiscal year ends on 
December 31. 


Required 
1. Prepare a table to allocate the lump-sum purchase price to the separate assets purchased (round per- 
cents to the nearest 1%). Prepare the journal entry to record the purchase. 


2. Compute the depreciation expense for year 2011 on the building using the straight-line method, as- 
suming a 12-year life and a $100,500 salvage value. 


3. Compute the depreciation expense for year 2011 on the land improvements assuming a 10-year life 
and double-declining-balance depreciation. 


Analysis Component 


4. Defend or refute this statement: Accelerated depreciation results in payment of more taxes over the 
asset’s life. 





Problem 10-2B 
Asset cost allocation; straight- 
line depreciation 


Ci P1 


Check (1) Land costs, $1,059,000; 


Building B costs, $459,000 


(3) Depr—Land Improv. 
B and C, $20,250 and $10,125 


In January 2011, InTech Co. pays $1,350,000 for a tract of land with two buildings. It plans to demolish 
Building A and build a new shop in its place. Building B will be a company office; it is appraised at 
$472,770, with a useful life of 15 years and a $90,000 salvage value. A lighted parking lot near Building B 
has improvements (Land Improvements B) valued at $125,145 that are expected to last another six years 
with no salvage value. Without the buildings and improvements, the tract of land is valued at $792,585. 
The company also incurs the following additional costs. 


Cost toidemolish Building A ccc cereos eones ena aaa susiere E ope A snes elsnererene le $ 117,000 
Cost of'additiónallland grading essee aese es on eaa s E ER E EES s 172,500 
Cost to construct new building (Building C), having a useful life of 20 years 
andiarh295:500Isalvageiwallean trance A A A et rit ete ve crtrn 1,356,000 
Cost of new land improvements (Land Improvements C) near Building C, 
having a 10-year useful life and no salvage value .............0 000 eee eee e eee eee 101,250 


Required 

1. Prepare a table with the following column headings: Land, Building B, Building C, Land Improve- 
ments B, and Land Improvements C. Allocate the costs incurred by InTech to the appropriate columns 
and total each column (round percents to the nearest 1%). 

2. Prepare a single journal entry to record all incurred costs assuming they are paid in cash on 
January 1, 2011. 

3. Using the straight-line method, prepare the December 31 adjusting entries to record depreciation for 
the 12 months of 2011 when these assets were in use. 
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Xpress Delivery Service completed the following transactions and events involving the purchase and 
operation of equipment for its business. 


2010 

Jan. 1 Paid $24,950 cash plus $1,950 in sales tax for a new delivery van that was estimated to have a 
five-year life and a $3,400 salvage value. Van costs are recorded in the Equipment account. 

Jan. 3 Paid $1,550 to install sorting racks in the van for more accurate and quicker delivery of pack- 
ages. This increases the estimated salvage value of the van by another $200. 

Dec. 31 Recorded annual straight-line depreciation on the van. 

2011 

Jan. 1 Paid $1,970 to overhaul the van’s engine, which increased the van’s estimated useful life by two 
years. 

May 10 Paid $600 to repair the van after the driver backed it into a loading dock. 

Dec. 31 Record annual straight-line depreciation on the van. (Round to the nearest dollar.) 

Required 


Prepare journal entries to record these transactions and events. 


Problem 10-3B 
Computing and revising 
depreciation; revenue and 
capital expenditures 


Ci (2 C3 


Check Dec. 31, 2010, Dr. Depr. 
Expense—Equip., $4,970 


Check Dec. 31, 2011, Dr. Depr. 
Expense—Equip., $3,642 





Field Instruments completed the following transactions and events involving its machinery. 


2010 

Jan. 1 Paid $106,600 cash plus $6,400 in sales tax for a new machine. The machine is estimated to 
have a six-year life and a $9,800 salvage value. 

Dec. 31 Recorded annual straight-line depreciation on the machinery. 

2011 

Dec. 31 Due to new information obtained earlier in the year, the machine’s estimated useful life was 
changed from six to four years, and the estimated salvage value was increased to $13,050. Re- 
corded annual straight-line depreciation on the machinery. 

2012 

Dec. 31 Recorded annual straight-line depreciation on the machinery. 

Dec. 31 Sold the machine for $25,240 cash. 

Required 


Prepare journal entries to record these transactions and events. 


Problem 10-4B 
Computing and revising 
depreciation; selling plant assets 


(2 P1 P2 


Check Dec. 31, 2011, Dr. Depr. 
Expense—Machinery, $27,583 


Dec. 31, 2012, Dr. Loss on 
Disposal of Machinery, $15,394 





On January 2, Gannon Co. purchases and installs a new machine costing $312,000 with a five-year life 
and an estimated $28,000 salvage value. Management estimates the machine will produce 1,136,000 units 
of product during its life. Actual production of units is as follows: year 1, 245,600; year 2, 230,400; year 3, 
227,000; year 4, 232,600; and year 5, 211,200. The total number of units produced by the end of year 5 
exceeds the original estimate—this difference was not predicted. (The machine must not be depreciated 
below its estimated salvage value.) 


Required 


Prepare a table with the following column headings and compute depreciation for each year (and total 
depreciation of all years combined) for the machine under each depreciation method. 


Units-of-Production 


Straight-Line 


Double-Declining-Balance 





Problem 10-5B 
Depreciation methods 


P1 


Check DDB Depreciation, Year 3, 
$44,928; U-of-P Depreciation, Year 4, 
$58,150 





On January 1, Jefferson purchases a used machine for $130,000 and readies it for use the next day at a cost 
of $3,390. On January 4, it is mounted on a required operating platform costing $4,800, and it is further 
readied for operations. Management estimates the machine will be used for seven years and have an $18,000 
salvage value. Depreciation is to be charged on a straight-line basis. On December 31, at the end of its 
sixth year of use, the machine is disposed of. 


Problem 10-6B 
Disposal of plant assets 


Ci Pi P2 
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Check (2b) Depr. Exp., $17,170 


(3c) Dr. Loss from Fire, 
$15,170 
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Required 

1. Prepare journal entries to record the machine’s purchase and the costs to ready and install it. Cash 
is paid for all costs incurred. 

2. Prepare journal entries to record depreciation of the machine at December 31 of (a) its first year in 
operations and (b) the year of its disposal. 

3. Prepare journal entries to record the machine’s disposal under each of the following separate as- 
sumptions: (a) it is sold for $30,000 cash; (b) it is sold for $50,000 cash; and (c) it is destroyed in 
a fire and the insurance company pays $20,000 cash to settle the loss claim. 





Problem 10-7B 
Natural resources 


P3 


Check (c) Depletion, $313,280; 
(d) Depreciation, $14,080 


On February 19 of the current year, Rock Chalk Co. pays $4,450,000 for land estimated to contain 5 mil- 
lion tons of recoverable ore. It installs machinery costing $200,000 that has a 16-year life and no salvage 
value and is capable of mining the ore deposit in 12 years. The machinery is paid for on March 21, 
eleven days before mining operations begin. The company removes and sells 352,000 tons of ore during 
its first nine months of operations ending on December 31. Depreciation of the machinery is in propor- 
tion to the mine’s depletion as the machinery will be abandoned after the ore is mined. 


Required 


Prepare entries to record (a) the purchase of the land, (b) the cost and installation of the machinery, (c) the 
first nine months’ depletion assuming the land has a net salvage value of zero after the ore is mined, and 
(d) the first nine months’ depreciation on the machinery. 


Analysis Component 


Describe both the similarities and differences in amortization, depletion, and depreciation. 





Problem 10-8B 
Intangible assets 


"A 


Check Dr. Rent Expense: 
(2a) $6,000, (2c) $26,400 


SERIAL PROBLEM 


Business Solutions 


P1 Al 


On January 1, 2004, Liberty Co. entered into a 12-year lease on a building. The lease contract requires 
(1) annual (prepaid) rental payments of $26,400 each January 1 throughout the life of the lease and (2) for the 
lessee to pay for all additions and improvements to the leased property. On January 1, 2011, Liberty decides to 
sublease the space to Moberly Co. for the remaining five years of the lease—Moberly pays $30,000 to Liberty 
for the right to sublease and agrees to assume the obligation to pay the $26,400 annual rent to the building 
owner beginning January 1, 2011. After taking possession of the leased space, Moberly pays for improving the 
office portion of the leased space at an $18,000 cost. The improvements are paid for by Moberly on January 3, 
2011, and are estimated to have a useful life equal to the 13 years remaining in the life of the building. 


Required 

1. Prepare entries for Moberly to record (a) its payment to Liberty for the right to sublease the building 
space, (b) its payment of the 2011 annual rent to the building owner, and (c) its payment for the office 
improvements. 


2. Prepare Moberly’s year-end adjusting entries required on December 31, 2011, to (a) amortize the 
$30,000 cost of the sublease, (b) amortize the office improvements, and (c) record rent expense. 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to 
use the Working Papers that accompany the book.) 


SP 10 Selected ledger account balances for Business Solutions follow. 


For Three Months 
Ended December 31, 2011 


For Three Months 
Ended March 31, 2012 


Office equipment ................. $ 8,000 $ 8,000 
Accumulated depreciation— 

Office equipment ............... 400 800 
Computer equipment .............. 20,000 20,000 
Accumulated depreciation— 

Computer equipment ............ 1,250 2,500 
Total PeVEnUG . 664s edn ce es nan se wens 31,284 44,000 
WOtal Assets. vn ewe ye ee ee 83,460 120,268 
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Required 


1. Assume that Business Solutions does not acquire additional office equipment or computer equipment in 
2012. Compute amounts for the year ended December 31, 2012, for Depreciation Expense—Office Equip- 
ment and for Depreciation Expense—Computer Equipment (assume use of the straight-line method). 

2. Given the assumptions in part 1, what is the book value of both the office equipment and the computer 

equipment as of December 31, 2012? 

3. Compute the three-month total asset turnover for Business Solutions as of March 31, 2012. Use total rev- 
enue for the numerator and average the December 31, 2011, total assets and the March 31, 2012, total 
assets for the denominator. Interpret its total asset turnover if competitors average 2.5 for annual periods. 
(Round turnover to two decimals.) 


Beyond the Numbers 


BTN 10-1 Refer to the financial statements of Research In Motion in Appendix A to answer the following. 

1. What percent of the original cost of RIM’s property, plant and equipment remains to be depreciated as 
of February 27, 2010, and at February 28, 2009? Assume these assets have no salvage value. 

2. Over what length(s) of time is RIM depreciating its major categories of property, plant and equipment? 

3. What is the change in total property, plant and equipment (before accumulated depreciation) for the year 
ended February 27, 2010? What is the amount of cash provided (used) by investing activities for property, 
plant and equipment for the year ended February 27, 2010? What is one possible explanation for the dif- 
ference between these two amounts? 

4. Compute its total asset turnover for the year ended February 27, 2010, and the year ended February 28, 
2009. Assume total assets at March 1, 2008, are $5,511 ($ millions). 


Fast Forward 


5. Access RIM’s financial statements for fiscal years ending after February 27, 2010, at its Website (RIM.com) 
or the SEC’s EDGAR database (www.SEC.gov). Recompute RIM’s total asset turnover for the additional 
years’ data you collect. Comment on any differences relative to the turnover computed in part 4. 
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Check = (3) Three-month (annual) 
turnover = 0.43 (1.73 annual) 


REPORTING IN 
ACTION 


Ng 


RIM 











BTN 10-2 Comparative figures for Research In Motion and Apple follow. 
Research In Motion 
One 
Current Year Current 

($ millions) Year Prior Year 

Total assets ............ $10,204 $ 8,101 $5,511 $47,501 $36,171 $25,347 

Net sales nnana 14,953 11,065 6,009 42,905 37,491 24,578 
Required 


1. Compute total asset turnover for the most recent two years for Research In Motion and Apple using 
the data shown. 

2. Which company is more efficient in generating net sales given the total assets it employs? Assume an 
industry average of 1.0 for asset turnover. 


COMPARATIVE 
ANALYSIS 


Al 


RIM 
Apple 





BTN 10-3 Flo Choi owns a small business and manages its accounting. Her company just finished a year 
in which a large amount of borrowed funds was invested in a new building addition as well as in equip- 
ment and fixture additions. Choi’s banker requires her to submit semiannual financial statements so he can 
monitor the financial health of her business. He has warned her that if profit margins erode, he might raise 
the interest rate on the borrowed funds to reflect the increased loan risk from the bank’s point of view. 
Choi knows profit margin is likely to decline this year. As she prepares year-end adjusting entries, she 
decides to apply the following depreciation rule: All asset additions are considered to be in use on the first 
day of the following month. (The previous rule assumed assets are in use on the first day of the month 
nearest to the purchase date.) 


ETHICS CHALLENGE 


"B? 


432 


Chapter 10 Plant Assets, Natural Resources, and Intangibles 


Required 

1. Identify decisions that managers like Choi must make in applying depreciation methods. 
2. Is Choi’s rule an ethical violation, or is it a legitimate decision in computing depreciation? 
3. How will Choi’s new depreciation rule affect the profit margin of her business? 





COMMUNICATING 
IN PRACTICE 


| i 


BTN 10-4 Teams are to select an industry, and each team member is to select a different company in that 
industry. Each team member is to acquire the financial statements (Form 10-K) of the company selected — 
see the company’s Website or the SEC’s EDGAR database (www.sEc.gov). Use the financial statements to 
compute total asset turnover. Communicate with teammates via a meeting, e-mail, or telephone to discuss 
the meaning of this ratio, how different companies compare to each other, and the industry norm. The team 
must prepare a one-page report that describes the ratios for each company and identifies the conclusions 
reached during the team’s discussion. 





TAKING IT TO 
THE NET 


"O 


BTN 10-5 Access the Yahoo! (ticker: YHOO) 10-K report for the year ended December 31, 2009, filed 
on February 26, 2010, at www.SEC.gov. 


Required 

1. What amount of goodwill is reported on Yahoo!’s balance sheet? What percentage of total assets does 
its goodwill represent? Is goodwill a major asset for Yahoo!? Explain. 

2. Locate Note 5 to its financial statements. Identify the change in goodwill from December 31, 2008, to 
December 31, 2009. Comment on the change in goodwill over this period. 

3. Locate Note 6 to its financial statements. What are the three categories of intangible assets that Yahoo! 
reports at December 31, 2009? What proportion of total assets do the intangibles represent? 

4. What does Yahoo! indicate is the life of “Trade names, trademarks, and domain names” according to its Note 
6? Comment on the difference between the estimated useful life and the legal life of Yahoo!’s trademark. 





TEAMWORK IN 
ACTION 


"A 


Point: This activity can follow an over- 
view of each method. Step | allows for 
three areas of expertise. Larger teams 
will have some duplication of areas, but 
the straight-line choice should not be 
duplicated. Expert teams can use the 
book and consult with the instructor. 


BTN 10-6 Each team member is to become an expert on one depreciation method to facilitate team- 

mates’ understanding of that method. Follow these procedures: 

a. Each team member is to select an area for expertise from one of the following depreciation methods: 
straight-line, units-of-production, or double-declining-balance. 

b. Expert teams are to be formed from those who have selected the same area of expertise. The instructor 
will identify the location where each expert team meets. 

c. Using the following data, expert teams are to collaborate and develop a presentation answering the 
requirements. Expert team members must write the presentation in a format they can show to their 
learning teams. 

Data and Requirements On January 8, 2009, Waverly Riders purchases a van to transport rafters back to 

the point of departure at the conclusion of the rafting adventures they operate. The cost of the van is $44,000. 

It has an estimated salvage value of $2,000 and is expected to be used for four years and driven 60,000 miles. 

The van is driven 12,000 miles in 2009, 18,000 miles in 2010, 21,000 in 2011, and 10,000 in 2012. 

1. Compute the annual depreciation expense for each year of the van’s estimated useful life. 

2. Explain when and how annual depreciation is recorded. 

3. Explain the impact on income of this depreciation method versus others over the van’s life. 

4. Identify the van’s book value for each year of its life and illustrate the reporting of this amount for 
any one year. 

d. Re-form original learning teams. In rotation, experts are to present to their teams the results from 
part c. Experts are to encourage and respond to questions. 





ENTREPRENEURIAL 
DECISION 


‘O®8 


BTN 10-7 Review the chapter’s opening feature involving Games2U. Assume that the company currently 
has net sales of $8,000,000, and that it is planning an expansion that will increase net sales by $4,000,000. To 
accomplish this expansion, Games2U must increase its average total assets from $2,500,000 to $3,000,000. 


Required 


1. Compute the company’s total asset turnover under (a) current conditions and (b) proposed conditions. 


2. Evaluate and comment on the merits of the proposal given your analysis in part 1. Identify any con- 
cerns you would express about the proposal. 
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BTN 10-8 Team up with one or more classmates for this activity. Identify companies in your community 
or area that must account for at least one of the following assets: natural resource; patent; lease; leasehold 
improvement; copyright; trademark; or goodwill. You might find a company having more than one type of 
asset. Once you identify a company with a specific asset, describe the accounting this company uses to 
allocate the cost of that asset to the periods benefited from its use. 


HITTING THE 
ROAD 


P3 P4 





BTN 10-9 Nokia (www.Nokia.com), Research In Motion, and Apple are all competitors in the global 
marketplace. Comparative figures for these companies’ recent annual accounting periods follow. 


Nokia (EUR millions) Research In Motion Apple 

(in millions, a 

except Current Prior Two Years Current Prior Current Prior 
turnover) Year Year Prior Year Year Year Year 
Total assets ............... 35,738 39,582 37,599 $10,204 $ 8,101 $47,501 $36,171 
Net sales .............00.. 40,984 50,710 51,058 14,953 11,065 42,905 37,491 
Total asset turnover ........ ? ? — 1.63 1.63 1.03 1.22 

Required 


1. Compute total asset turnover for the most recent two years for Nokia using the data shown. 
2. Which company is most efficient in generating net sales given the total assets it employs? 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. b; 
Appraisal Value % Total Cost Allocated 
band. ramarna e ai $175,000 50% $326,000 $163,000 
Land improvements ........ 70,000 20 326,000 65,200 
Building ...............0. 105,000 30 326,000 97,800 
Totals ....... eee eee ee eee $350,000 $326,000 


2. c; ($35,000 — $1,000)/4 years = $8,500 per year. 
3. c; 2011: $10,800,000 x (2 X 10%) = $2,160,000 
2012: ($10,800,000 — $2,160,000) x (2 X 10%) = $1,728,000 


4. c; 
Cost of machine .o.e40c0anvderae $250,000 
Accumulated depreciation ......... 100,000 
Book value merone ceken taaa 150,000 
Cashreceived eren case ea e 120,000 
Loss:on Sale me eais ae eaae eae ee $ 30,000 


5. b; $550,000/$500,000 = 1.10 





GLOBAL DECISION 


"B 


NOKIA 


RIM 
Apple 


Current Liabilities and 
Payroll Accounting 











A Look Back A Look at This Chapter A Look Ahead 


Chapter 10 focused on long-term assets This chapter explains how to identify, Chapter 12 explains the partnership form 
including plant assets, natural resources, compute, record, and report current of organization. It also describes the 
and intangibles. We showed how to liabilities in financial statements. We also accounting concepts and procedures 
account for and analyze those assets. analyze and interpret these liabilities, for partnership transactions. 

including those related to employee 

costs. 


Learning Objectives 


CAP 











CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Describe current and long-term A Compute the times interest earned P1 Prepare entries to account for short- 
iabilities and their characteristics. ratio and use it to analyze liabilities. term notes payable. (p. 439) 


. 436 . 450 
(p l (p l P? Compute and record employee payroll 
C2 dentify and describe known current deductions and liabilities. (p. 441) 


iabilities. (p. 438 
(p i P3 Compute and record employer payroll 


expenses and liabilities. (p. 443) 








C3 Explain how to account for contingent 


iabilities. (p. 448 
(p ) P4 Account for estimated liabilities, 


including warranties and bonuses. 
(p. 445) 





Ph Appendix 11A—ldentify and describe 
the details of payroll reports, records, 
LPI I and procedures. (p. 453) 





r 
‘if 
2 
p 
& 


ATLANTA, GA—Brothers Matt and Bryan Walls never planned to 
be entrepreneurs in the Tshirt business. “[It was] an idea we 
had while hanging out in our parents’ basement,” explains Matt. 
“We were naive and, like many first-time entrepreneurs, just 
dove right in.” Matt and Bryan's plans involved making T-shirts 
with visual humor and pop culture themes. Their company, 

(SnorgTees.com), had a shaky start but soon found 
its groove with best-selling T-shirts such as “With a shirt like this, 
who needs pants?” “Don't act like you're not impressed,” and 
“I'm kind of a big deal.” 

“We dreamed it would be successful overnight,” recalls 
Matt. “But when things first started we had a huge reality 
check, and at that point | don’t know if | believed.” Today their 
business is thriving. Their commitment to success carries over 
to the financial side. They especially focus on the important 
task of managing liabilities for payroll, supplies, employee 
wages, training, and taxes. Both insist that effective manage- 
ment of liabilities, especially payroll and employee benefits, is 
crucial. They stress that monitoring and controlling liabilities 
are a must. 


“Part of the fun is the journey . . . working til 2 am every day” 
—MATT WALLS 


To help control liabilities, Matt and Bryan describe how they 
began by working out of their parents’ home to reduce liabilities. 
“Most people think all we do is sit around and think up funny 
ideas,” explains Matt. “In reality most of the time is spent on 
executing projects and managing the business . . . [including] 
order fulfillment, supply chain management, marketing, and 
accounting.” In short, creative reduction of liabilities can mean 
success or failure. 

The two continue to monitor liabilities and their payment pat- 
terns. “I'm pretty conservative about spending money,’ admits 
Matt. “If you want to run a successful company, you can't forget 
all the details.” The two insist that accounting for and monitoring 
liabilities are one key to a successful start-up. Their company now 
generates sufficient income to pay for liabilities and produces 
revenue growth for expansion. “We plan to keep having fun,” in- 
sists Matt. “We do business with people all over the world.” 


Sources: SnorgTees Website, January 2011; Entrepreneur, September 
2009; RetireAt21.com, October 2008; Business to Business, January 2008; 
WannaBeMogul.com, November 2007. 





Chapter Preview 





Previous chapters introduced liabilities such as accounts payable, describes contingent liabilities and introduces long-term liabilities. 
notes payable, wages payable, and unearned revenues. This The focus is on how to define, classify, measure, report, and ana- 
chapter further explains these liabilities and additional ones such lyze these liabilities so that this information is useful to business 
as warranties, taxes, payroll, vacation pay, and bonuses. It also decision makers. 








Current Liabilities and Payroll Accounting 


Liability Known Estimated Contingent 
Characteristics Liabilities Liabilities Liabilities 














e Definition e Accounts payable e Health and pension e Accounting for 

e Classification e Sales taxes payable benefits contingencies 

e Uncertainty e Unearned revenues e Vacation benefits e Reasonably possible 
¢ Short-term notes e Bonus plans contingencies 


Payroll liabilities 


e Warranty liabilities 





CHARACTERISTICS OF LIABILITIES 


This section discusses important characteristics of liabilities and how liabilities are classified 
and reported. 


Defining Liabilities 
A liability is a probable future payment of assets or services that a company is presently obligated 
to make as a result of past transactions or events. This definition includes three crucial factors: 





C Describe current and 
long-term liabilities and 
their characteristics. 








1. A past transaction or event. 





2. A present obligation. 
3. A future payment of assets or services. 


These three important elements are portrayed visually in Exhibit 11.1. Liabilities reported in 
financial statements exhibit those characteristics. No liability is reported when one or more of 
those characteristics is absent. For example, most companies expect to pay wages to their em- 
ployees in upcoming months and years, but these future payments are not liabilities because no 
past event such as employee work resulted in a present obligation. Instead, such liabilities arise 
when employees perform their work and earn the wages. 


EXHIBIT 11.1 


Characteristics of a Liability 





| a present 
obligation 








Past Present Future 


Classifying Liabilities 
Information about liabilities is more useful when the balance sheet identifies them as either cur- 


rent or long term. Decision makers need to know when obligations are due so they can plan for 
them and take appropriate action. 
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Current Liabilities Current liabilities, also called short-term liabilities, are obligations Point: Improper classification of liabili- 
due within one year or the company’s operating cycle, whichever is longer. They are expected to ties can distort ratios used in financial 
be paid using current assets or by creating other current liabilities. Common examples of current PE ai 
liabilities are accounts payable, short-term notes payable, wages payable, warranty liabilities, 
lease liabilities, taxes payable, and unearned revenues. 

Current liabilities differ across companies because they depend on the type of company op- 
erations. MGM Mirage, for instance, included the following current liabilities related to its 
gaming, hospitality and entertainment operations ($000s): 


Advance deposits and ticket sales ......... $104,911 
Casino outstanding chip liability ........... 83,957 
Casino front money deposits ............. 80,944 


Harley-Davidson reports a much different set of current liabilities. It discloses current liabilities 
made up of items such as warranty, recall, and dealer incentive liabilities. 


Long-Term Liabilities A company’s obligations not expected to be paid within the longer 

of one year or the company’s operating cycle are reported as long-term liabilities. They can 

include long-term notes payable, warranty liabilities, lease liabilities, and bonds payable. They 

are sometimes reported on the balance sheet in a single long-term liabilities total or in multiple 

categories. Domino’s Pizza, for instance, reports long-term liabilities of $1,555 million. They 

are reported after current liabilities. A single liability also can be divided between the current Point: The current ratio is overstated if 

and noncurrent sections if a company expects to make payments toward it in both the short company fails to classify any portion of 
sn Sq . long-term debt due next period as a cur- 

and long term. Domino’s reports ($ millions) long-term debt, $1,522; and current portion pent liability. 

of long-term debt, $50. The second item is reported in current liabilities. We sometimes see 

liabilities that do not have a fixed due date but instead are payable on the creditor’s demand. 

These are reported as current liabilities because of the possibility of payment in the near term. 

Exhibit 11.2 shows amounts of current liabilities and as a percent of total liabilities for selected 

companies. 


EXHIBIT 11.2 


Current Liabilities of Selected 


Six Flags f 16% y $443 mil. 
Companies 


Bowl America |} $3.2 mil. 
Columbia Sportswear 


Apple |] $19,282 mil. 





0 20 40 60 80 100 
As a percent of total liabilities 


Uncertainty in Liabilities 


Accounting for liabilities involves addressing three important questions: Whom to pay? When 
to pay? How much to pay? Answers to these questions are often decided when a liability is in- 
curred. For example, if a company has a $100 account payable to a specific individual, payable 
on March 15, the answers are clear. The company knows whom to pay, when to pay, and how 
much to pay. However, the answers to one or more of these questions are uncertain for some 
liabilities. 


Uncertainty in Whom to Pay Liabilities can involve uncer- 

tainty in whom to pay. For instance, a company can create a liability 

with a known amount when issuing a note that is payable to its holder. In i , i 
p 3 . A . Point: An accrued expense is an unpaid 

this case, a specific amount is payable to the note’s holder at a specified expense, and is also called an accrued 

date, but the company does not know who the holder is until that date. Despite this uncertainty, liability. 

the company reports this liability on its balance sheet. 
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m GGage Uncertainty in When to Pay A company can 
=œ JANUARY have an obligation of a known amount to a known credi- 
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tor but not know when it must be paid. For example, a 
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| 1 j2 [3 legal services firm can accept fees in advance from a client 
eoa ao who plans to use the firm’s services in the future. This 





ie | 19 | 20 | 2 | 22 | 23 | 2a means that the firm has a liability that it settles by provid- 
a | 26 | 27 | 28 | 2 | % | 3 | | ing services at an unknown future date. Although this un- 

‘certainty exists, the legal firm’s balance sheet must report 
this liability. These types of obligations are reported as current liabilities because they are likely 
to be settled in the short term. 



































Uncertainty in How Much to Pay A company can be aware of an 

obligation but not know how much will be required to settle it. For exam- 

ple, a company using electrical power is billed only after the meter has 

been read. This cost is incurred and the liability created before a bill is re- 
ceived. A liability to the power company is reported as an estimated amount if the balance sheet 
is prepared before a bill arrives. 


IFRS 


IFRS records a contingent liability when an obligation exists from a past event if there is a ‘probable’ outflow 
of resources and the amount can be estimated reliably. However, IFRS defines probable as ‘more likely 
than not’ while U.S. GAAP defines it as ‘likely to occur’ W 
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1. What is a liability? Identify its crucial characteristics. 
2. Is every expected future payment a liability? 
3. If a liability is payable in 15 months, is it classified as current or long term? 


KNOWN LIABILITIES 





(2 





Identify and describe 
known current liabilities. 








Assets 
+6,300 


= Liabilities + Equity 
+300 +6,000 


Most liabilities arise from situations with little uncertainty. They are set by agreements, contracts, 
or laws and are measurable. These liabilities are known liabilities, also called definitely determin- 
able liabilities. Known liabilities include accounts payable, notes payable, payroll, sales taxes, un- 
earned revenues, and leases. We describe how to account for these known liabilities in this section. 


Accounts Payable 


Accounts payable, or trade accounts payable, are amounts owed to suppliers for products or 
services purchased on credit. Accounting for accounts payable is primarily explained and illus- 
trated in our discussion of merchandising activities in Chapters 5 and 6. 


Sales Taxes Payable 


Nearly all states and many cities levy taxes on retail sales. Sales taxes are stated as a percent of 
selling prices. The seller collects sales taxes from customers when sales occur and remits these 
collections (often monthly) to the proper government agency. Since sellers currently owe these 
collections to the government, this amount is a current liability. Home Depot, for instance, re- 
ports sales taxes payable of $362 million in its recent annual report. To illustrate, if Home Depot 
sells materials on August 31 for $6,000 cash that are subject to a 5% sales tax, the revenue por- 
tion of this transaction is recorded as follows: 


Aug. 31 SAS ere ee etcetera ee eee oe ea ine eR esas 6,300 
Sales eoncan aisha a AAAA N case ie E A ete 6,000 
Sales Taxes Payable ($6,000 Xx 0.05)............ 300 
To record cash sales and 5% sales tax. 
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Sales Taxes Payable is debited and Cash credited when it re- 
mits these collections to the government. Sales Taxes Payable 
is not an expense. It arises because laws require sellers to 
collect this cash from customers for the government. ! 


Unearned Revenues 


Unearned revenues (also called deferred revenues, collections 
in advance, and prepayments) are amounts received in ad- 
vance from customers for future products or services. Ad- 
vance ticket sales for sporting events or music concerts are 
examples. Beyonce, for instance, has “deferred revenues” 
from advance ticket sales. To illustrate, assume that Beyonce 
sells $5 million in tickets for eight concerts; the entry is 





June 30 Ke oie gions anise oe saa eer a ine ee A 5,000,000 
Unearned Ticket Revenue...............20005 5,000,000 
To record sale of concert tickets. 
When a concert is played, Beyonce would record revenue for the portion earned. 
Oct. 31 Unearned Ticket Revenue ........... 0.00: eee e cease 625,000 
Ticket Revenuen o are Sony encoun eaawn 625,000 


To record concert ticket revenues earned. 


Unearned Ticket Revenue is an unearned revenue account and is reported as a current liability. 
Unearned revenues also arise with airline ticket sales, magazine subscriptions, construction 
projects, hotel reservations, and custom orders. 
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Reward Programs Gift card sales now exceed $100 billion annually, and reward (also called loyalty) 
programs are growing. There are no exact rules for how retailers account for rewards. When Best Buy 
launched its “Reward Zone,’ shoppers earned $5 on each $125 spent and had 90 days to spend it. Retail- 
ers make assumptions about how many reward program dollars will be spent and how to report it. Best 
Buy sets up a liability and reduces revenue by the same amount. Talbots does not reduce revenue but 
instead increases selling expense. Men’s Wearhouse records rewards in cost of goods sold, whereas 
Neiman Marcus subtracts them from revenue. The FASB continues to review reward programs. E 


Short-Term Notes Payable 


A short-term note payable is a written promise to pay a specified amount on a definite future 
date within one year or the company’s operating cycle, whichever is longer. These promissory 
notes are negotiable (as are checks), meaning they can be transferred from party to party by 
endorsement. The written documentation provided by notes is helpful in resolving disputes and 
for pursuing legal actions involving these liabilities. Most notes payable bear interest to com- 
pensate for use of the money until payment is made. Short-term notes payable can arise from 
many transactions. A company that purchases merchandise on credit can sometimes extend the 
credit period by signing a note to replace an account payable. Such notes also can arise when 
money is borrowed from a bank. We describe both of these cases. 


1 Sales taxes can be computed from total sales receipts when sales taxes are not separately identified on the register. To 
illustrate, assume a 5% sales tax and $420 in total sales receipts (which includes sales taxes). Sales are computed as 
follows: 

Sales = Total sales receipts/(1 + Sales tax percentage) = $420/1.05 = $400 


Thus, the sales tax amount equals total sales receipts minus sales, or $420 — $400 = $20. 
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Point: To defer a revenue means to 
postpone recognition of a revenue col- 
lected in advance until it is earned. Sport 
teams must defer recognition of ticket 
sales until games are played. 


Liabilities 
+5,000,000 


Assets = 
+5,000,000 


+ Equity 


Assets = Liabilities + Equity 


— 625,000 +625,000 





P Prepare entries to 
account for short-term 
notes payable. 











Point: Required characteristics for 
negotiability of a note: (1) unconditional 
promise, (2) in writing, (3) specific 
amount, and (4) definite due date. 
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Assets = Liabilities + Equity 
—100 —600 
+500 


Point: Accounts payable are detailed in 
a subsidiary ledger, but notes payable are 
sometimes not.A file with copies of 
notes can serve as a subsidiary ledger. 


Assets = Liabilities + Equity 
—510 —500 —10 


Point: Commercial companies com- 
monly compute interest using a 360-day 
year. This is known as the banker's rule. 


Point: When money is borrowed from 
a bank, the loan is reported as an asset 
(receivable) on the bank’s balance sheet. 


EXHIBIT 11.3 


Note with Face Value Equal to 
Amount Borrowed 
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Note Given to Extend Credit Period A company can replace an account payable 
with a note payable. A common example is a creditor that requires the substitution of an 
interest-bearing note for an overdue account payable that does not bear interest. A less common 
situation occurs when a debtor’s weak financial condition motivates the creditor to accept a 
note, sometimes for a lesser amount, and to close the account to ensure that this customer makes 
no additional credit purchases. 

To illustrate, let’s assume that on August 23, Brady Company asks to extend its past-due $600 
account payable to McGraw. After some negotiations, McGraw agrees to accept $100 cash and a 
60-day, 12%, $500 note payable to replace the account payable. Brady records the transaction 
with this entry: 


Notes Payable—McGraw .................... 


Gave $100 cash and a 60-day, 12% note for 
payment on account. 





Signing the note does not resolve Brady’s debt. Instead, the form of debt is changed from an 
account payable to a note payable. McGraw prefers the note payable over the account payable 
because it earns interest and it is written documentation of the debt’s existence, term, and 
amount. When the note comes due, Brady pays the note and interest by giving McGraw a check 
for $510. Brady records that payment with this entry: 


Notes Payable—McGraw ............00.... 00000 
InterestExpense m ur A 


Paid note with interest ($500 X 12% X 60/360). 





Interest expense is computed by multiplying the principal of the note ($500) by the annual inter- 
est rate (12%) for the fraction of the year the note is outstanding (60 days/360 days). 


Note Given to Borrow from Bank A bank nearly always requires a borrower to sign 
a promissory note when making a loan. When the note matures, the borrower repays the note 
with an amount larger than the amount borrowed. The difference between the amount borrowed 
and the amount repaid is interest. This section considers a type of note whose signer promises to 
pay principal (the amount borrowed) plus interest. In this case, the face value of the note equals 
principal. Face value is the value shown on the face (front) of the note. To illustrate, assume that 
a company needs $2,000 for a project and borrows this money from a bank at 12% annual inter- 
est. The loan is made on September 30, 2011, and is due in 60 days. Specifically, the borrowing 
company signs a note with a face value equal to the amount borrowed. The note includes a state- 
ment similar to this: “J promise to pay $2,000 plus interest at 12% within 60 days after Septem- 
ber 30.” This simple note is shown in Exhibit 11.3. 
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The borrower records its receipt of cash and the new liability with this entry: 


Sept. 30 CIS cr ae A N vere Oye emer eee 2,000 
Notes Payable cece ore eo e e E overs 2,000 
Borrowed $2,000 cash with a 60-day, 12%, $2,000 note. 
When principal and interest are paid, the borrower records payment with this entry: 
Nov. 29 NotesiPayable ca a ray erro E A eter erin 2,000 
Interest EXPENSE mEn E A A E E EE 40 
CaN ene ca E E A 2,040 


Paid note with interest ($2,000 X 12% X 60/360). 


End-of-period interest adjustment. When the end of an accounting period occurs between 
the signing of a note payable and its maturity date, the matching principle requires us to re- 
cord the accrued but unpaid interest on the note. To illustrate, let’s return to the note in 
Exhibit 11.3, but assume that the company borrows $2,000 cash on December 16, 2011, instead 
of September 30. This 60-day note matures on February 14, 2012, and the company’s fiscal 
year ends on December 31. Thus, we need to record interest expense for the final 15 days in 
December. This means that one-fourth (15 days/60 days) of the $40 total interest is an expense 
of year 2011. The borrower records this expense with the following adjusting entry: 


2011 
Dec. 31 Interest Expense 
Interest Payable wi ies cncsts ers waleteicn ets sevens 10 


To record accrued interest on note ($2,000 x 
12% X 15/360). 


When this note matures on February 14, the borrower must recognize 45 days of interest ex- 
pense for year 2012 and remove the balances of the two liability accounts: 


2012 

Feb. 14 Interest Expense a smn a A E A ie ea etra renee 30 
Interestikayable m a ene errr 10 
2,000 


Notes Payable 
Cae 
Paid note with interest. *($2,000 X 12% X 45/360) 


2,040 


@ Decision 








Many franchisors such as Baskin-Robbins, Dunkin’ Donuts, and Cold Stone 
Creamery, use notes to help entrepreneurs acquire their own franchises, 
including using notes to pay for the franchise fee and any equipment. 
Payments on these notes are usually collected monthly and often are 
secured by the franchisees’ assets. E 





Payroll Liabilities 


An employer incurs several expenses and liabilities from having employees. These expenses 
and liabilities are often large and arise from salaries and wages earned, from employee ben- 
efits, and from payroll taxes levied on the employer. Boston Beer, for instance, reports 
payroll-related current liabilities of more than $6.6 million from accrued “employee wages, 
benefits and reimbursements.” We discuss payroll liabilities and related accounts in this section. 
Appendix 11A describes details about payroll reports, records, and procedures. 
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Assets = Liabilities + Equity 
+2,000 +2,000 

Assets = Liabilities + Equity 
— 2,040 —2,000 —40 


Assets = Liabilities + Equity 
+10 =g 


Example: If this note is dated Dec. | 
instead of Dec. 16, how much expense is 
recorded on Dec. 31? Answer: $2,000 Xx 
12% X 30/360 = $20 


Assets 
—2,040 


= Liabilities + Equity 
—10 —30 
—2,000 
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P Compute and record 
employee payroll 
deductions and liabilities. 











Point: Deductions at some companies, 
such as those for insurance coverage, are 


“required” under its own labor contracts. 


EXHIBIT 11.4 


Payroll Deductions 


Point: The sources of U.S. tax receipts 
are roughly as follows: 
50% Personal income tax 
35 FICA and FUTA taxes 
10 Corporate income tax 
5 Other taxes 


Point: Part-time employees may claim 
“exempt from withholding” if they did 
not have any income tax liability in the 
prior year and do not expect any in the 
current year. 
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Employee Payroll Deductions Gross pay is the total compensation an employee earns 
including wages, salaries, commissions, bonuses, and any compensation earned before deductions 
such as taxes. (Wages usually refer to payments to employees at an hourly rate. Salaries usually 
refer to payments to employees at a monthly or yearly rate.) Net pay, also called take-home pay, is 
gross pay less all deductions. Payroll deductions, commonly called withholdings, are amounts 
withheld from an employee’s gross pay, either required or voluntary. Required deductions result 
from laws and include income taxes and Social Security taxes. Voluntary deductions, at an em- 
ployee’s option, include pension and health contributions, health and life insurance premiums, 
union dues, and charitable giving. Exhibit 11.4 shows the typical payroll deductions of an em- 
ployee. The employer withholds payroll deductions from employees’ pay and is obligated to trans- 
mit this money to the designated organization. The employer records payroll deductions as current 
liabilities until these amounts are transmitted. This section discusses the major payroll deductions. 





Gross Pay 





FICA Taxes 
Net Pay (Medicare) 
t U 4 4 
Employee FICA taxes. The federal Social Security system provides retirement, disability, sur- 
vivorship, and medical benefits to qualified workers. Laws require employers to withhold Federal 
Insurance Contributions Act (FICA) taxes from employees’ pay to cover costs of the system. 
Employers usually separate FICA taxes into two groups: (1) retirement, disability, and survivorship 
and (2) medical. For the first group, the Social Security system provides monthly cash payments to 
qualified retired workers for the rest of their lives. These payments are often called Social Security 
benefits. Taxes related to this group are often called Social Security taxes. For the second group, the 
system provides monthly payments to deceased workers’ surviving families and to disabled work- 
ers who qualify for assistance. These payments are commonly called Medicare benefits; like those 
in the first group, they are paid with Medicare taxes (part of FICA taxes). 

Law requires employers to withhold FICA taxes from each employee’s salary or wages on each 
payday. The taxes for Social Security and Medicare are computed separately. For example, for the 
year 2010, the amount withheld from each employee’s pay for Social Security tax was 6.2% of 
the first $106,800 the employee earns in the calendar year, or a maximum of $6,621.60. The Medi- 
care tax was 1.45% of all amounts the employee earns; there is no maximum limit to Medicare tax. 

Employers must pay withheld taxes to the Internal Revenue Service (IRS) on specific filing 
dates during the year. Employers who fail to send the withheld taxes to the IRS on time can be 
assessed substantial penalties. Until all the taxes are sent to the IRS, they are included in em- 


ployers’ current liabilities. For any changes in rates or with the maximum earnings level, check 
the IRS Website at www.IRS.gov or the SSA Website at www.SSA. gov. 


FICA Taxes 
(Social Security) 


State and Local 
Income Taxes 


Federal 
Income Tax 


Voluntary 
Deductions 





Employee income tax. Most employers are required to withhold federal income tax from 
each employee’s paycheck. The amount withheld is computed using tables published by the 
IRS. The amount depends on the employee’s annual earnings rate and the number of withhold- 
ing allowances the employee claims. Allowances reduce the amount of taxes one owes the 
government. The more allowances one claims, the less tax the employer will withhold. Employees 
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can claim allowances for themselves and their dependents. They also can claim additional 
allowances if they expect major declines in their taxable income for medical expenses. (An 
employee who claims more allowances than appropriate is subject to a fine.) Most states and 
many local governments require employers to withhold income taxes from employees’ pay and 
to remit them promptly to the proper government agency. Until they are paid, withholdings are 
reported as a current liability on the employer’s balance sheet. 


Employee voluntary deductions. Beyond Social Security, Medicare, and income taxes, em- 
ployers often withhold other amounts from employees’ earnings. These withholdings arise from 
employee requests, contracts, unions, or other agreements. They can include amounts for chari- 
table giving, medical and life insurance premiums, pension contributions, and union dues. Until 
they are paid, such withholdings are reported as part of employers’ current liabilities. 


Recording employee payroll deductions. Employers must accrue payroll expenses and lia- 
bilities at the end of each pay period. To illustrate, assume that an employee earns a salary of 
$2,000 per month. At the end of January, the employer’s entry to accrue payroll expenses and 
liabilities for this employee is 


Jan. 31 Salaries Expense menares oee eee e 2,000 
FICA—Social Security Taxes Payable (6.2%) ...... 124 
FICA—Medicare Taxes Payable (1.45%) ......... 29 
Employee Federal Income Taxes Payable*........ 213 
Employee Medical Insurance Payable* .......... 85 
Employee Union Dues Payable* ............... 25 
Salaries Payable sus sacncscis renei caters orev viene 1,524 


To record accrued payroll for January. 


* Amounts taken from employer’s accounting records. 


Salaries Expense (debit) shows that the employee earns a gross salary of $2,000. The first five 
payables (credits) show the liabilities the employer owes on behalf of this employee to cover 
FICA taxes, income taxes, medical insurance, and union dues. The Salaries Payable account 
(credit) records the $1,524 net pay the employee receives from the $2,000 gross pay earned. 
When the employee is paid, another entry (or a series of entries) is required to record the check 
written and distributed (or funds transferred). The entry to record cash payment to this em- 
ployee is to debit Salaries Payable and credit Cash for $1,524. 


@ Decision In 





A company's delay or failure to pay withholding taxes to the 
government has severe consequences. For example, a 100% 
penalty can be levied, with interest, on the unpaid balance. The 
government can even close a company, take its assets, and 
pursue legal actions against those involved. E 














Employer Payroll Taxes Employers must pay payroll taxes in addition to those required 
of employees. Employer taxes include FICA and unemployment taxes. 


Employer FICA tax. Employers must pay FICA taxes equal in amount to the FICA taxes 
withheld from their employees. An employer’s tax is credited to the same FICA Taxes Payable 
accounts used to record the Social Security and Medicare taxes withheld from employees. (A 
self-employed person must pay both the employee and employer FICA taxes.) 
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Point: IRS withholding tables are based 
on projecting weekly (or other period) 
pay into an annual figure. 


Assets = Liabilities + Equity 








+124 —2,000 
+29 
+213 
+85 
+25 
+1,524 

Salaries Payable.... 1,524 
Ca EE 1,524 





P Compute and record 
employer payroll expenses 








and liabilities. 
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Example: If the employer’s merit rat- 
ing in this example reduces its SUTA 
rate to 2.9%, what is its SUTA liability? 
Answer: SUTA payable = 

$2,000 x 2.9%= $58 


Assets = Liabilities + Equity 
+124 —277 
+29 
+108 
+16 








Point: Internal control is important 
for payroll accounting. Managers must 
monitor (1) employee hiring, (2) time- 
keeping, (3) payroll listings, and (4) payroll 
payments. Poor controls led the U.S. 
Army to pay nearly $10 million to 
deserters, fictitious soldiers, and other 
unauthorized entities. 
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Federal and state unemployment taxes. The federal government participates with states in 
a joint federal and state unemployment insurance program. Each state administers its program. 
These programs provide unemployment benefits to qualified workers. The federal government 
approves state programs and pays a portion of their administrative expenses. 

Federal Unemployment Taxes (FUTA). Employers are subject to a federal unemployment 
tax on wages and salaries paid to their employees. For the year 2010, employers were required 
to pay FUTA taxes of as much as 6.2% of the first $7,000 earned by each employee. This federal 
tax can be reduced by a credit of up to 5.4% for taxes paid to a state program. As a result, the net 
federal unemployment tax is often only 0.8%. 

State Unemployment Taxes (SUTA). All states support their unemployment insurance programs 
by placing a payroll tax on employers. (A few states require employees to make a contribution. In 
the book’s assignments, we assume that this tax is only on the employer.) In most states, the base 
rate for SUTA taxes is 5.4% of the first $7,000 paid each employee. This base rate is adjusted ac- 
cording to an employer’s merit rating. The state assigns a merit rating that reflects a company’s 
stability or instability in employing workers. A good rating reflects stability in employment and 
means an employer can pay less than the 5.4% base rate. A low rating reflects high turnover or 
seasonal hirings and layoffs. To illustrate, an employer with 50 employees each of whom earns 
$7,000 or more per year saves $15,400 annually if it has a merit rating of 1.0% versus 5.4%. This is 
computed by comparing taxes of $18,900 at the 5.4% rate to only $3,500 at the 1.0% rate. 


Recording employer payroll taxes. Employer payroll taxes are an added expense beyond the 
wages and salaries earned by employees. These taxes are often recorded in an entry separate 
from the one recording payroll expenses and deductions. To illustrate, assume that the $2,000 
recorded salaries expense from the previous example is earned by an employee whose earnings 
have not yet reached $5,000 for the year. This means the entire salaries expense for this period 
is subject to tax because year-to-date pay is under $7,000. Also assume that the federal unem- 
ployment tax rate is 0.8% and the state unemployment tax rate is 5.4%. Consequently, the FICA 
portion of the employer’s tax is $153, computed by multiplying both the 6.2% and 1.45% by the 
$2,000 gross pay. Moreover, state unemployment (SUTA) taxes are $108 (5.4% of the $2,000 
gross pay), and federal unemployment (FUTA) taxes are $16 (0.8% of $2,000). The entry to 
record the employer’s payroll tax expense and related liabilities is 


Jan. 31 Payroll Taxes Expense oenen e n a a: 277 
FICA—Social Security Taxes Payable (6.2%) ..... 124 
FICA—Medicare Taxes Payable (1.45%) ......... 29 
State Unemployment Taxes Payable ............ 108 
Federal Unemployment Taxes Payable .......... 16 


To record employer payroll taxes. 


pie 


O Decision Answer — p.460 E | 
Web Designer You take a summer job working for a family friend who runs a small IT service. On your 
first payday, the owner slaps you on the back, gives you full payment in cash, winks, and adds: “No need 
to pay those high taxes, eh.” What action, if any, do you take? Ii 





Multi-Period Known Liabilities 


Many known liabilities extend over multiple periods. These often include unearned revenues 
and notes payable. For example, if Sports Illustrated sells a four-year magazine subscription, 
it records amounts received for this subscription in an Unearned Subscription Revenues ac- 
count. Amounts in this account are liabilities, but are they current or long term? They are both. 
The portion of the Unearned Subscription Revenues account that will be fulfilled in the next 
year is reported as a current liability. The remaining portion is reported as a long-term liability. 

The same analysis applies to notes payable. For example, a borrower reports a three-year 
note payable as a long-term liability in the first two years it is outstanding. In the third year, the 
borrower reclassifies this note as a current liability since it is due within one year or the operating 
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cycle, whichever is longer. The current portion of long-term debt refers to that part of long- Point: Some accounting systems do 
term debt due within one year or the operating cycle, whichever is longer. Long-term debt is a aut ah 
reported under long-term liabilities, but the current portion due is reported under current into the Current Portion of Long-Term 
liabilities. To illustrate, assume that a $7,500 debt is paid in installments of $1,500 per year for Debt as follows: 
five years. The $1,500 due within the year is reported as a current liability. No journal entry is Long-Term Debt .......... 1,500 
necessary for this reclassification. Instead, we simply classify the amounts for debt as either Current Portion of L-T Debt... 1,500 
current or long term when the balance sheet is prepared. 

Some known liabilities are rarely reported in long-term liabilities. These include accounts 


payable, sales taxes, and wages and salaries. 


@ Decision In 





Liability Limits Probably the greatest number of frauds involve payroll. Companies must safeguard 
payroll activities. Controls include proper approvals and processes for employee additions, deletions, and 
pay rate changes. A common fraud is a manager adding a fictitious employee to the payroll and then cash- 
ing the fictitious employee's check. A study reports that 28% of employees in operations and service areas 
witnessed violations of employee wage, overtime, or benefit rules in the past year (KPMG 2009). Another 
21% observed falsifying of time and expense reports. E 
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4. Why does a creditor prefer a note payable to a past-due account payable? 

5. A company pays its one employee $3,000 per month. This company's FUTA rate is 0.8% on 
the first $7000 earned; its SUTA rate is 4.0% on the first $7000; its Social Security tax rate is 
6.2% of the first $106,800; and its Medicare tax rate is 1.45% of all amounts earned. The entry 
to record this company's March payroll includes what amount for total payroll taxes expense? 

6. Identify whether the employer or employee or both incurs each of the following: (a) FICA 
taxes, (b) FUTA taxes, (c) SUTA taxes, and (d) withheld income taxes. 


ESTIMATED LIABILITIES 


An estimated liability is a known obligation that is of an uncertain amount but that can be rea- Acom iorestin aed 
sonably estimated. Common examples are employee benefits such as pensions, health care and P liabilities, including 
vacation pay, and warranties offered by a seller. We discuss each of these in this section. Other warranties and bonuses. 
examples of estimated liabilities include property taxes and certain contracts to provide future 
services. 














Health and Pension Benefits 


Many companies provide employee benefits beyond salaries and wages. An employer often 
pays all or part of medical, dental, life, and disability insurance. Many employers also contrib- 
ute to pension plans, which are agreements by employers to provide benefits (payments) to 
employees after retirement. Many companies also provide medical care and insurance benefits 
to their retirees. When payroll taxes and charges for employee benefits are totaled, payroll cost 
often exceeds employees’ gross earnings by 25% or more. 

To illustrate, assume that an employer agrees to (1) pay an amount for medical insurance 
equal to $8,000 and (2) contribute an additional 10% of the employees’ $120,000 gross salary 
to a retirement program. The entry to record these accrued benefits is 


Dec. 31 Employee Benefits Expense ....................00. 20,000 Assets = Liabilities + Equity 
8,000 +8,000 —20,000 


Employee Medical Insurance Payable ........... 
+12,000 


Employee Retirement Program Payable ......... 12,000 
To record costs of employee benefits. 
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Assets = Liabilities + Equity 
+16 —16 


Vacation Benefits Payable .... # 


Cash terete sre cers nacre # 


Assets = Liabilities + Equity 
+10,000 — 10,000 


Point: Kodak recently reported $60 
million in warranty obligations. 
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@ Decision 





Postgame Spoils Baseball was the first pro sport to set up a pension, 
originally up to $100 per month depending on years played. Many former 
players now take home six-figure pensions. Cal Ripken Jr’s pension when 
he reaches 62 is estimated at $160,000 per year (he played 21 seasons). 
The requirement is only 43 games for a full pension and just one game for 
full medical benefits. E 





Vacation Benefits 


Many employers offer paid vacation benefits, also called paid absences. To illustrate, assume 
that salaried employees earn 2 weeks’ vacation per year. This benefit increases employers’ pay- 
roll expenses because employees are paid for 52 weeks but work for only 50 weeks. Total an- 
nual salary is the same, but the cost per week worked is greater than the amount paid per week. 
For example, if an employee is paid $20,800 for 52 weeks but works only 50 weeks, the total 
weekly expense to the employer is $416 ($20,800/50 weeks) instead of the $400 cash paid 
weekly to the employee ($20,800/52 weeks). The $16 difference between these two amounts is 
recorded weekly as follows: 


Vacation Benefits Expense ne Ee 16 
Vacation Benefits Payable..................-.. 16 
To record vacation benefits accrued. 


Vacation Benefits Expense is an operating expense, and Vacation Benefits Payable is a current 
liability. When the employee takes a vacation, the employer reduces (debits) the Vacation Ben- 
efits Payable and credits Cash (no additional expense is recorded). 


Bonus Plans 


Many companies offer bonuses to employees, and many of the bonuses depend on net income. 
To illustrate, assume that an employer offers a bonus to its employees equal to 5% of the com- 
pany’s annual net income (to be equally shared by all). The company’s expected annual net 
income is $210,000. The year-end adjusting entry to record this benefit is 


Dec. 31 Employee Bonus Expense* .................00005 10,000 
BonusiRayable eam en errs nern ete ema ost y 10,000 
To record expected bonus costs. 


* Bonus Expense (B) equals 5% of net income, which equals $210,000 minus the bonus; this is computed as: 


B = 0.05 ($210,000 — B) 

B = $10,500 — 0.05B 

1.05B = $10,500 

B = $10,500/1.05 = $10,000 


When the bonus is paid, Bonus Payable is debited and Cash is credited for $10,000. 


Warranty Liabilities 


A warranty is a seller’s obligation to replace or correct a product (or service) that fails to perform 
as expected within a specified period. Most new cars, for instance, are sold with a warranty cover- 
ing parts for a specified period of time. Ford Motor Company reported more than $15 billion in 
“dealer and customer allowances and claims” in its annual report. To comply with the full dis- 
closure and matching principles, the seller reports the expected warranty expense in the period 
when revenue from the sale of the product or service is reported. The seller reports this warranty 
obligation as a liability, although the existence, amount, payee, and date of future sacrifices are 
uncertain. This is because such warranty costs are probable and the amount can be estimated 
using, for instance, past experience with warranties. 

To illustrate, a dealer sells a used car for $16,000 on December 1, 2011, with a maximum 
one-year or 12,000-mile warranty covering parts. This dealer’s experience shows that warranty 
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expense averages about 4% of a car’s selling price, or $640 in this case ($16,000 X 4%). The 
dealer records the estimated expense and liability related to this sale with this entry: 


2011 
Dec. | Warranty Expense ccce see cos se seule savas caine sms 640 
Estimated Warranty Liability .................. 640 
To record estimated warranty expense. 


This entry alternatively could be made as part of end-of-period adjustments. Either way, the 
estimated warranty expense is reported on the 2011 income statement and the warranty 
liability on the 2011 balance sheet. To further extend this example, suppose the customer 
returns the car for warranty repairs on January 9, 2012. The dealer performs this work by 
replacing parts costing $200. The entry to record partial settlement of the estimated warranty 
liability is 


2012 
Jan.9 Estimated Warranty Liability ..................... 200 
Auúto Parts Inventory cnieraeeriselyselrtltoiere = 200 
To record costs of warranty repairs. 


This entry reduces the balance of the estimated warranty liability. Warranty expense was pre- 
viously recorded in 2011, the year the car was sold with the warranty. Finally, what happens 
if total warranty expenses are more or less than the estimated 4%, or $640? The answer is that 
management should monitor actual warranty expenses to see whether the 4% rate is accurate. 
If experience reveals a large difference from the estimate, the rate for current and future sales 
should be changed. Differences are expected, but they should be small. 





@ Decision Insi 
uarantee roTits es uy earns a o arran contracts as a percentage of sales .... fo 
G teed Profits Best B 60% Warranty pi ge of sal 4% 
profit margin on its warranty contracts, and those Warranty contracts as a percentage 
contracts are a large part of its profit—see table of operating profit................ese eee 45% 
to the side [BusinessWeek]. H Profit margin on warranty contracts .......... 60% 


Multi-Period Estimated Liabilities 


Estimated liabilities can be both current and long term. For example, pension liabilities to em- 
ployees are long term to workers who will not retire within the next period. For employees who 
are retired or will retire within the next period, a portion of pension liabilities is current. Other 
examples include employee health benefits and warranties. Specifically, many warranties are for 
30 or 60 days in length. Estimated costs under these warranties are properly reported in current 
liabilities. Many other automobile warranties are for three years or 36,000 miles. A portion of 
these warranties is reported as long term. 
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7. Estimated liabilities involve an obligation to pay which of these? (a) An uncertain but 
reasonably estimated amount owed on a known obligation or (b) A known amount to a 
specific entity on an uncertain due date. 





8. A car is sold for $15,000 on June 1, 2011, with a one-year warranty on parts. Warranty 
expense is estimated at 1.5% of selling price at each calendar yearend. On March 1, 2012, 
the car is returned for warranty repairs costing $135. The amount recorded as warranty 
expense on March 1 is (a) $0; (b) $60; (c) $75; (d) $135; (e) $225. 
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Assets = Liabilities + Equity 
+640 —640 


Point: Recognition of warranty liabili- 
ties is necessary to comply with the 
matching and full disclosure principles. 


Assets = Liabilities + Equity 
—200 —200 


Point: Both U.S. GAAP and IFRS ac- 
count for restructuring costs in a manner 
similar to accounting for warranties. 
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CONTINGENT LIABILITIES 





C Explain how to account for 
contingent liabilities. 











Point: A contingency is an if. Namely, 
if a future event occurs, then financial 
consequences are likely for the entity. 


Point: A sale of a note receivable is 
often a contingent liability. It becomes a 
liability if the original signer of the note 
fails to pay it at maturity. 


A contingent liability is a potential obligation that depends on a future event arising from a past 
transaction or event. An example is a pending lawsuit. Here, a past transaction or event leads to 
a lawsuit whose result depends on the outcome of the suit. Future payment of a contingent lia- 
bility depends on whether an uncertain future event occurs. 


Accounting for Contingent Liabilities 


Accounting for contingent liabilities depends on the likelihood that a future event will occur and 
the ability to estimate the future amount owed if this event occurs. Three different possibilities 
are identified in the following chart: record liability, disclose in notes, or no disclosure. 


Future event is Amount owed is 

Record 

liability 
Estimable — =p —————— 
Probable — 

Nonestimable Disclose Me 

4 | in notes 

Contingent Possible =æ 
liability ——— 


O Remote V o disclosure 


The conditions that determine each of these three possibilities follow: 


1. The future event is probable (likely) and the amount owed can be reasonably estimated. 
We then record this amount as a liability. Examples are the estimated liabilities described 
earlier such as warranties, vacation pay, and income taxes. 


2. The future event is reasonably possible (could occur). We disclose information about this 
type of contingent liability in notes to the financial statements. 


3. The future event is remote (unlikely). We do not record or disclose information on remote 
contingent liabilities. 


Reasonably Possible Contingent Liabilities 


This section identifies and discusses contingent liabilities that commonly fall in the second 
category—when the future event is reasonably possible. Disclosing information about contin- 
gencies in this category is motivated by the full-disclosure principle, which requires informa- 
tion relevant to decision makers be reported and not ignored. 


Potential Legal Claims Many companies are sued or at risk of being sued. The accounting 
issue is whether the defendant should recognize a liability on its balance sheet or disclose a con- 
tingent liability in its notes while a lawsuit is outstanding and not yet settled. The answer is that 
a potential claim is recorded in the accounts only if payment for damages is probable and the 
amount can be reasonably estimated. If the potential claim cannot be reasonably estimated or is 
less than probable but reasonably possible, it is disclosed. Ford Motor Company, for example, 
includes the following note in its annual report: “Various legal actions, governmental investigations and 
proceedings and claims are pending . . . arising out of alleged defects in our products.” 


Debt Guarantees Sometimes a company guarantees the payment of debt owed by a sup- 
plier, customer, or another company. The guarantor usually discloses the guarantee in its financial 
statement notes as a contingent liability. If it is probable that the debtor will default, the guarantor 
needs to record and report the guarantee in its financial statements as a liability. The Boston Celtics 
report a unique guarantee when it comes to coaches and players: “Certain of the contracts provide 
for guaranteed payments which must be paid even if the employee [player] is injured or terminated.” 
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Other Contingencies Other examples of contingencies include environmental damages, 

possible tax assessments, insurance losses, and government investigations. Sunoco, for in- Point: Auditors and managers often 

stance, reports that “federal, state and local laws . . . result in liabilities and loss contingencies. Sunoco —_"*Y° different views about whether a 
. ; ea contingency is recorded, disclosed, or 

accrues . . . cleanup costs [that] are probable and reasonably estimable. Management believes it is rea- omitted. 

sonably possible (i.e., less than probable but greater than remote) that additional . . . losses will be in- 


curred.” Many of Sunoco’s contingencies are revealed only in notes. 


@ Decision 





Pricing Priceless What's it worth to see from one side of the Grand 
Canyon to the other? What's the cost when gulf coast beaches are closed 
due to an oil well disaster? A method to measure environmental liabilities 
is contingent valuation, by which people answer such questions. Regula- 
tors use their answers to levy fines and assess punitive damages. E 





Uncertainties that Are Not Contingencies 


All organizations face uncertainties from future events such as natural disasters and the develop- 
ment of new competing products or services. These uncertainties are not contingent liabilities be- 
cause they are future events not arising from past transactions. Accordingly, they are not disclosed. 
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9. A future payment is reported as a liability on the balance sheet if payment is contingent on a future 
event that (a) is reasonably possible but the payment cannot be reasonably estimated; (b) is probable 
and the payment can be reasonably estimated; or (c) is not probable but the payment is known. 


10. Under what circumstances is a future payment reported in the notes to the financial 
statements as a contingent liability? 


©) GLOBALVIEW 


This section discusses similarities and differences between U.S. GAAP and IFRS in accounting and 
reporting for current liabilities. 





Characteristics of Liabilities The definitions and characteristics of current liabilities are broadly 
similar for both U.S. GAAP and IFRS. Although differences exist, the similarities vastly outweigh any 
differences. Remembering that “provision” is typically used under IFRS to refer to what is titled “liability” 
under U.S. GAAP, Nokia describes its recognition of liabilities as follows: 


NOKIA 


Provisions are recognized when the Group has a present legal or constructive obligation as a result of past 
events, it is probable that an outflow of resources will be required to settle the obligation and a reliable 


estimate of the amount can be made. 





Known (Determinable) Liabilities When there is little uncertainty surrounding current liabili- 
ties, both U.S. GAAP and IFRS require companies to record them in a similar manner. This correspon- 
dence in accounting applies to accounts payable, sales taxes payable, unearned revenues, short-term notes, 
and payroll liabilities. Of course, tax regulatory systems of countries are different, which implies use of 
different rates and levels. Still, the basic approach is the same. 
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Decision Analysis el ia 





A Compute the times 
interest earned ratio and 
use it to analyze liabilities. 











EXHIBIT 11.5 


Actual and Projected Results 


‘Times Interest 
$000s Earned 





Sales Decrease 


E Net Income || Sales — Times Interest Earned 


Sales Flat Sales Increase 


EXHIBIT 11.6 


Times Interest Earned 
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Estimated Liabilities When there is a known current obligation that involves an uncertain amount, 
but one that can be reasonably estimated, both U.S. GAAP and IFRS require similar treatment. This treat- 
ment extends to many obligations such as those arising from vacations, warranties, restructurings, pen- 
sions, and health care. Both accounting systems require that companies record estimated expenses related 
to these obligations when they can reasonably estimate the amounts. Nokia reports wages, salaries and 
bonuses of €5,658 million. It also reports pension expenses of €427 million. 


Times Interest Earned Ratio 





A company incurs interest expense on many of its current and long-term liabilities. Examples extend from 
its short-term notes and the current portion of long-term liabilities to its long-term notes and bonds. Inter- 
est expense is often viewed as a fixed expense because the amount of these liabilities is likely to remain in 
one form or another for a substantial period of time. This means that the amount of interest is unlikely to 
vary due to changes in sales or other operating activities. While fixed expenses can be advantageous when 
a company is growing, they create risk. This risk stems from the possibility that a company might be un- 
able to pay fixed expenses if sales decline. To illustrate, consider Diego Co.’s results for 2011 and two 
possible outcomes for year 2012 in Exhibit 11.5. 


2012 Projections 





($ thousands) Sales Increase Sales Decrease 
Sales o orar EEE emacs $600 $900 $300 
Expenses (75% of sales)......... _450 _675 _225 
Income before interest ......... 150 225 75 
Interest expense (fixed) ......... _ 60 _ 60 _ 60 
Net income «...sc660 4.000 os aass $ 90 $165 15 


Expenses excluding interest are at, and expected to remain at, 75% of sales. Expenses such as these that 
change with sales volume are called variable expenses. However, interest expense is at, and expected to 
remain at, $60,000 per year due to its fixed nature. 

The middle numerical column of Exhibit 11.5 shows that Diego’s income increases by 83% to $165,000 
if sales increase by 50% to $900,000. In contrast, the far right column shows that income decreases by 
83% if sales decline by 50%. These results reveal that the amount of fixed interest expense affects a com- 
pany’s risk of its ability to pay interest, which is numerically reflected in the times interest earned ratio 
in Exhibit 11.6. 


Income before interest expense and income taxes 





Times interest earned = 
Interest expense 


For 2011, Diego’s times interest earned is computed as $150,000/$60,000, or 2.5 times. This ratio sug- 
gests that Diego faces low to moderate risk because its sales must decline sharply before it would be un- 
able to cover its interest expenses. (Diego is an LLC and does not pay income taxes.) 

Experience shows that when times interest earned falls below 1.5 to 2.0 and remains at that level or 
lower for several periods, the default rate on liabilities increases sharply. This reflects increased risk for 
companies and their creditors. We also must interpret the times interest earned ratio in light of 
information about the variability of a company’s income before interest. If income is stable from year 
to year or if it is growing, the company can afford to take on added risk by borrowing. If its income 
greatly varies from year to year, fixed interest expense can increase the risk that it will not earn enough 
income to pay interest. 
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Entrepreneur You wish to invest in a franchise for either one of two national chains. Each franchise has 
an expected annual net income after interest and taxes of $100,000. Net income for the first franchise 
includes a regular fixed interest charge of $200,000. The fixed interest charge for the second franchise is 
$40,000. Which franchise is riskier to you if sales forecasts are not met? Does your decision change if the 
first franchise has more variability in its income stream? E 


DEMONSTRATION PROBLEM 


The following transactions and events took place at Kern Company during its recent calendar-year 
reporting period (Kern does not use reversing entries). 


a. In September 2011, Kern sold $140,000 of merchandise covered by a 180-day warranty. Prior 
experience shows that costs of the warranty equal 5% of sales. Compute September’s warranty expense 
and prepare the adjusting journal entry for the warranty liability as recorded at September 30. Also 
prepare the journal entry on October 8 to record a $300 cash expenditure to provide warranty service 
on an item sold in September. 

b. On October 12, 2011, Kern arranged with a supplier to replace Kern’s overdue $10,000 account pay- 
able by paying $2,500 cash and signing a note for the remainder. The note matures in 90 days and has 
a 12% interest rate. Prepare the entries recorded on October 12, December 31, and January 10, 2012, 
related to this transaction. 

c. In late December, Kern learns it is facing a product liability suit filed by an unhappy customer. Kern’s 
lawyer advises that although it will probably suffer a loss from the lawsuit, it is not possible to estimate 
the amount of damages at this time. 

d. Sally Bline works for Kern. For the pay period ended November 30, her gross earnings are $3,000. 
Bline has $800 deducted for federal income taxes and $200 for state income taxes from each paycheck. 
Additionally, a $35 premium for her health care insurance and a $10 donation for the United Way are 
deducted. Bline pays FICA Social Security taxes at a rate of 6.2% and FICA Medicare taxes at a rate of 
1.45%. She has not earned enough this year to be exempt from any FICA taxes. Journalize the accrual 
of salaries expense of Bline’s wages by Kern. 

e. On November 1, Kern borrows $5,000 cash from a bank in return for a 60-day, 12%, $5,000 note. 
Record the note’s issuance on November 1 and its repayment with interest on December 31. 

f.2Kern has estimated and recorded its quarterly income tax payments. In reviewing its year-end tax ad- 
justments, it identifies an additional $5,000 of income tax expense that should be recorded. A portion 
of this additional expense, $1,000, is deferrable to future years. Record this year-end income taxes 
expense adjusting entry. 

g. For this calendar-year, Kern’s net income is $1,000,000, its interest expense is $275,000, and its 
income taxes expense is $225,000. Calculate Kern’s times interest earned ratio. 


PLANNING THE SOLUTION 


© For a, compute the warranty expense for September and record it with an estimated liability. Record the 
October expenditure as a decrease in the liability. 

© For b, eliminate the liability for the account payable and create the liability for the note payable. Com- 
pute interest expense for the 80 days that the note is outstanding in 2011 and record it as an additional 
liability. Record the payment of the note, being sure to include the interest for the 10 days in 2012. 

© For c, decide whether the company’s contingent liability needs to be disclosed or accrued (recorded) 
according to the two necessary criteria: probable loss and reasonably estimable. 

© For d, set up payable accounts for all items in Bline’s paycheck that require deductions. After deducting 
all necessary items, credit the remaining amount to Salaries Payable. 

© For e, record the issuance of the note. Calculate 60 days’ interest due using the 360-day convention in 
the interest formula. 

© For f, determine how much of the income taxes expense is payable in the current year and how much 
needs to be deferred. 

© For g, apply and compute times interest earned. 
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SOLUTION TO DEMONSTRATION PROBLEM 
a. Warranty expense = 5% X $140,000 = $7,000 


Sept. 30 Warranty Expense- -rocan e eree ee e 7,000 
Estimated Warranty Liability .................. 7,000 
To record warranty expense for the month. 
Oct. 8 Estimated Warranty Liability ...................... 300 
Cashen e E EE EE EE 300 


To record the cost of the warranty service. 


12% X $7,500 x 80/360 = $200 
12% X $7,500 X 10/360 = $25 


b. Interest expense for 2011 


Interest expense for 2012 


Oct. 12 Accounts kayabl en ae e E E 10,000 
NotesiPayable m a a cr ones 7,500 
Cas haane a aE EN ARN RNA ETE 2,500 


Paid $2,500 cash and gave a 90-day, 12% note 
to extend the due date on the account. 


Dec. 31 Interest Expense n meee eea ee e are 200 
InterestiPayable n. eo ee eee e e ees s arene 200 
To accrue interest on note payable. 
Jan. 10 Interest Expense oe cree aee ee eee e e a e 25 
Interest Payable nols oreas ser nee emon sa 200 
Notes: Payable ooieoe ena e aE E EE 7,500 
Cashiers esiis ea ET aE aa e ao TERE E 7,725 


Paid note with interest, including the accrued 
interest payable. 


c. Disclose the pending lawsuit in the financial statement notes. Although the loss is probable, no liability 
can be accrued since the loss cannot be reasonably estimated. 


Nov. 30 SalariesiExpense a A a rete t ernie rare 3,000.00 
FICA—Social Security Taxes Payable (6.2%) ..... 186.00 
FICA—Medicare Taxes Payable (1.45%) ......... 43.50 
Employee Federal Income Taxes Payable ........ 800.00 
Employee State Income Taxes Payable .......... 200.00 
Employee Medical Insurance Payable ........... 35.00 
Employee United Way Payable ................ 10.00 
Salaries Payable on ne n a A sucess 1,725.50 


To record Bline’s accrued payroll. 


Nov. | Cashis aeee E E are resect ares E T tian 5,000 
Notes'Payable eose eee rar e neee a e e 5,000 
Borrowed cash with a 60-day, 12% note. 


When the note and interest are paid 60 days later, Kern Company records this entry: 


Dec. 31 NotesiPayablemren. A A A terra ts 5,000 
Interest Expense mE ei tnt etree ert rr rine 100 
CERN oot hatio CORY AE IT CAISE ED 5,100 


Paid note with interest ($5,000 X 12% X 60/360). 
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Dec. 31 Income Maxes Expense m m a ticle yer risers liste: 5,000 
Income Taxes Payable Ear 4,000 
Deferred Income Tax Liability ................. 1,000 


To record added income taxes expense and the 
deferred tax liability. 


1 + $27 + $22 
g. Times interest earned = SEND EON 2S 5.45 times 
$275,000 = 
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APPENDIX 


Payroll Reports, Records, and Procedures 


ITA 





Understanding payroll procedures and keeping adequate payroll reports and records are essential to a com- 
pany’s success. This appendix focuses on payroll accounting and its reports, records, and procedures. 


Payroll Reports Most employees and employers are required to pay local, state, and federal payroll 
taxes. Payroll expenses involve liabilities to individual employees, to federal and state governments, and 
to other organizations such as insurance companies. Beyond paying these liabilities, employers are re- 
quired to prepare and submit reports explaining how they computed these payments. 


Reporting FICA Taxes and IncomeTaxes The Federal Insurance Contributions Act (FICA) requires each 
employer to file an Internal Revenue Service (IRS) Form 941, the Employer’s Quarterly Federal Tax 
Return, within one month after the end of each calendar quarter. A sample Form 941 is shown in Ex- 
hibit 11A.1 for Phoenix Sales & Service, a landscape design company. Accounting information and 
software are helpful in tracking payroll transactions and reporting the accumulated information on 
Form 941. Specifically, the employer reports total wages subject to income tax withholding on line 2 of 
Form 941. (For simplicity, this appendix uses wages to refer to both wages and salaries.) The income 
tax withheld is reported on line 3. The combined amount of employee and employer FICA (Social Secu- 
rity) taxes for Phoenix Sales & Service is reported on line 5a (taxable Social Security wages, $36,599 x 
12.4% = $4,538.28). The 12.4% is the sum of the Social Security tax withheld, computed as 6.2% tax 
withheld from the employee wages for the quarter plus the 6.2% tax levied on the employer. The com- 
bined amount of employee Medicare wages is reported on line 5c. The 2.9% is the sum of 1.45% with- 
held from employee wages for the quarter plus 1.45% tax levied on the employer. Total FICA taxes are 
reported on line 5d and are added to the total income taxes withheld of $3,056.47 to yield a total of 
$8,656.12. For this year, assume that income up to $106,800 is subject to Social Security tax. There is 
no income limit on amounts subject to Medicare tax. Congress sets annual limits on the amount owed 
for Social Security tax. 

Federal depository banks are authorized to accept deposits of amounts payable to the federal 
government. Deposit requirements depend on the amount of tax owed. For example, when the sum of 
FICA taxes plus the employee income taxes is less than $2,500 for a quarter, the taxes can be paid 
when Form 941 is filed. Companies with large payrolls are often required to pay monthly or even 
semiweekly. 


Reporting FUTA Taxes and SUTATaxes An employer’s federal unemployment taxes (FUTA) are reported 
on an annual basis by filing an Annual Federal Unemployment Tax Return, IRS Form 940. It must be 
mailed on or before January 31 following the end of each tax year. Ten more days are allowed if all re- 
quired tax deposits are filed on a timely basis and the full amount of tax is paid on or before January 31. 
FUTA payments are made quarterly to a federal depository bank if the total amount due exceeds $500. If 
$500 or less is due, the taxes are remitted annually. Requirements for paying and reporting state unem- 
ployment taxes (SUTA) vary depending on the laws of each state. Most states require quarterly payments 
and reports. 








P 


Identify and describe the 
details of payroll reports, 
records, and procedures. 








EXHIBIT 11A.1 


Form 941 rom 941 Employer’s QUARTERLY Federal Tax Return 


Department of the Treasury — Internal Revenue Service 





ne identification number Le] Le] ike L] [2] [7] [4] Ls] Le] [7] Report for this Q! 


(Check one. 








Nari POLYO rade pare) Phoenix Sales ¢ Service 


o 4: January, February, March 
Trade name (if any) 2: April, May, June 











































































































Address 1214 Matt Read 3: July, August, September 
Number ‘Street Suite or room number 
z 4: October, November, December 
| Phoenix AZ 8562) 
City State ZIP code 
Part nswer these questions for this quarter. 
1 Number of employees who received wages, tips, or other compensation for the pay period 
including: Mar. 12 (Quarter 1), June 12 (Quarter 2), Sept. 12 (Quarter 3), Dec. 12 (Quarter 4) 1 Ul 
2 Wages, tips, and other compensation 2 36,599.00 
3 Total income tax withheld from wages, tips, and other compensation 3 3,056.47 
4 If no wages, tips, and other compensation are subject to social security or Medicare tax Check and go to line 6. 
5 Taxable social security and Medicare wages and tips: 
Column 1 Column 2 
5a Taxable social security wages | 36,599.00 |x a24 =| 4,536.28 
5b Taxable social security tips | . x 124 = | . 
5c Taxable Medicare wages & tips 36,599.00 |X .029 = 1,06l. 37 
5d Total social security and Medicare taxes (Column 2, lines 5a + 5b + 5c = line 5d) 5d 5,599. 65 
6 Total taxes before adjustments (lines 3 + 5d = line 6) 6 8, 656a 12 
7 TAX ADJUSTMENTS (Read the instructions for line 7 before completing lines 7a through 7h.): 


7a Current quarter’s fractions of cents . 
7b Current quarter’s sick pay . 
7c Current quarter’s adjustments for tips and group-term life insurance . 
7d Current year’s income tax withholding (attach Form 941c) . 
7e Prior quarters’ social security and Medicare taxes (attach Form 941c) . 
7f Special additions to federal income tax (attach Form 941c) . 
7g Special additions to social security and Medicare (attach Form 941c) . 



































7h TOTAL ADJUSTMENTS (Combine all amounts: lines 7a through 7g.) 7h 0.00 

8 Total taxes after adjustments (Combine lines 6 and 7h.) 8 6,6560/2 
9 Advance earned income credit (EIC) payments made to employees 9 . 

10 Total taxes after adjustment for advance EIC (lines 8 — line 9 = line 10) 10 8,6560/2 

11 Total deposits for this quarter, including overpayment applied from a prior quarter 1 6,6560/2 

12 Balance due (lf line 10 is more than line 11, write the difference here.) 12 0.00 





Make checks payable to United States Treasury. 


13 Overpayment (If line 11 is more than line 10, write the difference here.) 0200 | Check oneL_] Apply to next return. 
Send a refund. 


Part 2: Tell us about your deposit schedule and tax liability for this quarter. 


If you are unsure about whether you are a monthly schedule depositor or a semiweekly schedule depositor, see Pub. 15 
(Circular E), section 11. 


Write the state abbreviation for the state where you made your deposits OR write “MU” if you made your 
deposits in multiple states. 





























15 Check one: Line 10 is less than $2,500. Go to Part 3. 











X You were a monthly schedule depositor for the entire quarter. Fill out your tax 
liability for each month. Then go to Part 3. 























Tax li ity: Month 1 3,079%all 
Month 2 2,049.17 | 
Month 3 3,527.: 24 | 
Total liability for quarter 8,656.12 | Total must equal line 10. 

















You were a semiweekly schedule depositor for any part of this quarter. Fill out Schedule B (Form 941): 
Report of Tax Liability for Semiweekly Schedule Depositors, and attach it to this form. 






































Part fell us about your business. If a question does NOT apply to your business, leave it blank. 

16 If your business has closed or you stopped paying wages Check here, and 
enter the final date you paid wages / / 

17 If you are a seasonal employer and you do not have to file a return for every quarter of the year Check here. 

Part jay we speak with your third-party designee? 





Do you want to allow an employee, a paid tax preparer, or another person to discuss this return with the IRS? See the 
instructions for details. 











Yes. Designee’s name 


















































Phone ( ) =% Personal Identification Number (PIN) 











Part 5: Sign here. You MUST fill out both sides of this form and SIGN it. 





Under penalties of perjury, | declare that | have examined this return, including accompanying schedules and statements, and to 
the best of my knowledge and belief, it is true, correct, and complete. 


x Sign your name here 


Print name and title 


Date / ta Phone |( ) - 
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Reporting Wages and Salaries Employers are required to give each employee an annual report of his 
or her wages subject to FICA and federal income taxes along with the amounts of these taxes withheld. 
This report is called a Wage and Tax Statement, or Form W-2. It must be given to employees before 
January 31 following the year covered by the report. Exhibit 11A.2 shows Form W-2 for one of the 
employees at Phoenix Sales & Service. Copies of the W-2 Form must be sent to the Social Security 
Administration, where the amount of the employee’s wages subject to FICA taxes and FICA taxes with- 
held are posted to each employee’s Social Security account. These posted amounts become the basis for 
determining an employee’s retirement and survivors’ benefits. The Social Security Administration also 
transmits to the IRS the amount of each employee’s wages subject to federal income taxes and the 
amount of taxes withheld. 


Wage and Tax 
Form W- Statement 


Copy 1—For State, City, or Local Tax Department 


a Control number 
OMB No. 1545-0006 
[aARion |] 


Department of Treasury—internal Revenue Service 


b Employer identification number (EIN) 
L esns | 
Employer's name, address and ZIP code 
Phoenix Sales & Service 
1214 Mill Road 
Phoenix, AZ 85621 





d Employee's social security number 


333-22-94994 


1 Wages, tips, other compensation 


4,910.00 


2 Federal income tax withheld 
LOO 33337 | 





3 Social security wages 


4,910.00 





Social security tax withheld 
304.42 











5 Medicare wages and tips 


4,910.00 


Medicare tax withheld 
71.20 





7 Social security tips 


Ld 


9 Advance EIC payment 





Allocated tips 


Dependent care benefits 





C 














Employee's first name and initial Last name 





Robert J. 


Employee's address and ZIP code 





Austin 


11 Nonqualified plans 


12a Code 





L |I 


Statutory Retirement Third 
13 mpioyes plan sick pay” 




















Lo ë| 


12b Code 








18 Roosevelt Blvd., Apt. C L L n 
Tempe, AZ 86322 14 Other 12c Code 


15 State Employer's state ID number | 16 State wages, tips, etc. |17 State income tax | 18 Local wages, tips, etc. | 19 Local income tax | 20 Locality name 
13-902319 4910.00 26.68 


Payroll Records Employers must keep payroll records in addition to reporting and paying taxes. 
These records usually include a payroll register and an individual earnings report for each employee. 

















Payroll Register A payroll register usually shows the pay period dates, hours worked, gross pay, deduc- 
tions, and net pay of each employee for each pay period. Exhibit 11A.3 shows a payroll register for Phoe- 
nix Sales & Service. It is organized into nine columns: 


Col. 1 Employee identification (ID); Employee name; Social Security number (SS No.); Reference 
(check number); and Date (date check issued) 


Col.2 Pay Type (regular and overtime) 

Col. 3. Pay Hours (number of hours worked as regular and overtime) 

Col. 4 Gross Pay (amount of gross pay)? 

Col.5 FIT (federal income taxes withheld); FUTA (federal unemployment taxes) 

Col.6 SIT (state income taxes withheld); SUTA (state unemployment taxes) 

Col.7 FICA-SS_EE (social security taxes withheld, employee); FICA-SS_ER (social security taxes, 
employer) 

Col. 8 FICA-Med_EE (medicare tax withheld, employee); FICA-Med_ER (medicare tax, employer) 


Col.9 Net pay (Gross pay less amounts withheld from employees) 


2 The Gross Pay column shows regular hours worked on the first line multiplied by the regular pay rate—this equals 
regular pay. Overtime hours multiplied by the overtime premium rate equals overtime premium pay reported on the 
second line. If employers are engaged in interstate commerce, federal law sets a minimum overtime rate of pay to 
employees. For this company, workers earn 150% of their regular rate for hours in excess of 40 per week. 


EXHIBIT 11A.2 
Form W-2 
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EXHIBIT 11A.3 
Payroll Register 


Accounting System: Exhibit A.3 
y | a « 


Phoenix Sales & Service 
Payroll Register 
For Week Ended Oct. 8, 2011 


Employee ID Gross Pay FIT SIT | FICA-SS_EE | FICA-Med_EE 
Employee [blank] [blank] [blank] [blank] 


SS No. Pay | Pay FUTA | SUTA | FICA-SS_ER | FICA-Med_ER 
Refer., Date Type Hours 


AR101 Regular 

Robert Austin | Overtime 
333-22-9999 
9001, 10/8/11 
CJ102 Regular 

Judy Cross Overtime 
299-11-9201 

9002, 10/8/11 
DJ103 Regular 

John Diaz Overtime 
444-11-9090 
9003, 10/8/11 
KK104 Regular 

Kay Keife Overtime 
909-11-3344 
9004, 10/8/11 
ML105 Regular 

Lee Miller Overtime 
444-56-3211 

9005, 10/8/11 
SD106 Regular 

Dale Sears Overtime 
909-33-1234 
9006, 10/8/11 
Totals Regular 3,200.00 
Overtime 63.00 
3,263.00 































































































Net pay for each employee is computed as gross pay minus the items on the first line of columns 5—8. The 
employer’s payroll tax for each employee is computed as the sum of items on the third line of columns 5-8. 
A payroll register includes all data necessary to record payroll. In some software programs the entries to 
record payroll are made in a special payroll journal. 


Payroll Check Payment of payroll is usually done by check or electronic funds transfer. Exhibit 11A.4 shows 
a payroll check for a Phoenix employee. This check is accompanied with a detachable statement of earnings 
(at top) showing gross pay, deductions, and net pay. 


Employee Earnings Report An employee earnings report is a cumulative record of an employee’s hours 
worked, gross earnings, deductions, and net pay. Payroll information on this report is taken from the payroll 
register. The employee earnings report for R. Austin at Phoenix Sales & Service is shown in Exhibit 11A.5. 
An employee earnings report accumulates information that can show when an employee’s earnings reach 
the tax-exempt points for FICA, FUTA, and SUTA taxes. It also gives data an employer needs to prepare 
Form W-2. 


Payroll Procedures Employers must be able to compute federal income tax for payroll purposes. 
This section explains how we compute this tax and how to use a payroll bank account. 


Computing Federal Income Taxes To compute the amount of taxes withheld from each employee’s 
wages, we need to determine both the employee’s wages earned and the employee’s number of withholding 
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EXHIBIT 11A.4 











EMPLOYEE NO. EMPLOYEE NAME SOCIAL SECURITY NO. PAY PERIOD END CHECK DATE 
ARI01 Robert Austin 333-22-9999 10/8/11 Check and Statement of Earnings 
ITEM RATE HOURS TOTAL ITEM THIS CHECK YEAR TO DATE 

Regular 10.00 40.00 400.00 Gross 400.00 400.00 

Overtime 15.00 Fed. Income tax -28.99 -28.99 
FICA-Sac. Sec. -24.80 -24.80 
FICA-Medicare -5.80 -5.80 
State Income tax =2.,32: -2.32 



































HOURS WORKED GROSS THIS PERIOD NET CHECK CHECK No. 
40.00 | 400.00 400.00 $338.09 9001 


(Detach and retain for your records) 





GROSS YEAR TO DATE 





















































PHOENIX SALES & SERVICE Phoenix Bank and Trust No. 9001 
1214 Mill Road Phoenix, AZ 85621 
Phoenix, AZ 85621 3312-87044 DATE ...Qctober. £... 20 1... 


602-555-8900 








DSS PSS PSS PES PSS BOGE 





JAMOUNTISS PSS ESS EISES ESS PSST SY. PESOS FSS RS IPIS PSST Sa ESS.PSS.PSS PSS PSSPS: $ 


Robert Austin 
Paneo Mees S soar ao RPE 


order OFS PSs PRC ee PRO EEPSS PSS PSS PSS PSS PSS PSS PSS PSS PSS PSS PSS PSS Mary Wos 


AUTHORIZED SIGNATURE 








Accounting System: Exhibit A.5 EXHIBIT 114:5 
S T as 7 : Employee Earnings Report 


Phoenix Sales & Service 
Employee Earnings Report 
For Month Ended Dec. 31, 2011 


Employee ID FIT SIT FICA-SS_EE | FICA-Med_EE 


Employee Date Gross [blank] [blank] [blank] [blank] 
SS No. Reference! Pay | FUTA | SUTA |FICA-SS_ER | FICA-Med_ER 


Beginning 2,910.00 | —188.42] —15.08| —180.42 242.20 | 2,483.88 
Balance for 
Robert Austin —93.28| —78.57| —180.42 —42.20 


AR101 12/03/11 —28.99 —2.32 —24.80 —5.80 
Robert Austin 9049 
333-22-9999 








—3.20 | —10.80 —24.80 —5.80 


AR101 12/10/11 —28.99| —2.32 —24.80 —5.80 
Robert Austin 9055 


333-22-9999 








—3.20 | —10.80 —24.80 —5.80 
AR101 12/17/11 —28.99 —2.32 —24.80 —5.80 
Robert Austin 9061 
333-22-9999 








=3.20| —10.80|  —24.80 -5.80 
AR101 12/24/11 -28.99 —2.32| 24.80 -5.80 
Robert Austin 9067 
oe -3.20| —10.80| —24.80 —5.80 


AR101 12/31/11 —28.99| —2.32 —24.80 —5.80 
Robert Austin 9073 
333-22-9999 














—3.20 | —10.80 —24.80 —5.80 


Total 12/01/11 2,000.00 | —144.95| —11.60| —124.00 —29.00 
thru 12/31/11 








—16.00 | —54.00} -—124.00 —29.00 


Year-to-date 4,910.00 | —333.37 | —26.68 —304.42 —71.20 
Total for Robert 


Austin .28 | —132.57| —304.42 —71.20 
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EXHIBIT 11A.6 
Wage Bracket Withholding Table 
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allowances. Each employee records the number of withholding allowances claimed on a withholding 
allowance certificate, Form W-4, filed with the employer. When the number of withholding allowances 
increases, the amount of income taxes withheld decreases. 

Employers often use a wage bracket withholding table similar to the one shown in Exhibit 11A.6 to 
compute the federal income taxes withheld from each employee’s gross pay. The table in Exhibit 11A.6 is 
for a single employee paid weekly. Tables are also provided for married employees and for biweekly, 
semimonthly, and monthly pay periods (most payroll software includes these tables). When using a wage 
bracket withholding table to compute federal income tax withheld from an employee’s gross wages, we 
need to locate an employee’s wage bracket within the first two columns. We then find the amount withheld 
by looking in the withholding allowance column for that employee. 


SINGLE Persons—WEEKLY Payroll Period 


If the wages are— | And the number of withholding allowances claimed is— 

0 1 2 3 4 5 6 vA 

At least ries | | | | | | | 
The amount of income tax to be withheld is— 


0 
1 
2 
3 
4 
5 
6 
Fá 
8 
9 
0 
1 
2 
3 
4 


ONO WH CO O00000 


reer 





Payroll Bank Account Companies with few employees often pay them with checks drawn on the com- 
pany’s regular bank account. Companies with many employees often use a special payroll bank account 
to pay employees. When this account is used, a company either (1) draws one check for total payroll on 
the regular bank account and deposits it in the payroll bank account or (2) executes an electronic funds 
transfer to the payroll bank account. Individual payroll checks are then drawn on this payroll bank ac- 
count. Since only one check for the total payroll is drawn on the regular bank account each payday, use of 
a special payroll bank account helps with internal control. It also helps in reconciling the regular bank 
account. When companies use a payroll bank account, they usually include check numbers in the payroll 
register. The payroll register in Exhibit 11A.3 shows check numbers in column 1. For instance, Check No. 
9001 is issued to Robert Austin. With this information, the payroll register serves as a supplementary 
record of wages earned by and paid to employees. 


Who Pays What Payroll Taxes and Benefits We conclude this appendix with the following 
table identifying who pays which payroll taxes and which common employee benefits such as medical, 
disability, pension, charitable, and union costs. Who pays which employee benefits, and what portion, is 
subject to agreements between companies and their workers. Also, self-employed workers must pay both 
the employer and employee FICA taxes for Social Security and Medicare. 


Employer Payroll Taxes and Costs Employee Payroll Deductions 


e FICA—Social Security Taxes e FICA—Social Security taxes 
FiCA—Medicare Taxes FICA—Medicare taxes 
FUTA (Federal Unemployment Taxes) Federal Income taxes 

SUTA (State Unemployment Taxes) 


State and local income taxes 


Share of medical coverage, if any Share of medical coverage, if any 


Share of pension coverage, if any Share of pension coverage, if any 


Share of other benefits, if any Share of other benefits, if any 
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Quick Check Answers — p. 461 





11. What three items determine the amount deducted from an employee's wages for federal 
income taxes? 


12. What amount of income tax is withheld from the salary of an employee who is single with 
three withholding allowances and earnings of $675 in a week? (Hint: Use the wage bracket 
withholding table in Exhibit 11A.6.) 

13. Which of the following steps are executed when a company draws one check for total payroll 
and deposits it in a special payroll bank account? (a) Write a check to the payroll bank account for 
the total payroll and record it with a debit to Salaries Payable and a credit to Cash. (b) Deposit 
a check (or transfer funds) for the total payroll in the payroll bank account. (c) Issue individual 
payroll checks drawn on the payroll bank account. (d) All of the above. 
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APPENDIX 


Corporate Income Taxes 





This appendix explains current liabilities involving income taxes for corporations. 


Income Tax Liabilities Corporations are subject to income taxes and must estimate their income tax 
liability when preparing financial statements. Since income tax expense is created by earning income, a 
liability is incurred when income is earned. This tax must be paid quarterly under federal regulations. To 
illustrate, consider a corporation that prepares monthly financial statements. Based on its income in Janu- 
ary 2011, this corporation estimates that it owes income taxes of $12,100. The following adjusting entry 
records this estimate: 


Jan. 31 Income Taxes Expense a a 12,100 
Income Taxes Payables Pm stellt: 12,100 
To accrue January income taxes. 


The tax liability is recorded each month until the first quarterly payment is made. If the company’s esti- 
mated taxes for this first quarter total $30,000, the entry to record its payment is 


Apr. 10 Income Taxes Payable ~oo eeere eesse snene ae nes 30,000 
Cashier eaea e E EEE L E a Sa 30,000 


Paid estimated quarterly income taxes based on 
first quarter income. 


This process of accruing and then paying estimated income taxes continues through the year. When annual 
financial statements are prepared at year-end, the corporation knows its actual total income and the actual 
amount of income taxes it must pay. This information allows it to properly record income taxes expense 
for the fourth quarter so that the total of the four quarters’ expense amounts equals the actual taxes paid to 
the government. 


Deferred Income Tax Liabilities An income tax liability for corporations can arise when the amount of 
income before taxes that the corporation reports on its income statement is not the same as the amount of 
income reported on its income tax return. This difference occurs because income tax laws and GAAP 
measure income differently. (Differences between tax laws and GAAP arise because Congress uses tax 
laws to generate receipts, stimulate the economy, and influence behavior, whereas GAAP are intended to 
provide financial information useful for business decisions. Also, tax accounting often follows the cash 
basis, whereas GAAP follows the accrual basis.) 

Some differences between tax laws and GAAP are temporary. Temporary differences arise when the 
tax return and the income statement report a revenue or expense in different years. As an example, com- 
panies are often able to deduct higher amounts of depreciation in the early years of an asset’s life and 
smaller amounts in later years for tax reporting in comparison to GAAP. This means that in the early 
years, depreciation for tax reporting is often more than depreciation on the income statement. In later 





Assets = Liabilities + Equity 


Assets 
—30,000 


+12,100 —12,100 


= Liabilities + Equity 
—30,000 


460 Chapter II Current Liabilities and Payroll Accounting 


years, depreciation for tax reporting is often less than depreciation on the income statement. When tempo- 
rary differences exist between taxable income on the tax return and the income before taxes on the income 
statement, corporations compute income taxes expense based on the income reported on the income state- 
ment. The result is that income taxes expense reported in the income statement is often different from the 
amount of income taxes payable to the government. This difference is the deferred income tax liability. 

To illustrate, assume that in recording its usual quarterly income tax payments, a corporation computes 
$25,000 of income taxes expense. It also determines that only $21,000 is currently due and $4,000 is de- 


ferred to future years (a timing difference). The entry to record this end-of-period adjustment is 


Assets = Liabilities + Equity Dec. 31 IncomellaxesiExpensel ces re r aee e e ere 25,000 
os, MeN —25,000 Income Taxes Payable a a T 21,000 
+4, 
Deferred Income Tax Liability ................. 4,000 


To record tax expense and deferred tax liability. 


The credit to Income Taxes Payable reflects the amount currently due to be paid. The credit to Deferred In- 

come Tax Liability reflects tax payments deferred until future years when the temporary difference reverses. 
Temporary differences also can cause a company to pay income taxes before they are reported on the 

income statement as expense. If so, the company reports a Deferred Income Tax Asset on its balance sheet. 


Summary 


C1 Describe current and long-term liabilities and their char- 
acteristics. Liabilities are probable future payments of assets 
or services that past transactions or events obligate an entity to 
make. Current liabilities are due within one year or the operating 
cycle, whichever is longer. All other liabilities are long term. 


C2 Identify and describe known current liabilities. Known 

(determinable) current liabilities are set by agreements or laws 
and are measurable with little uncertainty. They include accounts 
payable, sales taxes payable, unearned revenues, notes payable, 
payroll liabilities, and the current portion of long-term debt. 


C3 Explain how to account for contingent liabilities. If an 

uncertain future payment depends on a probable future event 
and the amount can be reasonably estimated, the payment is re- 
corded as a liability. The uncertain future payment is reported as a 
contingent liability (in the notes) if (a) the future event is reasonably 
possible but not probable or (b) the event is probable but the pay- 
ment amount cannot be reasonably estimated. 


M Compute the times interest earned ratio and use it to ana- 

lyze liabilities. Times interest earned is computed by dividing 
a company’s net income before interest expense and income taxes 
by the amount of interest expense. The times interest earned ratio 
reflects a company’s ability to pay interest obligations. 


P1 Prepare entries to account for short-term notes payable. 
Short-term notes payable are current liabilities; most bear 


Guidance Answers to Decision Maker and Decision Ethics 


Web Designer You need to be concerned about being an accom- 
plice to unlawful payroll activities. Not paying federal and state taxes 
on wages earned is illegal and unethical. Such payments also will not 
provide the employee with Social Security and some Medicare 
credits. The best course of action is to request payment by check. If 
this fails to change the owner’s payment practices, you must consider 
quitting this job. 


Entrepreneur Risk is partly reflected by the times interest earned 
ratio. This ratio for the first franchise is 1.5 [($100,000 + 


interest. When a short-term note’s face value equals the amount bor- 
rowed, it identifies a rate of interest to be paid at maturity. 


P? Compute and record employee payroll deductions and 
liabilities. Employee payroll deductions include FICA taxes, 

income taxes, and voluntary deductions such as for pensions and 

charities. They make up the difference between gross and net pay. 


P3 Compute and record employer payroll expenses and liabili- 

ties. An employer’s payroll expenses include employees’ gross 
earnings, any employee benefits, and the payroll taxes levied on the 
employer. Payroll liabilities include employees’ net pay amounts, 
withholdings from employee wages, any employer-promised bene- 
fits, and the employer’s payroll taxes. 


P 4 Account for estimated liabilities, including warranties and 

bonuses. Liabilities for health and pension benefits, warran- 
ties, and bonuses are recorded with estimated amounts. These items 
are recognized as expenses when incurred and matched with reve- 
nues generated. 


p5A Identify and describe the details of payroll reports, records, 
and procedures. Employers report FICA taxes and federal in- 
come tax withholdings using Form 941. FUTA taxes are reported on 
Form 940. Earnings and deductions are reported to each employee and 
the federal government on Form W-2. An employer’s payroll records 
often include a payroll register for each pay period, payroll checks and 
statements of earnings, and individual employee earnings reports. 





$200,000)/$200,000], whereas the ratio for the second franchise is 
3.5 [($100,000 + $40,000)/$40,000]. This analysis shows that the 
first franchise is more at risk of incurring a loss if its sales decline. 
The second question asks about variability of income. If income 
greatly varies, this increases the risk an owner will not earn sufficient 
income to cover interest. Since the first franchise has the greater vari- 
ability, it is a riskier investment. 
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Guidance Answers to Quick Checks 


1. A liability involves a probable future payment of assets or ser- 6. (a) FICA taxes are incurred by both employee and employer. 
vices that an entity is presently obligated to make as a result of (b) FUTA taxes are incurred by the employer. 
past transactions or events. (c) SUTA taxes are incurred by the employer. 
2. No, an expected future payment is not a liability unless an exist- (d) Withheld income taxes are incurred by the employee. 
ing obligation was created by a past event or transaction. 7. (a) 
3. In most cases, a liability due in 15 months is classified as long 8. (a) Warranty expense was previously estimated and recorded. 
term. It is classified as a current liability if the company’s 9. (b) 
operaimg cycle is 15 months or longer. 10. A future payment is reported in the notes as a contingent liability if 
4. A creditor prefers a note payable instead of a past-due account (a) the uncertain future event is probable but the amount of pay- 
payable so as to (a) charge interest and/or (b) have evidence of ment cannot be reasonably estimated or (b) the uncertain future 
the debt and its terms for potential litigation or disputes. event is not probable but has a reasonable possibility of occurring. 
5. $1,000* x (.008) + $1,000* Xx (.04) + $3,000 X (.062) 11. An employee’s marital status, gross earnings and number of 
+ $3,000 X (.0145) = $277.50 withholding allowances determine the deduction for federal 


income taxes. 


* $1,000 of the $3,000 March pay is subject to FUTA and SUTA—the 12. $59 


entire $6,000 pay from January and February was subject to them. 13. (d) 

Contingent liability (p. 448) Federal Unemployment Taxes Net pay (p. 442) 
Current liabilities (p. 437) (FUTA) (p. 444) Payroll bank account (p. 458) 
Current portion of long-term Form 940 (p. 453) Payroll deductions (p. 442) 

debt (p. 445) Form 941 (p. 453) Payroll register (p. 455) 
Deferred income tax liability (p. 460) Form W-2 (p. 455) Short-term note payable (p. 439) 
Employee benefits (p. 445) Form W-4 (p. 458) State Unemployment Taxes 
Employee earnings report (p. 456) Gross pay (p. 442) (SUTA) (p. 444) 
Estimated liability (p. 445) Known liabilities (p. 438) Times interest earned (p. 450) 
Federal depository bank (p. 453) Long-term liabilities (p. 437) Wage bracket withholding table (p. 458) 
Federal Insurance Contributions Act Merit rating (p. 444) Warranty (p. 446) 


(FICA) Taxes (p. 442) 


Multiple Choice Quiz Answers on p. 477 mhhe.com/wildFAP20e 








Additional Quiz Questions are available at the book’s Website. 


1. On December 1, a company signed a $6,000, 90-day, 5% note 3. Assume the FUTA tax rate is 0.8% and the SUTA tax rate is 


payable, with principal plus interest due on March 1 of the fol- 5.4%. Both taxes are applied to the first $7,000 of an employ- 

lowing year. What amount of interest expense should be ac- ee’s pay. What is the total unemployment tax an employer must 

crued at December 31 on the note? pay on an employee’s annual wages of $40,000? 

a. $300 a. $2,480 

b. $25 b. $434 

c. $100 c. $56 

d. $75 d. $378 

e. $0 e. Zero; the employee’s wages exceed the $7,000 maximum. 
2. An employee earned $50,000 during the year. FICA tax for 4. A company sells big screen televisions for $3,000 each. Each 

social security is 6.2% and FICA tax for Medicare is 1.45%. television has a two-year warranty that covers the replacement 

The employer’s share of FICA taxes is of defective parts. It is estimated that 1% of all televisions sold 

a. Zero, since the employee’s pay exceeds the FICA limit. will be returned under warranty at an average cost of $250 

b. Zero, since FICA is not an employer tax. each. During July, the company sold 10,000 big screen televi- 

c. $3,100 sions, and 80 were serviced under the warranty during July at a 

d. $725 total cost of $18,000. The credit balance in the Estimated 

e. $3,825 
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Warranty Liability account at July 1 was $26,000. What is the 
company’s warranty expense for the month of July? 


each. Their average daily wage is $175 per day. What is the 
amount of vacation benefit expense for October? 


a. $51,000 a. $26,250 
b. $1,000 b. $175 
c. $25,000 c. $2,100 
d. $33,000 d. $63,875 
e. $18,000 e. $150 


5. Employees earn vacation pay at the rate of 1 day per month. 
During October, 150 employees qualify for one vacation day 


A(B) Superscript letter A (B) denotes assignments based on Appendix | 1A (1 1B). 
| Icon denotes assignments that involve decision making. 


1. What are the three important questions concerning the un- 
certainty of liabilities? 

2. What is the difference between a current and a long-term 
liability? 

3. What is an estimated liability? 


4. If $988 is the total of a sale that includes its sales tax of 4%, 
what is the selling price of the item only? 


loss from a future disaster as a liability on its balance sheet? 
Explain. 

12.4 What is a wage bracket withholding table? 

13.AWhat amount of income tax is withheld from the salary 
of an employee who is single with two withholding allow- 
ances and earning $725 per week? What if the employee 
earned $625 and has no withholding allowances? (Use 





. What is the combined amount (in percent) of the employee and 


employer Social Security tax rate? 


. What is the current Medicare tax rate? This rate is applied to 


what maximum level of salary and wages? 


14. 


Exhibit 11A.6.) 


Refer to Research In Motion’s balance sheet in 
Appendix A. What revenue-related liability does 
Research In Motion report at February 27, 2010? 


RIM 


7. What determines the amount deducted from an employee’s 15. Refer to Apple’s balance sheet in Appendix A. What Beal 
wages for federal income taxes? is the amount of Apple’s accounts payable as of ‘‘PP!© 
8. Which payroll taxes are the employee’s responsibility and September 26, 2009? 
which are the employer’s responsibility? 16. 0 Refer to Nokia’s balance sheet in Appendix 
; mo A. List Nokia’s current liabilities as of December NOKIA 
9. What is an employer’s unemployment merit rating? How are eRe NOL Sn 2S GS OU ece mbe 
these ratings assigned to employers? 31, 2009. 
10. Why are warranty liabilities usually recognized on the 17- Refer to Palm’s balance sheet in Appendix A. Palm 


11. 


QUICK STUDY 


QS 11-1 


Classifying liabilities C1 


balance sheet as liabilities even when they are uncertain? 


Suppose that a company has a facility located where disas- 
trous weather conditions often occur. Should it report a probable 


15-month operating cycle? 
1. Salaries payable. 


2. Note payable due in 19 months. 


What current liabilities related to income taxes are 
on its balance sheet? Explain the meaning of each income tax 
account identified. 


m connect 


Which of the following items are normally classified as a current liability for a company that has a 


4. Note payable maturing in 3 years. 
5. Note payable due in 10 months. 


3. FICA taxes payable. 6. Portion of long-term note due in 15 months. 





QS 11-2 Wrecker Computing sells merchandise for $5,000 cash on September 30 (cost of merchandise is $2,900). 

Accounting for sales taxes The sales tax law requires Wrecker to collect 4% sales tax on every dollar of merchandise sold. Record the 

(2 entry for the $5,000 sale and its applicable sales tax. Also record the entry that shows the remittance of the 
4% tax on this sale to the state government on October 15. 





QS 11-3 
Unearned revenue (2 


Tickets, Inc., receives $5,500,000 cash in advance ticket sales for a four-date tour of Bruce Springsteen. 
Record the advance ticket sales on October 31. Record the revenue earned for the first concert date of 
November 8, assuming it represents one-fourth of the advance ticket sales. 
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The following legal claims exist for Kalamazoo Co. Identify the accounting treatment for each claim as 
either (a) a liability that is recorded or (b) an item described in notes to its financial statements. 


1. Kalamazoo (defendant) estimates that a pending lawsuit could result in damages of $1,000,000; it is 
reasonably possible that the plaintiff will win the case. 


2. Kalamazoo faces a probable loss on a pending lawsuit; the amount is not reasonably estimable. 
3. Kalamazoo estimates damages in a case at $2,500,000 with a high probability of losing the case. 


QS 11-4 
Accounting for contingent 
liabilities 


A 





On November 7, 2011, Ortez Company borrows $150,000 cash by signing a 90-day, 8% note payable with 
a face value of $150,000. (1) Compute the accrued interest payable on December 31, 2011, (2) prepare the 
journal entry to record the accrued interest expense at December 31, 2011, and (3) prepare the journal 
entry to record payment of the note at maturity. 


QS 11-5 
Interest-bearing note 
transactions P1 





On January 14, the end of the first bi-weekly pay period of the year, Rockin Company’s payroll register 
showed that its employees earned $14,000 of sales salaries. Withholdings from the employees’ salaries 
include FICA Social Security taxes at the rate of 6.2%, FICA Medicare taxes at the rate of 1.45%, $2,600 
of federal income taxes, $309 of medical insurance deductions, and $120 of union dues. No employee earned 
more than $7,000 in this first period. Prepare the journal entry to record Rockin Company’s January 14 
(employee) payroll expenses and liabilities. 


Qs 11-6 
Record employee payroll taxes 


P2 





Merger Co. has ten employees, each of whom earns $2,000 per month and has been employed since 
January 1. FICA Social Security taxes are 6.2% of the first $106,800 paid to each employee, and FICA 
Medicare taxes are 1.45% of gross pay. FUTA taxes are 0.8% and SUTA taxes are 5.4% of the first $7,000 
paid to each employee. Prepare the March 31 journal entry to record the March payroll taxes expense. 


QS 11-7 
Record employer payroll taxes 


P3 





On September 11, 2010, Home Store sells a mower for $400 with a one-year warranty that covers parts. 
Warranty expense is estimated at 5% of sales. On July 24, 2011, the mower is brought in for repairs 
covered under the warranty requiring $35 in materials taken from the Repair Parts Inventory. Prepare the 
July 24, 2011, entry to record the warranty repairs. 


QS 11-8 
Recording warranty repairs 


P4 





Paris Company offers an annual bonus to employees if the company meets certain net income goals. Prepare 
the journal entry to record a $10,000 bonus owed to its workers (to be shared equally) at calendar year-end. 


Qs 11-9 
Accounting for bonuses P4 





Chester Co.’s salaried employees earn four weeks vacation per year. It pays $192,000.12 in total employee 
salaries for 52 weeks but its employees work only 48 weeks. This means Chester’s total weekly expense 
is $4,000 ($192,000/48 weeks) instead of the $3,692.31 cash paid weekly to the employees ($192,000/52 
weeks). Record Chester’s weekly vacation benefits expense. 


QS 11-10 


Accounting for vacations 


P4 





Compute the times interest earned for Weltin Company, which reports income before interest expense and 
income taxes of $2,044,000, and interest expense of $350,000. Interpret its times interest earned (assume 
that its competitors average a times interest earned of 4.0). 


QS 11-11 


Times interest earned Al 





The payroll records of Clix Software show the following information about Trish Farqua, an employee, for 
the weekly pay period ending September 30, 2011. Farqua is single and claims one allowance. Compute her 
Social Security tax (6.2%), Medicare tax (1.45%), federal income tax withholding, state income tax (1.0%), 
and net pay for the current pay period. (Use the withholding table in Exhibit 11A.6 and round tax amounts 
to the nearest cent.) 


Total (gross) earnings for current pay period.......... 


Cumulative earnings of previous pay periods.......... 9,700 


QS 11-124 
Net pay and tax computations 


Pb 


Check Net pay, $578.42 





Cather Corporation has made and recorded its quarterly income tax payments. After a final review of taxes 
for the year, the company identifies an additional $30,000 of income tax expense that should be recorded. 
A portion of this additional expense, $8,000, is deferred for payment in future years. Record Cather’s 
year-end adjusting entry for income tax expense. 


QS 11-138 
Record deferred income 
tax liability P4 





Answer each of the following related to international accounting standards. 

a. In general, how similar or different are the definitions and characteristics of current liabilities between 
IFRS and U.S. GAAP? 

b. Companies reporting under IFRS often reference a set of current liabilities with the title financial lia- 
bilities. Identify two current liabilities that would be classified under financial liabilities per IFRS. 
(Hint: Nokia provides examples in this chapter and in Appendix A.) 


QS 11-14 
International accounting 
standards 


Ci C2 
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EXERCISES 


Exercise 11-1 
Classifying liabilities 


A 
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The following items appear on the balance sheet of a company with a two-month operating cycle. Identify 
the proper classification of each item as follows: C if it is a current liability, L if it is a long-term liability, or 
N if it is not a liability. 

1. Sales taxes payable. 
2. FUTA taxes payable. 
3. Accounts receivable. 


6. Notes payable (due in 6 to 12 months). 
7. Notes payable (due in 120 days). 
8. Current portion of long-term debt. 




















4. Wages payable. 9. Notes payable (mature in five years). 


—— 10. Notes payable (due in 13 to 24 months). 











5. Salaries payable. 





Exercise 11-2 
Recording known 
current liabilities 


(2 


Prepare any necessary adjusting entries at December 31, 2011, for Yacht Company’s year-end financial 
statements for each of the following separate transactions and events. 


1. Yacht Company records an adjusting entry for $2,000,000 of previously unrecorded cash sales (cost- 
ing $1,000,000) and its sales taxes at a rate of 5%. 


2. The company earned $40,000 of $100,000 previously received in advance for services. 





Exercise 11-3 
Accounting for contingent 
liabilities 


C3 


Prepare any necessary adjusting entries at December 31, 2011, for Moor Company’s year-end financial 

statements for each of the following separate transactions and events. 

1. A disgruntled employee is suing Moor Company. Legal advisers believe that the company will prob- 
ably need to pay damages, but the amount cannot be reasonably estimated. 

2. Moor Company guarantees the $5,000 debt of a supplier. The supplier will probably not default on the 
debt. 





Exercise 11-4 
Accounting for note payable 
P1 


Check (2b) Interest expense, $1,880 


Perfect Systems borrows $94,000 cash on May 15, 2011, by signing a 60-day, 12% note. 
1. On what date does this note mature? 


2. Suppose the face value of the note equals $94,000, the principal of the loan. Prepare the journal entries 
to record (a) issuance of the note and (b) payment of the note at maturity. 





Exercise 11-5 
Interest-bearing notes payable 
with year-end adjustments 


P1 


Check (2) $2,250 


(3) $1,125 


Kwon Co. borrows $150,000 cash on November 1, 2011, by signing a 90-day, 9% note with a face value 
of $150,000. 


1. On what date does this note mature? (Assume that February of 2011 has 28 days.) 

2. How much interest expense results from this note in 2011? (Assume a 360-day year.) 
3. How much interest expense results from this note in 2012? (Assume a 360-day year.) 
4 


. Prepare journal entries to record (a) issuance of the note, (b) accrual of interest at the end of 2011, and 
(c) payment of the note at maturity. 





Exercise 11-6 
Computing payroll taxes 


P2 P3 


Check (a) FUTA, $4.80; SUTA, $17.40 


MRI Company has one employee. FICA Social Security taxes are 6.2% of the first $106,800 paid to its em- 
ployee, and FICA Medicare taxes are 1.45% of gross pay. For MRI, its FUTA taxes are 0.8% and SUTA taxes 
are 2.9% of the first $7,000 paid to its employee. Compute MRT’s amounts for each of these four taxes as ap- 
plied to the employee’s gross earnings for September under each of three separate situations (a), (b), and (c). 


Gross Pay through August Gross Pay for September 


a. $ 6,400 $ 800 
b. 18,200 2,100 
100,500 8,000 





Exercise 11-7 
Payroll-related journal entries P2 


Using the data in situation a of Exercise 11-6, prepare the employer’s September 30 journal entries to re- 
cord salary expense and its related payroll liabilities for this employee. The employee’s federal income 
taxes withheld by the employer are $135 for this pay period. 





Exercise 11-8 
Payroll-related journal entries P3 


Using the data in situation a of Exercise 11-6, prepare the employer’s September 30 journal entries to re- 
cord the employer’s payroll taxes expense and its related liabilities. 
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For the year ended December 31, 2011, Winter Company has implemented an employee bonus program 
equal to 3% of Winter’s net income, which employees will share equally. Winter’s net income (prebonus) is 
expected to be $1,000,000, and bonus expense is deducted in computing net income. 


1. Compute the amount of the bonus payable to the employees at year-end (use the method described in 
the chapter and round to the nearest dollar). 


2. Prepare the journal entry at December 31, 2011, to record the bonus due the employees. 
3. Prepare the journal entry at January 19, 2012, to record payment of the bonus to employees. 


Exercise 11-9 
Computing and recording 
bonuses P4 


Check (1) $29,126 





Prepare any necessary adjusting entries at December 31, 2011, for Jester Company’s year-end financial 

statements for each of the following separate transactions and events. 

1. During December, Jester Company sold 3,000 units of a product that carries a 60-day warranty. De- 
cember sales for this product total $120,000. The company expects 8% of the units to need warranty 
repairs, and it estimates the average repair cost per unit will be $15. 

2. Employees earn vacation pay at a rate of one day per month. During December, 20 employees qualify 
for one vacation day each. Their average daily wage is $120 per employee. 


Exercise 11-10 
Accounting for estimated 
liabilities 


P4 





Chang Co. sold a copier costing $3,800 with a two-year parts warranty to a customer on August 16, 2011, 
for $5,500 cash. Chang uses the perpetual inventory system. On November 22, 2012, the copier requires 
on-site repairs that are completed the same day. The repairs cost $199 for materials taken from the Repair 
Parts Inventory. These are the only repairs required in 2012 for this copier. Based on experience, Chang 
expects to incur warranty costs equal to 4% of dollar sales. It records warranty expense with an adjusting 
entry at the end of each year. 

1. How much warranty expense does the company report in 2011 for this copier? 


. How much is the estimated warranty liability for this copier as of December 31, 2011? 


2 

3. How much warranty expense does the company report in 2012 for this copier? 

4. How much is the estimated warranty liability for this copier as of December 31, 2012? 
5 


. Prepare journal entries to record (a) the copier’s sale; (b) the adjustment on December 31, 2011, to 
recognize the warranty expense; and (c) the repairs that occur in November 2012. 


Exercise 11-11 
Warranty expense and liability 
computations and entries 


P4 


Check (1) $220 


(4) $21 





Use the following information from separate companies a through f to compute times interest earned. 
Which company indicates the strongest ability to pay interest expense as it comes due? 


Net Income (Loss) Interest Expense Income Taxes 
a. $140,000 $48,000 $ 35,000 
b. 140,000 15,000 50,000 
c. 140,000 8,000 70,000 
d. 265,000 12,000 130,000 
e. 79,000 12,000 30,000 
f. (4,000) 12,000 0 


Exercise 11-12 
Computing and interpreting 
times interest earned 


N i 


Check (b) 13.67 





Tony Newbern, an unmarried employee, works 48 hours in the week ended January 12. His pay rate is $12 
per hour, and his wages are subject to no deductions other than FICA— Social Security, FICA— Medicare, 
and federal income taxes. He claims two withholding allowances. Compute his regular pay, overtime pay 
(for this company, workers earn 150% of their regular rate for hours in excess of 40 per week), and gross 
pay. Then compute his FICA tax deduction (use 6.2% for the Social Security portion and 1.45% for the 
Medicare portion), income tax deduction (use the wage bracket withholding table of Exhibit 11A.6), total 
deductions, and net pay. (Round tax amounts to the nearest cent.) 


Exercise 11-134 
Gross and net pay computation 


Pb 


Check Net pay, $515.26 





Ming Corporation prepares financial statements for each month-end. As part of its accounting process, es- 
timated income taxes are accrued each month for 30% of the current month’s net income. The income taxes 
are paid in the first month of each quarter for the amount accrued for the prior quarter. The following infor- 
mation is available for the fourth quarter of year 2011. When tax computations are completed on January 20, 
2012, Ming determines that the quarter’s Income Taxes Payable account balance should be $29,100 on 
December 31, 2011 (its unadjusted balance is $23,640). 


Exercise 11-148 
Accounting for income taxes 


P4 
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Check (1) $5,460 
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October 2011 net income .......... $27,900 
November 2011 net income ........ 18,200 
December 2011 net income......... 32,700 


1. Determine the amount of the accounting adjustment (dated as of December 31, 2011) to produce the 
proper ending balance in the Income Taxes Payable account. 

2. Prepare journal entries to record (a) the December 31, 2011, adjustment to the Income Taxes Payable 
account and (b) the January 20, 2012, payment of the fourth-quarter taxes. 





Exercise 11-15 
Accounting for current liabilities 
under IFRS 


"O 


Volvo Group reports the following information for its product warranty costs as of December 31, 2008, 
along with provisions and utilizations of warranty liabilities for the year ended December 31, 2008 (SEK in 
millions). 


Product warranty costs 


Estimated costs for product warranties are charged to cost of sales when the products are sold. Estimated 
warranty costs include contractual warranty and goodwill warranty. Warranty provisions are estimated 
with consideration of historical claims statistics, the warranty period, the average time-lag between faults 
occurring and claims to the company, and anticipated changes in quality indexes. Differences between ac- 
tual warranty claims and the estimated claims generally affect the recognized expense and provisions in 
future periods.At December 31,2008, warranty cost provisions amounted to 10,354. 


Product warranty liabilities, December 31,2007 ................ SEK 9,373 
Additional provisions to product warranty liabilities ............. 6,201 
Utilizations and reductions of product warranty liabilities ........ (5,220) 
Product warranty liabilities, December 31,2008 ................ 10,354 


. Prepare Volvo’s journal entry to record its estimated warranty liabilities (provisions) for 2008. 


N = 


- Prepare Volvo’s journal entry to record its costs (utilizations) related to its warranty program for 2008. 
Assume those costs involve replacements taken out of Inventory, with no cash involved. 


3. How much warranty expense does Volvo report for 2008? 





Exercise 11-16 
Recording payroll 


P2 P3 


The following monthly data are taken from Nunez Company at July 31: Sales salaries, $120,000; Office 
salaries, $60,000; Federal income taxes withheld, $45,000; State income taxes withheld, $10,000; Social 
security taxes withheld, $11,160; Medicare taxes withheld, $2,610; Medical insurance premiums, $7,000; 
Life insurance premiums, $4,000; Union dues deducted, $1,000; and Salaries subject to unemployment 
taxes, $50,000. The employee pays forty percent of medical and life insurance premiums. 

Prepare journal entries to record: (1) accrued payroll, including employee deductions, for July; (2) cash 
payment of the net payroll (salaries payable) for July; (3) accrued employer payroll taxes, and other related 
employment expenses, for July—assume that FICA taxes are identical to those on employees and that SUTA 
taxes are 5.4% and FUTA taxes are 0.8%; and (4) cash payment of all liabilities related to the July payroll. 





Exercise 11-17 
Computing payroll taxes 


P2 P3 


Madison Company has nine employees. FICA Social Security taxes are 6.2% of the first $106,800 paid to each 
employee, and FICA Medicare taxes are 1.45% of gross pay. FUTA taxes are 0.8% and SUTA taxes are 5.4% of 
the first $7,000 paid to each employee. Cumulative pay for the current year for each of its employees follows. 


Employee Cumulative Pay Employee Cumulative Pay Employee Cumulative Pay 
Steve S. yc $ 6,000 Christina S. .... $156,800 DanaW......... $116,800 
TimMer 60,000 Michelle H. .... 106,800 Stewart M....... 36,800 
Brent G........ 87,000 Kathleen K. .... 110,000 Sankha B. ....... 4,000 


a. Prepare a table with the following column headings: Employee; Cumulative Pay; Pay Subject to FICA 
Social Security Taxes; Pay Subject to FICA Medicare Taxes; Pay Subject to FUTA Taxes; Pay Subject 
to SUTA Taxes. Compute the amounts in this table for each employee and total the columns. 

b. For the company, compute each total for: FICA Social Security taxes, FICA Medicare taxes, FUTA 
taxes, and SUTA taxes. (Hint: Remember to include in those totals any employee share of taxes that 
the company must collect.) 





Exercise 11-18 
Preparing payroll register and 
related entries P5 


SP Company has five employees. Employees paid by the hour receive a $10 per hour pay rate for the 
regular 40-hour work week plus one and one-half times the hourly rate for each overtime hour beyond the 
40-hours per week. Hourly employees are paid every two weeks, but salaried employees are paid monthly 
on the last biweekly payday of each month. FICA Social Security taxes are 6.2% of the first $106,800 
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paid to each employee, and FICA Medicare taxes are 1.45% of gross pay. FUTA taxes are 0.8% and SUTA 
taxes are 5.4% of the first $7,000 paid to each employee. The company has a benefits plan that includes 
medical insurance, life insurance, and retirement funding for employees. Under this plan, employees must 
contribute 5 percent of their gross income as a payroll withholding, which the company matches with 
double the amount. Following is the partially completed payroll register for the biweekly period ending 
August 31, which is the last payday of August. 


Employee | Pay (Excludes 





Cumulative Current Period Gross Pay FIT FUTA | FICA-SS_EE 
Pay Pay Gross 






EE-Ben_Plan 
Withholding | Employee 
ER-Ben_Plan | Net Pay 


FICA-Med_EE 















































Curent Period)| To | ye) Pay SIT SUTA FICA-SS_ER FICA-Med_ER Withholding 

$2,000.00 
Kathleen | $105,000.00 | Salary $7,000.00 30000 
80.00 
Nichole 6,800.00 Salary --- 500.00 20.00 
Regular | 80 110.00 
Anthony 15,000.00 nT e To 
Regular 80 100.00 
Zoey 6,500.00 f overime] 4 22.00 
, Regular | 74 740.00 90.00 

G 5,000.00 : 
= Overtime) 0 0.00 21.00 
eas 2,380.00 
138,300.00 388.00 


* Table abbreviations follow those in Exhibit 11A.3 (see pages 455—456); and, “Ben_Plan” refers to employee (EE) or employer (ER) withholding for the benefits plan. 


Exhibit 11A.3 for guidance. (Round amounts to cents.) 


deductions. 


Complete this payroll register by filling in all cells for the pay period ended August 31. Hint: See 
Prepare the August 31 journal entry to record the accrued biweekly payroll and related liabilities for 


Prepare the August 31 journal entry to record the employer’s cash payment of the net payroll of part b. 


- Prepare the August 31 journal entry to record the employer’s payroll taxes including the contribution 


to the benefits plan. 


period. 


m connect 


Tytus Co. entered into the following transactions involving short-term liabilities in 2010 and 201 


2010 
Apr. 20 Purchased $38,500 of merchandise on credit from Frier, terms are 1/10, n/30. Tytus 








perpetual inventory system. 


Prepare the August 31 journal entry to pay all liabilities (expect net payroll in part c) for this biweekly 


1. PROBLEM SET A 


Problem 11-1A 
Short-term notes payable 
transactions and entries 


uses the 


May 19 Replaced the April 20 account payable to Frier with a 90-day, $30,000 note bearing 9% annual 
interest along with paying $8,500 in cash. P1 
July 8 Borrowed $60,000 cash from Community Bank by signing a 120-day, 10% interest-bearing eXc el 
note with a face value of $60,000. Ma 
? Paid the amount due on the note to Frier at the maturity date. mhhe.com/wildFAP20e 
? Paid the amount due on the note to Community Bank at the maturity date. 
Nov. 28 


face value of $21,000. 


Dec. 31 Recorded an adjusting entry for accrued interest on the note to UMB Bank. 


2011 





2 Paid the amount due on the note to UMB Bank at the maturity date. 


Required 


1. Determine the maturity date for each of the three notes described. 


2 
3 
4 
5 


. Determine the interest due at maturity for each of the three notes. (Assume a 360-day year.) 
. Determine the interest expense to be recorded in the adjusting entry at the end of 2010. 

. Determine the interest expense to be recorded in 2011. 

. Prepare journal entries for all the preceding transactions and events for years 2010 and 2011. 


Borrowed $21,000 cash from UMB Bank by signing a 60-day, 8% interest-bearing note with a ¢ bs 


Check (2) Frier, $675 
(3) $154 
(4) $126 
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Problem 11-2A 
Warranty expense and 
liability estimation 


ge 


Check (3) $728 
(4) $786 Cr. 
(5) $614 Cr. 


On October 29, 2010, Lue Co. began operations by purchasing razors for resale. Lue uses the perpetual 
inventory method. The razors have a 90-day warranty that requires the company to replace any nonwork- 
ing razor. When a razor is returned, the company discards it and mails a new one from Merchandise 
Inventory to the customer. The company’s cost per new razor is $18 and its retail selling price is $80 in 
both 2010 and 2011. The manufacturer has advised the company to expect warranty costs to equal 7% of 
dollar sales. The following transactions and events occurred. 


2010 


Nov. 11 Sold 75 razors for $6,000 cash. 

30 Recognized warranty expense related to November sales with an adjusting entry. 
Dec. 9 Replaced 15 razors that were returned under the warranty. 

16 Sold 210 razors for $16,800 cash. 

29 Replaced 30 razors that were returned under the warranty. 

31 Recognized warranty expense related to December sales with an adjusting entry. 


2011 


Jan. 5 Sold 130 razors for $10,400 cash. 
17 Replaced 50 razors that were returned under the warranty. 
31 Recognized warranty expense related to January sales with an adjusting entry. 
Required 
1. Prepare journal entries to record these transactions and adjustments for 2010 and 2011. 
. How much warranty expense is reported for November 2010 and for December 2010? 
- How much warranty expense is reported for January 2011? 
. What is the balance of the Estimated Warranty Liability account as of December 31, 2010? 
. What is the balance of the Estimated Warranty Liability account as of January 31, 2011? 


a hwn 





Problem 11-3A 
Computing and analyzing times 
interest earned 


| @ 


Check (3) Ace net income, 
$100,000 (43% increase) 


(6) Deuce net income, 
$50,000 (29% decrease) 


Shown here are condensed income statements for two different companies (both are organized as LLCs 
and pay no income taxes). 


Ace Company Deuce Company 








SHES soookonsounancadvosuAooes $500,000 SHES E $500,000 
Variable expenses (80%) ......... 400,000 Variable expenses (60%) ......... 300,000 
Income before interest .......... 100,000 Income before interest .......... 200,000 
Interest expense (fixed) ......... 30,000 Interest expense (fixed) ......... 130,000 
Netiincome no n AE eerie ese $ 70,000 Netincome naa a $ 70,000 

Required 

1. Compute times interest earned for Ace Company. 

2. Compute times interest earned for Deuce Company. 

3. What happens to each company’s net income if sales increase by 30%? 

4. What happens to each company’s net income if sales increase by 50%? 

5. What happens to each company’s net income if sales increase by 80%? 

6. What happens to each company’s net income if sales decrease by 10%? 

7. What happens to each company’s net income if sales decrease by 20%? 

8. What happens to each company’s net income if sales decrease by 40%? 


Analysis Component 


9. Comment on the results from parts 3 through 8 in relation to the fixed-cost strategies of the two com- 
panies and the ratio values you computed in parts 1 and 2. 





Problem 11-4A 
Payroll expenses, withholdings, 
and taxes 


P2 P3 


Legal Stars has four employees. FICA Social Security taxes are 6.2% of the first $106,800 paid to each 
employee, and FICA Medicare taxes are 1.45% of gross pay. Also, its FUTA taxes are 0.8% and SUTA taxes 
are 2.15% of the first $7,000 paid to each employee. The company is preparing its payroll calculations for the 
week ended August 25. Payroll records show the following information for the company’s four employees. 
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In addition to gross pay, the company must pay one-half of the $32 per employee weekly health insur- 
ance; each employee pays the remaining one-half. The company also contributes an extra 8% of each 
employee’s gross pay (at no cost to employees) to a pension fund. 

Required 

Compute the following for the week ended August 25 (round amounts to the nearest cent): 


. Each employee’s FICA withholdings for Social Security. 
. Each employee’s FICA withholdings for Medicare. 
. Employer’s FICA taxes for Social Security. 
. Employer’s FICA taxes for Medicare. 
. Employer’s FUTA taxes. 
. Employer’s SUTA taxes. 
Each employee’s net (take-home) pay. 


ONO ARWHN = 


. Employer’s total payroll-related expense for each employee. 
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eXcel 


mhhe.com/wildFAP20e 


Check (3) $201.50 
(4) $54.38 


(5) $5.20 


(7) Total net pay, $2,989.12 





On January 8, the end of the first weekly pay period of the year, Royal Company’s payroll register showed 
that its employees earned $11,380 of office salaries and $32,920 of sales salaries. Withholdings from the 
employees’ salaries include FICA Social Security taxes at the rate of 6.2%, FICA Medicare taxes at the 
rate of 1.45%, $6,340 of federal income taxes, $670 of medical insurance deductions, and $420 of union 
dues. No employee earned more than $7,000 in this first period. 


Required 
1. Calculate FICA Social Security taxes payable and FICA Medicare taxes payable. Prepare the journal entry 
to record Royal Company’s January 8 (employee) payroll expenses and liabilities. 


2. Prepare the journal entry to record Royal’s (employer) payroll taxes resulting from the January 8 pay- 
roll. Royal’s merit rating reduces its state unemployment tax rate to 4% of the first $7,000 paid each 
employee. The federal unemployment tax rate is 0.8%. 


Problem 11-5A 
Entries for payroll transactions 


P2 P3 


Check (1) Cr. Salaries Payable, 


$33,481.05 


(2) Dr. Payroll Taxes 
Expense, $5,515.35 





Polo Company has 10 employees, each of whom earns $2,600 per month and is paid on the last day of 

each month. All 10 have been employed continuously at this amount since January 1. Polo uses a payroll 

bank account and special payroll checks to pay its employees. On March 1, the following accounts and 
balances exist in its general ledger: 

a. FICA—Social Security Taxes Payable, $3,224; FICA—Medicare Taxes Payable, $754. (The balances of 
these accounts represent total liabilities for both the employer’s and employees’ FICA taxes for the 
February payroll only.) 

b. Employees’ Federal Income Taxes Payable, $3,900 (liability for February only). 

c. Federal Unemployment Taxes Payable, $416 (liability for January and February together). 

d. State Unemployment Taxes Payable, $2,080 (liability for January and February together). 

During March and April, the company had the following payroll transactions. 


Mar. 15 Issued check payable to Fleet Bank, a federal depository bank authorized to accept employers’ 
payments of FICA taxes and employee income tax withholdings. The $7,878 check is in pay- 
ment of the February FICA and employee income taxes. 

31 Recorded the March payroll and transferred funds from the regular bank account to the payroll 
bank account. Issued checks payable to each employee in payment of the March payroll. The 
payroll register shows the following summary totals for the March pay period. 


Problem 11-6A4 
Entries for payroll transactions 


P2 P3 P5 


Check March 31: Cr. Salaries 
Payable, $20,111 
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March 31: Dr. Payroll Taxes 
Expenses, $2,853 


April 15: Cr. Cash, $7,878 
(Fleet Bank) 


PROBLEM SET B 


Problem 11-1B 
Short-term notes payable 
transactions and entries 


P1 


Check (2) Quinn, $90 
(3) $100 


(4) $80 


Chapter |I| 


31 
Apr. 15 
15 
30 


30 


Required 
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Salaries and Wages 





Federal 
Office Shop Gross FICA Income 
Salaries Wages Pay Taxes* Taxes 
$10,400 | $15,600 | $26,000 | $1,612 $3,900 $20,111 
$ 377 








* FICA taxes are Social Security and Medicare, respectively. 


Recorded the employer’s payroll taxes resulting from the March payroll. The company has a 
merit rating that reduces its state unemployment tax rate to 4.0% of the first $7,000 paid each 
employee. The federal rate is 0.8%. 

Issued check to Fleet Bank in payment of the March FICA and employee income taxes. 

Issued check to the State Tax Commission for the January, February, and March state unem- 
ployment taxes. Mailed the check and the first quarter tax return to the Commission. 

Issued check payable to Fleet Bank in payment of the employer’s FUTA taxes for the first quar- 
ter of the year. 

Mailed Form 941 to the IRS, reporting the FICA taxes and the employees’ federal income tax 
withholdings for the first quarter. 


Prepare journal entries to record the transactions and events for both March and April. 


Bargen Co. entered into the following transactions involving short-term liabilities in 2010 and 2011. 


2010 
Apr. 22 


May 23 


July 15 


? 
? 


Dec. 6 








31 


2011 
? 





Required 


ROWRN = 


Purchased $4,000 of merchandise on credit from Quinn Products, terms are 1/10, n/30. Bargen 
uses the perpetual inventory system. 

Replaced the April 22 account payable to Quinn Products with a 60-day, $3,600 note bearing 
15% annual interest along with paying $400 in cash. 

Borrowed $9,000 cash from Blackhawk Bank by signing a 120-day, 10% interest-bearing note 
with a face value of $9,000. 

Paid the amount due on the note to Quinn Products at maturity. 

Paid the amount due on the note to Blackhawk Bank at maturity. 

Borrowed $16,000 cash from City Bank by signing a 45-day, 9% interest-bearing note with a 
face value of $16,000. 

Recorded an adjusting entry for accrued interest on the note to City Bank. 


Paid the amount due on the note to City Bank at maturity. 


Determine the maturity date for each of the three notes described. 

- Determine the interest due at maturity for each of the three notes. (Assume a 360-day year.) 
. Determine the interest expense to be recorded in the adjusting entry at the end of 2010. 

. Determine the interest expense to be recorded in 2011. 


5. Prepare journal entries for all the preceding transactions and events for years 2010 and 2011. 





Problem 11-2B 
Warranty expense and 
liability estimation 


P4 


On November 10, 2011, Byung Co. began operations by purchasing coffee grinders for resale. Byung uses 
the perpetual inventory method. The grinders have a 60-day warranty that requires the company to replace 
any nonworking grinder. When a grinder is returned, the company discards it and mails a new one from 
Merchandise Inventory to the customer. The company’s cost per new grinder is $14 and its retail selling 
price is $35 in both 2011 and 2012. The manufacturer has advised the company to expect warranty costs 
to equal 10% of dollar sales. The following transactions and events occurred. 


2011 


Nov. 16 
30 
Dec. 12 
18 
28 
31 


Sold 50 grinders for $1,750 cash. 

Recognized warranty expense related to November sales with an adjusting entry. 
Replaced six grinders that were returned under the warranty. 

Sold 150 grinders for $5,250 cash. 

Replaced 17 grinders that were returned under the warranty. 

Recognized warranty expense related to December sales with an adjusting entry. 
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2012 


Jan. 7 Sold 60 grinders for $2,100 cash. 


21 Replaced 38 grinders that were returned under the warranty. 

31 Recognized warranty expense related to January sales with an adjusting entry. 
Required 
1. Prepare journal entries to record these transactions and adjustments for 2011 and 2012. 
2. How much warranty expense is reported for November 2011 and for December 2011? 
3. How much warranty expense is reported for January 2012? 
4. What is the balance of the Estimated Warranty Liability account as of December 31, 2011? 
5. What is the balance of the Estimated Warranty Liability account as of January 31, 2012? 
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Check (3) $210 
(4) $378 Cr. 


(5) $56 Cr. 





Shown here are condensed income statements for two different companies (both are organized as LLCs 


and pay no income taxes). 
Virgo Company Zodiac Company 








EN $120,000 Sales oa ar EEEE EE $120,000 

Variable expenses (50%) ......... 60,000 Variable expenses (75%) ......... 90,000 

Income before interest .......... 60,000 Income before interest .......... 30,000 

Interest expense (fixed) ......... 45,000 Interest expense (fixed) ......... 15,000 

Net income: aeoea cree scacg si e,s anes $ 15,000 Netincome cane cee cee tence $ 15,000 
Required 


. Compute times interest earned for Virgo Company. 

. Compute times interest earned for Zodiac Company. 

. What happens to each company’s net income if sales increase by 10%? 
. What happens to each company’s net income if sales increase by 40%? 
. What happens to each company’s net income if sales increase by 90%? 
. What happens to each company’s net income if sales decrease by 20%? 
. What happens to each company’s net income if sales decrease by 50%? 


ONOOARWDN = 


. What happens to each company’s net income if sales decrease by 80%? 


Analysis Component 


9. Comment on the results from parts 3 through 8 in relation to the fixed-cost strategies of the two com- 
panies and the ratio values you computed in parts 1 and 2. 


Problem 11-3B 
Computing and analyzing times 
interest earned 


A 


Check (4)Virgo net income, 
$39,000 (160% increase) 


(6) Zodiac net income, 
$9,000 (40% decrease) 





Sea Biz Co. has four employees. FICA Social Security taxes are 6.2% of the first $106,800 paid to each em- 
ployee, and FICA Medicare taxes are 1.45% of gross pay. Also, its FUTA taxes are 0.8% and SUTA taxes are 
1.75% of the first $7,000 paid to each employee. The company is preparing its payroll calculations for the week 
ended September 30. Payroll records show the following information for the company’s four employees. 
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In addition to gross pay, the company must pay one-half of the $44 per employee weekly health insurance; 
each employee pays the remaining one-half. The company also contributes an extra 5% of each employ- 
ee’s gross pay (at no cost to employees) to a pension fund. 


Problem 11-4B 
Payroll expenses, withholdings, 
and taxes 


P2 P3 
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Check (3) $315.58 
(4) $73.81 
(5) $2.80 
(7) Total net pay, $4,132.61 
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Required 

Compute the following for the week ended September 30 (round amounts to the nearest cent): 

1. Each employee’s FICA withholdings for 5. Employer’s FUTA taxes. 
Social Security. 6. Employer’s SUTA taxes. 

2. Each employee’s FICA withholdings for Medicare. 7 Each employee’s net (take-home) pay. 

3. Employer’s FICA taxes for Social Security. 8. 

4. Employer’s FICA taxes for Medicare. 


Employer’s total payroll-related expense 
for each employee. 





Problem 11-5B 
Entries for payroll transactions 


P2 P3 


Check (1) Cr. Salaries Payable, 
$85,434 


(2) Dr. Payroll Taxes 
Expense, $13,509 


Palmer Company’s first weekly pay period of the year ends on January 8. On that date, the column totals 
in Palmer’s payroll register indicate its sales employees earned $69,490, its office employees earned 
$42,450, and its delivery employees earned $2,060. The employees are to have withheld from their wages 
FICA Social Security taxes at the rate of 6.2%, FICA Medicare taxes at the rate of 1.45%, $17,250 of 
federal income taxes, $2,320 of medical insurance deductions, and $275 of union dues. No employee 
earned more than $7,000 in the first pay period. 


Required 

1. Calculate FICA Social Security taxes payable and FICA Medicare taxes payable. Prepare the jour- 
nal entry to record Palmer Company’s January 8 (employee) payroll expenses and liabilities. 

2. Prepare the journal entry to record Palmer’s (employer) payroll taxes resulting from the January 8 
payroll. Palmer’s merit rating reduces its state unemployment tax rate to 3.4% of the first $7,000 paid 
each employee. The federal unemployment tax rate is 0.8%. 





Problem 11-6B4 
Entries for payroll transactions 


P2 P3 P5 


Check June 30: Cr. Salaries 
Payable, $4,641 


Check June 30: Dr. Payroll Taxes 
Expenses, $699 


July 15: Cr. Cash $1,818 
(Security Bank) 


JLK Company has five employees, each of whom earns $1,200 per month and is paid on the last day of 

each month. All five have been employed continuously at this amount since January 1. JLK uses a payroll 

bank account and special payroll checks to pay its employees. On June 1, the following accounts and bal- 
ances exist in its general ledger: 

a. FICA—Social Security Taxes Payable, $744; FICA—Medicare Taxes Payable, $174. (The balances of 
these accounts represent total liabilities for both the employer’s and employees’ FICA taxes for the 
May payroll only.) 

b. Employees’ Federal Income Taxes Payable, $900 (liability for May only). 

c. Federal Unemployment Taxes Payable, $96 (liability for April and May together). 

d. State Unemployment Taxes Payable, $480 (liability for April and May together). 

During June and July, the company had the following payroll transactions. 


June 15 Issued check payable to Security Bank, a federal depository bank authorized to accept em- 

ployers’ payments of FICA taxes and employee income tax withholdings. The $1,818 check 

is in payment of the May FICA and employee income taxes. 

30 Recorded the June payroll and transferred funds from the regular bank account to the payroll 
bank account. Issued checks payable to each employee in payment of the June payroll. The 


payroll register shows the following summary totals for the June pay period. 


Salaries and Wages 





Federal 
Office Shop Gross FICA Income Net 
Salaries Wages Pay Taxes* Taxes Pay 
$2,000 $4,000 $6,000 $372 $900 $4,641 
$ 87 


* FICA taxes are Social Security and Medicare, respectively. 


30 Recorded the employer’s payroll taxes resulting from the June payroll. The company has a 
merit rating that reduces its state unemployment tax rate to 4.0% of the first $7,000 paid each 
employee. The federal rate is 0.8%. 

July 15 Issued check payable to Security Bank in payment of the June FICA and employee income taxes. 

15 Issued check to the State Tax Commission for the April, May and June state unemployment 
taxes. Mailed the check and the second quarter tax return to the State Tax Commission. 

31 Issued check payable to Security Bank in payment of the employer’s FUTA taxes for the first 
quarter of the year. 

31 Mailed Form 941 to the IRS, reporting the FICA taxes and the employees’ federal income tax 
withholdings for the second quarter. 
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Required 


Prepare journal entries to record the transactions and events for both June and July. 


(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, 
to use the Working Papers that accompany the book.) 


SP 11 Review the February 26 and March 25 transactions for Business Solutions (SP 5) from Chapter 5. 


Required 


1. Assume that Lyn Addie is an unmarried employee. Her $1,000 of wages are subject to no deductions 
other than FICA Social Security taxes, FICA Medicare taxes, and federal income taxes. Her federal 
income taxes for this pay period total $159. Compute her net pay for the eight days’ work paid on 
February 26. (Round amounts to the nearest cent.) 


N 


Record the journal entry to reflect the payroll payment to Lyn Addie as computed in part 1. 


3. Record the journal entry to reflect the (employer) payroll tax expenses for the February 26 payroll pay- 
ment. Assume Lyn Addie has not met earnings limits for FUTA and SUTA—the FUTA rate is 0.8% 
and the SUTA rate is 4% for Business Solutions. (Round amounts to the nearest cent.) 


4. Record the entry(ies) for the merchandise sold on March 25 if a 4% sales tax rate applies. 


CP 11 Bug-Off Exterminators provides pest control services and sells extermination products manufac- 
tured by other companies. The following six-column table contains the company’s unadjusted trial bal- 
ance as of December 31, 2011. 


BUG-OFF EXTERMINATORS 
December 31,2011 


Unadjusted Adjusted 


Trial Balance Adjustments Trial Balance 





Allowance for doubtful accounts ....... $ 828 
Merchandise inventory ............... 11,700 
Truks rere miata aii oat ace eer 32,000 
Accum. depreciation—Trucks.......... 0 
Equipment see ene suns urge savers nee secrets 45,000 
Accum. depreciation—Equipment ...... 12,200 
Accounts payable.................00- 5,000 
Estimated warranty liability............ 1,400 
Unearned services revenue ........... 0 
Interest payable spre rt T; 0 
Long-term notes payable ............. 15,000 
DiBugzs Capital P a arse rnsccrere aac 59,700 
D. Buggs, Withdrawals ................ 10,000 
Extermination services revenue ........ 60,000 
Interestimevenue meoo EE 872 
Sales (of merchandise) ............... 71,026 
Cost of goods sold .................. 46,300 
Depreciation expense—Trucks ........ 0 
Depreciation expense—Equipment ..... 0 
Wages expense iti eierne ee 35,000 
Interest expense ................006. 0 
Rentiexpense: sos it cients wee cco 9,000 
Bad debts expense .................. 0 
Miscellaneous expense ............... 1,226 
Repalistexpensc matt E ett 8,000 
Utilities expense .................... 6,800 
Warranty expense e 0 





lotalsven ee een eee ere $226,026 $226,026 








SERIAL PROBLEM 


Business Solutions 


P2 P3 C 


COMPREHENSIVE 
PROBLEM 


Bug-Off Exterminators 
(Review of Chapters 1-11) 
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Check 


(1a) Cash bal. $15,750 
(1b) $551 credit 


(1f) Estim. warranty 
liability, $2,844 Cr. 
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The following information in a through h applies to the company at the end of the current year. 
a. The bank reconciliation as of December 31, 2011, includes the following facts. 


Gashybalance! per bank a ae oe a e rants $15,100 
Cash balance per books n re a e e 17,000 
Outstanding checks rarer r A E A E 1,800 
Depositimitransit rr aE cars A E 2,450 
Interest earned (on bank account) .................. 52 
Bank service charges (miscellaneous expense) ........ 15 


Reported on the bank statement is a canceled check that the company failed to record. (Information 
from the bank reconciliation allows you to determine the amount of this check, which is a payment on 
an account payable.) 


. An examination of customers’ accounts shows that accounts totaling $679 should be written off as 


uncollectible. Using an aging of receivables, the company determines that the ending balance of the 
Allowance for Doubtful Accounts should be $700. 


. A truck is purchased and placed in service on January 1, 2011. Its cost is being depreciated with the 


straight-line method using the following facts and estimates. 


@riginalicosteemrrrn priest rel: $32,000 
Expected salvage value ........ 8,000 
Useful life (years) ............ 4 


. Two items of equipment (a sprayer and an injector) were purchased and put into service in early January 


2009. They are being depreciated with the straight-line method using these facts and estimates. 


Sprayer Injector 


OniginalicOst. 5. $27,000 $18,000 
Expected salvage value ........ 3,000 2,500 
Useful life (years) ............ 8 5 


. On August 1, 2011, the company is paid $3,840 cash in advance to provide monthly service for an 


apartment complex for one year. The company began providing the services in August. When the cash 
was received, the full amount was credited to the Extermination Services Revenue account. 


. The company offers a warranty for the services it sells. The expected cost of providing warranty ser- 


vice is 2.5% of the extermination services revenue of $57,760 for 2011. No warranty expense has been 
recorded for 2011. All costs of servicing warranties in 2011 were properly debited to the Estimated 
Warranty Liability account. 


- The $15,000 long-term note is an 8%, five-year, interest-bearing note with interest payable annually 


on December 31. The note was signed with First National Bank on December 31, 2011. 


. The ending inventory of merchandise is counted and determined to have a cost of $11,700. Bug-Off 


uses a perpetual inventory system. 


Required 


1. Use the preceding information to determine amounts for the following items. 


a. Correct (reconciled) ending balance of Cash, and the amount of the omitted check. 

. Adjustment needed to obtain the correct ending balance of the Allowance for Doubtful Accounts. 
. Depreciation expense for the truck used during year 2011. 

. Depreciation expense for the two items of equipment used during year 2011. 


oaos 


- The adjusted 2011 ending balances of the Extermination Services Revenue and Unearned Services 
Revenue accounts. 
f. The adjusted 2011 ending balances of the accounts for Warranty Expense and Estimated Warranty 
Liability. 
g. The adjusted 2011 ending balances of the accounts for Interest Expense and Interest Payable. 
(Round amounts to nearest whole dollar.) 
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2. Use the results of part 1 to complete the six-column table by first entering the appropriate adjustments 
for items a through g and then completing the adjusted trial balance columns. (Hint: Item b requires 
two adjustments.) 

3. Prepare journal entries to record the adjustments entered on the six-column table. Assume Bug-Off’s 
adjusted balance for Merchandise Inventory matches the year-end physical count. 

4. Prepare a single-step income statement, a statement of owner’s equity (cash withdrawals during 2011 
were $10,000), and a classified balance sheet. 


Beyond the Numbers 


BTN 11-1 Refer to the financial statements of Research In Motion in Appendix A to answer the following. 

1. Compute times interest earned for the fiscal years ended 2010, 2009, and 2008. Comment on RIM’s 
ability to cover its interest expense for this period. Assume interest expense of $1, $502, and $31 for 
fiscal years ended 2010, 2009, and 2008 ($ thousands); and, assume an industry average of 18.1 for 
times interest earned. 

2. RIM’s current liabilities include “deferred revenue”; assume that this account reflects “Unredeemed 
gift card liabilities.” Explain how this liability is created and how RIM satisfies this liability. 

3. Does RIM have any commitments or contingencies? Briefly explain them. 


Fast Forward 


4. Access RIM’s financial statements for fiscal years ending after February 27, 2010, at its Website 
(RIM.com) or the SEC’s EDGAR database (www.SEC.gov). Compute its times interest earned for 
years ending after February 27, 2010, and compare your results to those in part 1. 
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(2) Adjusted trial balance 
totals, $238,207 


(4) Net income, $9,274; 
Total assets, $82,771 


REPORTING IN 
ACTION 


Al A 


RIM 








BTN 11-2 Key figures for Research In Motion and Apple follow. (Interest expense figures for Apple 








are assumed as it has no interest expense for these years.) COMPARATIVE 
ANALYSIS 
Research In Motion Al iA} 
One 
Current Year Current RIM 
($ millions) Year Prior Year 
Apple 
Net income ............ $2,457.144 $1,892.616 $1,293.867 $8,235 $6,119 $3,495 
Income taxes ........... 809.366 907.747 516.653 3,831 2,828 1,511 
Interest expense ........ .001 502 .03 | 3 2 l 
Required 
1. Compute times interest earned for the three years’ data shown for each company. 
2. Comment on which company appears stronger in its ability to pay interest obligations if income should 
decline. Assume an industry average of 18.1. 
BTN 11-3 Connor Bly is a sales manager for an automobile dealership. He earns a bonus each year basedon ETHICS 
revenue from the number of autos sold in the year less related warranty expenses. Actual warranty expenses CHALLENGE 


have varied over the prior 10 years from a low of 3% of an automobile’s selling price to a high of 10%. In the 

past, Bly has tended to estimate warranty expenses on the high end to be conservative. He must work with the 

dealership’s accountant at year-end to arrive at the warranty expense accrual for cars sold each year. 

1. Does the warranty accrual decision create any ethical dilemma for Bly? 

2. Since warranty expenses vary, what percent do you think Bly should choose for the current year? 
Justify your response. 


"A 





BTN 11-4 Dustin Clemens is the accounting and finance manager for a manufacturer. At year-end, he 
must determine how to account for the company’s contingencies. His manager, Madeline Pretti, objects to 
Clemens’s proposal to recognize an expense and a liability for warranty service on units of a new product 
introduced in the fourth quarter. Pretti comments, “There’s no way we can estimate this warranty cost. We 
don’t owe anyone anything until a product fails and it is returned. Let’s report an expense if and when we 
do any warranty work.” 


Required 


Prepare a one-page memorandum for Clemens to send to Pretti defending his proposal. 


COMMUNICATING 
IN PRACTICE 


Ge 
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TAKING IT TO 
THE NET 


Ci "BO 


BTN 11-5 Access the February 26, 2010, filing of the December 31, 2009, annual 10-K report of 
McDonald’s Corporation (Ticker: MCD), which is available from Www.SEC.gov. 


Required 
1. Identify the current liabilities on McDonald’s balance sheet as of December 31, 2009. 
2. What portion (in percent) of McDonald’s long-term debt matures within the next 12 months? 


3. Use the consolidated statement of income for the year ended December 31, 2009, to compute 
McDonald’s times interest earned ratio. Comment on the result. Assume an industry average of 12.0. 





TEAMWORK IN 
ACTION 


(2 P1 


BTN 11-6 Assume that your team is in business and you must borrow $6,000 cash for short-term needs. 
You have been shopping banks for a loan, and you have the following two options. 


A. Sign a $6,000, 90-day, 10% interest-bearing note dated June 1. 
B. Sign a $6,000, 120-day, 8% interest-bearing note dated June 1. 


Required 
1. Discuss these two options and determine the best choice. Ensure that all teammates concur with the 
decision and understand the rationale. 
2. Each member of the team is to prepare one of the following journal entries. 
a. Option A—at date of issuance. 
b. Option B—at date of issuance. 
c. Option A—at maturity date. 
d. Option B—at maturity date. 


3. In rotation, each member is to explain the entry he or she prepared in part 2 to the team. Ensure that 
all team members concur with and understand the entries. 


4. Assume that the funds are borrowed on December 1 (instead of June 1) and your business operates on 
a calendar-year reporting period. Each member of the team is to prepare one of the following entries. 


a. Option A—the year-end adjustment. 
b. Option B—the year-end adjustment. 
c. Option A—at maturity date. 
d. Option B—at maturity date. 


5. In rotation, each member is to explain the entry he or she prepared in part 4 to the team. Ensure that 
all team members concur with and understand the entries. 
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BTN 11-7 Review the chapter’s opening feature about Matt and Bryan Walls, and their start-up com- 
pany, SnorgTees. Assume that these young entrepreneurs are considering expanding their business to 
open an outlet in Europe. Assume their current income statement is as follows. 


SNORGTEES 


Income Statement 
For Year Ended December 31, 2011 





Sales re aenn annae nase nak nee $1,000,000 
Cost of goods sold (30%) .......... 300,000 
Gross Profit maaan di aenean 700,000 
Operating expenses (25%) ........ 250,000 
Netiincome:saccssneactaennacee $ 450,000 


SnorgTees currently has no interest-bearing debt. If it expands to open a European location, it will require 
a $300,000 loan. SnorgTees has found a bank that will loan it the money on a 7% note payable. The com- 
pany believes that, at least for the first few years, sales at its European location will be $250,000, and that 
all expenses (including cost of goods sold) will follow the same patterns as its current locations. 
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Required 


1. Prepare an income statement (showing three separate columns for current operations, European, and 
total) for SnorgTees assuming that it borrows the funds and expands to Europe. Annual revenues for 
current operations are expected to remain at $1,000,000. 


2. Compute SnorgTees’ times interest earned under the expansion assumptions in part 1. 


3. Assume sales at its European location are $400,000. Prepare an income statement (with columns for 
current operations, European, and total) for the company and compute times interest earned. 


4. Assume sales at its European location are $100,000. Prepare an income statement (with columns for 
current operations, European, and total) for the company and compute times interest earned. 


5. Comment on your results from parts 1 through 4. 
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BTN 11-8 Check your phone book or the Social Security Administration Website (www.SSA.goy) to 
locate the Social Security office near you. Visit the office to request a personal earnings and estimate form. 
Fill out the form and mail according to the instructions. You will receive a statement from the Social Se- 
curity Administration regarding your earnings history and future Social Security benefits you can receive. 
(Formerly the request could be made online. The online service has been discontinued and is now under 
review by the Social Security Administration due to security concerns.) It is good to request an earnings 
and benefit statement every 5 to 10 years to make sure you have received credit for all wages earned and 
for which you and your employer have paid taxes into the system. 


BTN 11-9 Nokia, Research In Motion, and Apple are all competitors in the global marketplace. Com- 
parative figures for Nokia (www.Nokia.com), along with selected figures from Research In Motion and 
Apple, follow. 
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"BA 


Nokia NOKIA 
(EUR millions) Research In Motion Apple RIM 
Current Prior Current Prior Current Prior 
Key Figures Year Year Year Year Year Year Apple 
Net income ................. 260 3,889 — — — — 
Income taxes ............0005 702 1,081 — — — — 
Interest expense ............. 243 185 — — — — 
Times interest earned......... ? ? 3,267 5,579 4,023 4,475 
Required 
1. Compute the times interest earned ratio for the most recent two years for Nokia using the data shown. 
2. Which company of the three presented provides the best coverage of interest expense? Explain. 
ANSWERS TO MULTIPLE CHOICE QUIZ 
1. b; $6,000 x 0.05 x 30/360 = $25 4. c; 10,000 television sets X .01 X $250 = $25,000 
2. e; $50,000 X (.062 + .0145) = $3,825 5. a; 150 employees X $175 per day X 1 vacation day earned = $26,250 


3. b; $7,000 x (.008 + .054) = $434 
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A Look Back 








A Look at This Chapter A Look Ahead 


Chapter 11 focused on how current liabili- This chapter explains the partnership Chapter 13 extends our discussion to 
ties are identified, computed, recorded, form of organization. Important partner the corporate form of organization. We 
and reported. Attention was directed at ship characteristics are described along describe the accounting and reporting 
notes, payroll, sales taxes, warranties, with the accounting concepts and for stock issuances, dividends, and 
employee benefits, and contingencies. procedures for its most fundamental other equity transactions. 


transactions. 


CAP 








CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Identify characteristics of partnerships A Compute partner return on equity P1 Prepare entries for partnership 
and similar organizations. (p. 480) and use it to evaluate partnership formation. (p. 483) 


performance. (p. 492) . 
P? Allocate and record income and loss 


among partners. (p. 483) 


P3 Account for the admission and 
withdrawal of partners. (p. 486) 


LPI2 





P4 Prepare entries for partnership 
liquidation. (p. 490) 





Decision Insight 


Let's Do Eco-Lunch 


“We are making a difference” 
— CHANCE CLAXTON AND LYNN JULIAN 





PHOEN|IX—Believe it or not, nearly 20,000 pounds of trash is 
generated annually from the typical elementary school. “When 
we researched it,’ explains Chance Claxton, “We discovered 
that 67 pounds of lunchtime trash is created by each schoolage 
child each school year.” Armed with that evidence, and as moth- 
ers of young children, Chance, along with partner Lynn Julian, 
felt an urgent need to respond. The result is 
(KidsKonserve.com), a start-up partnership that sells reusable 
and recycled food kits. “With waste from snack and lunch breaks 
at an all-time high,” says Chance, “Kids Konserve is empowering 
parents and kids with information and a reusable product that 
will help . . . decrease waste in community landfills.” 

While Chance focuses on the design and sales side, Lynn’s 
focus is on the accounting, marketing, and financial side of Kids 
Konserve. Her knowledge of partnerships and their financial 
implications are important to Kid Konserve's success. Lynn 
explains that she is working on a model for fund-raising 
opportunities to further expand their product opportunities. Both 
partners stress the importance of attending to partnership 





ormation, partnership agreements, and financial reports to stay 
afloat. They refer to the partners’ return on equity and establish- 
ing the proper organizational form as key inputs to partnership 
strategies and decisions. 

Success is causing their partnership to evolve, but the part- 
ners adhere to an eco-focused mentality. “The best part of be- 
ing a ‘mompreneur’ is that | am doing something for myself, for 
others, for my family, and for the earth,” insists Chance. “It is a 
great feeling to have my children watch me work.” 

The partners continue to apply strict accounting fundamen- 
tals. Lynn explains that their partnership cannot survive unless 
the business is profitable, even with their noble agenda. To that 
end, both partners review their accounting results and regularly 
assess the partnership's costs and revenues. Nevertheless, 
Lynn emphasizes their greater goal: “We're delivering a program 
that reduces waste on campus. I'd say that deserves an A+.” 





[Sources: Kids Konserve Website, January 2011; Entrepreneur, October 
2009; MomBites.com, September 2009; Daily Grommet, September 2009] 





Chapter Preview 





The three basic types of business organizations are proprietorships, 
partnerships, and corporations. Partnerships are similar to proprietor 
ships, except they have more than one owner. This chapter explains 
partnerships and looks at several variations of them such as limited 
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partnership 
characteristics 

e Choice of business 

form 


partnerships, limited liability partnerships, S corporations, and limited 
liability companies. Understanding the advantages and disadvan- 
tages of the partnership form of business organization is important 
for making informed business decisions. 
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e No capital deficiency 
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PARTNERSHIP FORM OF ORGANIZATION 





C1 Identify characteristics of 
partnerships and similar 








organizations. 





Point: When a new partner is admitted, 


all parties usually must agree to the 
admission. 


Point: The end of a partnership is 
referred to as its dissolution. 


Point: Partners are taxed on their 
share of partnership income, not on their 
withdrawals. 


A partnership is an unincorporated association of two or more people to pursue a business for 
profit as co-owners. Many businesses are organized as partnerships. They are especially com- 
mon in small retail and service businesses. Many professional practitioners, including physi- 
cians, lawyers, investors, and accountants, also organize their practices as partnerships. 


Characteristics of Partnerships 


Partnerships are an important type of organization because they offer certain advantages with 
their unique characteristics. We describe these characteristics in this section. 


Voluntary Association A partnership is a voluntary association between partners. Join- 
ing a partnership increases the risk to one’s personal financial position. Some courts have ruled 
that partnerships are created by the actions of individuals even when there is no express agree- 
ment to form one. 


Partnership Agreement Forming a partnership requires that two or more legally com- 
petent people (who are of age and of sound mental capacity) agree to be partners. Their agree- 
ment becomes a partnership contract, also called articles of copartnership. Although it should 
be in writing, the contract is binding even if it is only expressed verbally. Partnership agree- 
ments normally include details of the partners’ (1) names and contributions, (2) rights and du- 
ties, (3) sharing of income and losses, (4) withdrawal arrangement, (5) dispute procedures, 
(6) admission and withdrawal of partners, and (7) rights and duties in the event a partner dies. 


Limited Life The life of a partnership is limited. Death, bankruptcy, or any event taking 
away the ability of a partner to enter into or fulfill a contract ends a partnership. Any one of the 
partners can also terminate a partnership at will. 


Taxation A partnership is not subject to taxes on its income. The income or loss of a part- 
nership is allocated to the partners according to the partnership agreement, and it is included in 
determining the taxable income for each partner’s tax return. Partnership income or loss is 
allocated each year whether or not cash is distributed to partners. 


Mutual Agency Mutual agency implies that each partner is a fully authorized agent of the 
partnership. As its agent, a partner can commit or bind the partnership to any contract within the 
scope of the partnership business. For instance, a partner in a merchandising business can sign 
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contracts binding the partnership to buy merchandise, lease a store building, borrow money, or hire 
employees. These activities are all within the scope of a merchandising firm. A partner in a law 
firm, acting alone, however, cannot bind the other partners to a contract to buy snowboards for 
resale or rent an apartment for parties. These actions are outside the normal scope of a law firm’s 
business. Partners also can agree to limit the power of any one or more of the partners to negotiate 
contracts for the partnership. This agreement is binding on the partners and on outsiders who know 
it exists. It is not binding on outsiders who do not know it exists. Outsiders unaware of the agree- 
ment have the right to assume each partner has normal agency powers for the partnership. Mutual 
agency exposes partners to the risk of unwise actions by any one partner. 


Unlimited Liability Unlimited liability implies that each partner can be called on to pay 
a partnership’s debts. When a partnership cannot pay its debts, creditors usually can apply their 
claims to partners’ personal assets. If a partner does not have enough assets to meet his or her 
share of the partnership debt, the creditors can apply their claims to the assets of the other part- 
ners. A partnership in which all partners have mutual agency and unlimited liability is called a 
general partnership. Mutual agency and unlimited liability are two main reasons that most 
general partnerships have only a few members. 


Co-Ownership of Property Partnership assets are owned jointly by all partners. Any 
investment by a partner becomes the joint property of all partners. Partners have a claim on 
partnership assets based on their capital account and the partnership contract. 


Organizations with Partnership Characteristics 


Organizations exist that combine certain characteristics of partnerships with other forms of or- 
ganizations. We discuss several of these forms in this section. 


Limited Partnerships Some individuals who want to invest in a partnership are unwilling 
to accept the risk of unlimited liability. Their needs can be met with a limited partnership. This 
type of organization is identified in its name with the words “Limited Partnership” or “Ltd.” or 
“LP.” A limited partnership has two classes of partners, general and limited. At least one partner 
must be a general partner, who assumes management duties and unlimited liability for the debts 
of the partnership. The limited partners have no personal liability beyond the amounts they in- 
vest in the partnership. Limited partners have no active role except as specified in the partnership 
agreement. A limited partnership agreement often specifies unique procedures for allocating 
income and losses between general and limited partners. The accounting procedures are similar 
for both limited and general partnerships. 


@ Decision 





Nutty Partners The Hawaii-based ML Macadamia Orchards LP is one 
of the world’s largest growers of macadamia nuts. It reported the following 
partners’ capital balances ($ 000s) in its balance sheet: E 





General Partner ...... $ 8l 
Limited Partners...... $43,560 














Limited Liability Partnerships Most states allow individuals to form a limited liability 
partnership. This is identified in its name with the words “Limited Liability Partnership” or by 
“LLP.” This type of partnership is designed to protect innocent partners from malpractice or neg- 
ligence claims resulting from the acts of another partner. When a partner provides service result- 
ing in a malpractice claim, that partner has personal liability for the claim. The remaining partners 
who were not responsible for the actions resulting in the claim are not personally liable for it. 
However, most states hold all partners personally liable for other partnership debts. Accounting 
for a limited liability partnership is the same as for a general partnership. 
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The Signing Ceremony 





Point: The majority of states adhere 
to the Uniform Partnership Act for 

the basic rules of partnership formation, 
operation, and dissolution. 


Point: Limited life, mutual agency, and 
unlimited liability are disadvantages of a 
partnership. 


Point: Many accounting services firms 
are set up as LLPs. 
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Point: The majority of proprietorships 
and partnerships that are organized today 
are set up as LLCs. 


Point: Accounting for LLCs is similar 
to that for partnerships (and proprietor- 
ships). One difference is that Owner 
(Partner), Capital is usually called Mem- 
bers, Capital for LLCs. 


Point: The Small Business Administra- 
tion provides suggestions and informa- 

tion on setting up the proper form for 

your organization—see SBA.gov. 
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S Corporations Certain corporations with 100 or fewer stockholders can elect to be treated 
as a partnership for income tax purposes. These corporations are called Sub-Chapter S or simply 
S corporations. This distinguishes them from other corporations, called Sub-Chapter C or sim- 
ply C corporations. S corporations provide stockholders the same limited liability feature that 
C corporations do. The advantage of an S corporation is that it does not pay income taxes. If 
stockholders work for an S corporation, their salaries are treated as expenses of the corporation. 
The remaining income or loss of the corporation is allocated to stockholders for inclusion on 
their personal tax returns. Except for C corporations having to account for income tax expenses 
and liabilities, the accounting procedures are the same for both S and C corporations. 


Limited Liability Companies A relatively new form of business organization is the 
limited liability company. The names of these businesses usually include the words “Limited 
Liability Company” or an abbreviation such as “LLC” or “LC.” This form of business has cer- 
tain features similar to a corporation and others similar to a limited partnership. The owners, 
who are called members, are protected with the same limited liability feature as owners of cor- 
porations. While limited partners cannot actively participate in the management of a limited 
partnership, the members of a limited liability company can assume an active management role. 
A limited liability company usually has a limited life. For income tax purposes, a limited liabil- 
ity company is typically treated as a partnership. This treatment depends on factors such as 
whether the members’ equity interests are freely transferable and whether the company has 
continuity of life. A limited liability company’s accounting system is designed to help manage- 
ment comply with the dictates of the articles of organization and company regulations adopted 
by its members. The accounting system also must provide information to support the company’s 
compliance with state and federal laws, including taxation. 


Choosing a Business Form 


Choosing the proper business form is crucial. Many factors should be considered, including 
taxes, liability risk, tax and fiscal year-end, ownership structure, estate planning, business risks, 
and earnings and property distributions. The following table summarizes several important char- 
acteristics of business organizations: 


Proprietorship Partnership LLP LLC SCorp. Corporation 
Business entity ......... Yes Yes Yes Yes Yes Yes 
Legal entity ............ No No No Yes Yes Yes 
Limited liability ......... No No Limited* Yes Yes Yes 
Business taxed .......... No No No No No Yes 
One owner allowed ..... Yes No No Yes Yes Yes 


* A partner’s personal liability for LLP debts is limited. Most LLPs carry insurance to protect against malpractice. 


We must remember that this table is a summary, not a detailed list. Many details underlie each 
of these business forms, and several details differ across states. Also, state and federal laws 
change, and a body of law is still developing around LLCs. Business owners should look at 
these details and consider unique business arrangements such as organizing various parts of 
their businesses in different forms. 


Quick Check Answers — p. 495 Kil 


1. A partnership is terminated in the event (a) a partnership agreement is not in writing, 
(b) a partner dies, (c) a partner exercises mutual agency. 
2. What does the term unlimited liability mean when applied to a general partnership? 


3. Which of the following forms of organization do not provide limited liability to all of its 
owners? (a) S corporation, (b) limited liability company, (c) limited partnership. 
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BASIC PARTNERSHIP ACCOUNTING 


Since ownership rights in a partnership are divided among partners, partnership accounting 


© Uses a capital account for each partner. 
@ Uses a withdrawals account for each partner. 
e Allocates net income or loss to partners according to the partnership agreement. 


This section describes partnership accounting for organizing a partnership, distributing income 
and loss, and preparing financial statements. 


Organizing a Partnership 


When partners invest in a partnership, their capital accounts are credited for the invested 
amounts. Partners can invest both assets and liabilities. Each partner’s investment is recorded 
at an agreed-on value, normally the market values of the contributed assets and liabilities at 
the date of contribution. To illustrate, Kayla Zayn and Hector Perez organize a partnership on 
January 11 called BOARDS that offers year-round facilities for skateboarding and snowboarding. 
Zayn’s initial net investment in BOARDS is $30,000, made up of cash ($7,000), boarding fa- 
cilities ($33,000), and a note payable reflecting a bank loan for the new business ($10,000). 
Perez’s initial investment is cash of $10,000. These amounts are the values agreed on by both 
partners. The entries to record these investments follow. 


Zayn’s Investment 


Jan. 11 Sie errata A ee este Tet er Ss oa AE Eon rei Rt 7,000 

Boarding facilities n- ce eae ceee eee snare ooosisys 33,000 
Note payable ss ses cscs ne saree sauce tamsaus aes 10,000 
K Zayn, Capital oee neee aee n a e E 30,000 

To record the investment of Zayn. 
Perez’s Investment 

Jan. 11 ROSIN Genie Sera hae ee ee eee aE E A 10,000 

HiRerez Capital PEA A tenet cricnt rate 10,000 


To record the investment of Perez. 


In accounting for a partnership, the following additional relations hold true: (1) Partners’ with- 
drawals are debited to their own separate withdrawals accounts. (2) Partners’ capital accounts 
are credited (or debited) for their shares of net income (or net loss) when closing the accounts at 
the end of a period. (3) Each partner’s withdrawals account is closed to that partner’s capital 
account. Separate capital and withdrawals accounts are kept for each partner. 


@ Decision Insi 





Broadway Partners Big River Productions is a partnership that 
owns the rights to the play Big River. The play is performed on tour and 
periodically on Broadway. For a recent yearend, its Partners’ Capital 
was approximately $300,000, and it was distributed in its entirety to 
the partners. E 





Dividing Income or Loss 


Partners are not employees of the partnership but are its owners. If partners devote their time 
and services to their partnership, they are understood to do so for profit, not for salary. This 
means there are no salaries to partners that are reported as expenses on the partnership income 
statement. However, when net income or loss of a partnership is allocated among partners, the 
partners can agree to allocate “salary allowances” reflecting the relative value of services 








p Prepare entries for partner 
ship formation. 











Assets = Liabilities + Equity 
+7,000 +10,000 +30,000 
+33,000 

Assets = Liabilities + Equity 
+10,000 +10,000 


Point: Both equity and cash are 
reduced when a partner withdraws 
cash from a partnership. 





P Allocate and record income 
and loss among partners. 
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Point: Partners can agree on a ratio to 
divide income and another ratio to divide 
a loss. 


Point: The fractional basis can be 
stated as a proportion, ratio, or per- 
cent. For example, a 3:2 basis is the 
same as % and %4, or 60% and 40%. 


Assets = Liabilities + Equity 

—60,000 
+40,000 
+20,000 





Point: To determine the percent of 
income received by each partner, divide 
an individual partner’s share by total net 
income. 


Point: When allowances exceed 
income, the amount of this negative 
balance often is referred to as a shar- 
ing agreement loss or deficit. 


Point: Check to make sure the sum of 
the dollar amounts allocated to each 
partner equals net income or loss. 
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provided. Partners also can agree to allocate “interest allowances” based on the amount invested. 
For instance, since Zayn contributes three times the investment of Perez, it is only fair that this 
be considered when allocating income between them. Like salary allowances, these interest 
allowances are not expenses on the income statement. 

Partners can agree to any method of dividing income or loss. In the absence of an agreement, 
the law says that the partners share income or loss of a partnership equally. If partners agree on 
how to share income but say nothing about losses, they share losses the same way they share 
income. Three common methods to divide income or loss use (1) a stated ratio basis, (2) the 
ratio of capital balances, or (3) salary and interest allowances and any remainder according to a 
fixed ratio. We explain each of these methods in this section. 


Allocation on Stated Ratios The stated ratio (also called the income-and-loss-sharing ra- 
tio, the profit and loss ratio, or the P&L ratio) method of allocating partnership income or loss gives 
each partner a fraction of the total. Partners must agree on the fractional share each receives. To il- 
lustrate, assume the partnership agreement of K. Zayn and H. Perez says Zayn receives two-thirds 
and Perez one-third of partnership income and loss. If their partnership’s net income is $60,000, it 
is allocated to the partners when the Income Summary account is closed as follows. 


Dec. 31 Income Summary a a teen crate ret 60,000 
Ki Zayn- Capita lea A E einer etn recite 40,000 
H Perez Capitala n a a a A eet srr tae: 20,000 


To allocate income and close Income Summary. 


Allocation on Capital Balances The capital balances method of allocating partner- 
ship income or loss assigns an amount based on the ratio of each partner’s relative capital bal- 
ance. If Zayn and Perez agree to share income and loss on the ratio of their beginning capital 
balances —Zayn’s $30,000 and Perez’s $10,000—Zayn receives three-fourths of any income or 
loss ($30,000/$40,000) and Perez receives one-fourth ($10,000/$40,000). The journal entry 
follows the same format as that using stated ratios (see the preceding entries). 


Allocation on Services, Capital, and Stated Ratios The services, capital, and 
stated ratio method of allocating partnership income or loss recognizes that service and capital 
contributions of partners often are not equal. Salary allowances can make up for differences in 
service contributions. Interest allowances can make up for unequal capital contributions. Also, 
the allocation of income and loss can include both salary and interest allowances. To illustrate, 
assume that the partnership agreement of K. Zayn and H. Perez reflects differences in service 
and capital contributions as follows: (1) annual salary allowances of $36,000 to Zayn and 
$24,000 to Perez, (2) annual interest allowances of 10% of a partner’s beginning-year capital 
balance, and (3) equal share of any remaining balance of income or loss. These salaries and in- 
terest allowances are not reported as expenses on the income statement. They are simply a 
means of dividing partnership income or loss. The remainder of this section provides two illus- 
trations using this three-point allocation agreement. 


Illustration when income exceeds allowance. If BOARDS has first-year net income of 
$70,000, and Zayn and Perez apply the three-point partnership agreement described in the prior 
paragraph, income is allocated as shown in Exhibit 12.1. Zayn gets $42,000 and Perez gets 
$28,000 of the $70,000 total. 


Illustration when allowances exceed income. The sharing agreement between Zayn and Perez 
must be followed even if net income is less than the total of the allowances. For example, if 
BOARDS’ first-year net income is $50,000 instead of $70,000, it is allocated to the partners as 
shown in Exhibit 12.2. Computations for salaries and interest are identical to those in Exhibit 12.1. 
However, when we apply the total allowances against income, the balance of income is negative. 
This $(14,000) negative balance is allocated equally to the partners per their sharing agreement. 
This means that a negative $(7,000) is allocated to each partner. In this case, Zayn ends up with 
$32,000 and Perez with $18,000. If BOARDS had experienced a net loss, Zayn and Perez would 
share it in the same manner as the $50,000 income. The only difference is that they would have 
begun with a negative amount because of the loss. Specifically, the partners would still have been 
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Zayn Perez Total 


Net income auc eaaa aR $70,000 





Salary allowances 
O E OE S $ 36,000 
$ 24,000 
Interest allowances 
Zayn (10% X $30,000) ......... 
Perez (10% x $10,000) 


Total salaries and interest ......... 


3,000 
1,000 
25,000 








39,000 64,000 


Balance of income ............ — 6,000 

Balance allocated equally 

3,000 <——_—_—_—___ 
3,000 <— 


6,000 











$42,000 $28,000 








Zayn Perez Total 


Netincomeé eenn enea e ee $50,000 





Salary allowances 
E E a E $ 36,000 
$ 24,000 
Interest allowances 
Zayn (10% X $30,000) ......... 
Perez (10% x $10,000) 


Total salaries and interest ......... 


3,000 
1,000 
25,000 





39,000 64,000 


(14,000) 





Balance of income ............ 
Balance allocated equally 
a a S A E (7,000) 
(7,000) 
(14,000) 
Balance of income ............ $ 0 


$32,000 $18,000 














allocated their salary and interest allowances, further adding to the negative balance of the loss. 
This total negative balance after salary and interest allowances would have been allocated equally 
between the partners. These allocations would have been applied against the positive numbers 
from any allowances to determine each partner’s share of the loss. 









Quick Check Answer — p. 495 


4. Denzel and Shantell form a partnership by contributing $70,000 and $35,000, respectively. 
They agree to an interest allowance equal to 10% of each partner's capital balance at the 
beginning of the year, with the remaining income shared equally. Allocate first-year income 
of $40,000 to each partner. 


Partnership Financial Statements 


Partnership financial statements are similar to those of other organizations. The statement of 
partners’ equity, also called statement of partners’ capital, is one exception. It shows each part- 
ner’s beginning capital balance, additional investments, allocated income or loss, withdrawals, 
and ending capital balance. To illustrate, Exhibit 12.3 shows the statement of partners’ equity for 
BOARDS prepared using the sharing agreement of Exhibit 12.1. Recall that BOARDS’ income 
was $70,000; also, assume that Zayn withdrew $20,000 and Perez $12,000 at year-end. 
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EXHIBIT 12.1 


Dividing Income When Income 
Exceeds Allowances 


EXHIBIT 12.2 


Dividing Income When Allowances 
Exceed Income 


Point: When a loss occurs, it is possible 
for a specific partner’s capital to increase 
(when closing income summary) if that 
partner’s allowance is in excess of his or 
her share of the negative balance. This 
implies that decreases to the capital 
balances of other partners exceed 

the partnership’s loss amount. 
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EXHIBIT 12.3 


Statement of Partners’ Equity 
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BOARDS 
Statement of Partners’ Equity 


For Year Ended December 31, 2011 





























Beginning capital balances.......... $ 0 $ 0 $ 0 
Plus 
Investments by owners.......... 30,000 10,000 40,000 
Net income 
Salary allowances ............ $36,000 $24,000 
Interest allowances ........... 3,000 1,000 
Balance allocated ............ 3,000 3,000 
Total net income ............. 42,000 28,000 70,000 
72,000 38,000 110,000 
Less partners’ withdrawals ......... (20,000) (12,000) (32,000) 
Ending capital balances......... $52,000 $26,000 $78,000 











The equity section of the balance sheet of a partnership usually shows the separate capital account 
balance of each partner. In the case of BOARDS, both K. Zayn, Capital, and H. Perez, Capital, are 
listed in the equity section along with their balances of $52,000 and $26,000, respectively. 





@ Decision 


Gambling Partners Trump Entertainment Resorts LP and 
subsidiaries operate three casino hotel properties in Atlantic City: 
Trump Taj Mahal Casino Resort (“Trump Taj Mahal”), Trump Plaza Hotel 
and Casino (“Trump Plaza”), and Trump Marina Hotel Casino (“Trump 
Marina”). Its recent statement of partners’ equity reports $1,020,000 
in partners’ withdrawals, leaving $605,314,000 in partners’ capital 
balances. E 





ADMISSION AND WITHDRAWAL OF PARTNERS 





P Account for the admission 
and withdrawal of partners. 











Assets = Liabilities + Equity 
—13,000 
+13,000 


A partnership is based on a contract between individuals. When a partner is admitted or with- 
draws, the present partnership ends. Still, the business can continue to operate as a new part- 
nership consisting of the remaining partners. This section considers how to account for the 
admission and withdrawal of partners. 


Admission of a Partner 


A new partner is admitted in one of two ways: by purchasing an interest from one or more cur- 
rent partners or by investing cash or other assets in the partnership. 


Purchase of Partnership Interest The purchase of partnership interest is a personal 
transaction between one or more current partners and the new partner. To become a partner, the 
current partners must accept the purchaser. Accounting for the purchase of partnership interest 
involves reallocating current partners’ capital to reflect the transaction. To illustrate, at the end 
of BOARDS’ first year, H. Perez sells one-half of his partnership interest to Tyrell Rasheed for 
$18,000. This means that Perez gives up a $13,000 recorded interest ($26,000 X 1/2) in the 
partnership (see the ending capital balance in Exhibit 12.3). The partnership records this 
January 4 transaction as follows. 


Jan. 4 Eiberez,. Capital acre tricot arr reier et 13,000 
m Rasheed: Capital E a E E ts 13,000 
To record admission of Rasheed by purchase. 
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After this entry is posted, BOARDS’ equity shows K. Zayn, Capital; H. Perez, Capital; and 
T. Rasheed, Capital, and their respective balances of $52,000, $13,000, and $13,000. 

Two aspects of this transaction are important. First, the partnership does not record the $18,000 
Rasheed paid Perez. The partnership’s assets, liabilities, and total equity are unaffected by this 
transaction among partners. Second, Zayn and Perez must agree that Rasheed is to become a part- 
ner. If they agree to accept Rasheed, a new partnership is formed and a new contract with a new 
income-and-loss-sharing agreement is prepared. If Zayn or Perez refuses to accept Rasheed as a 
partner, then (under the Uniform Partnership Act) Rasheed gets Perez’s sold share of partnership 
income and loss. If the partnership is liquidated, Rasheed gets Perez’s sold share of partnership 
assets. Rasheed gets no voice in managing the company unless Rasheed is admitted as a partner. 


Investing Assets in a Partnership Admitting a partner by accepting assets is a trans- 
action between the new partner and the partnership. The invested assets become partnership 
property. To illustrate, if Zayn (with a $52,000 interest) and Perez (with a $26,000 interest) 
agree to accept Rasheed as a partner in BOARDS after an investment of $22,000 cash, this is 
recorded as follows. 


Jan. 4 GUNN Guan BESO AA aR Ween au A ah herons 22,000 
irsRasheeds Capital a e a a rs 22,000 
To record admission of Rasheed by investment. 


After this entry is posted, both assets (cash) and equity (T. Rasheed, Capital) increase by 
$22,000. Rasheed now has a 22% equity in the assets of the business, computed as $22,000 di- 
vided by the entire partnership equity ($52,000 + $26,000 + $22,000). Rasheed does not nec- 
essarily have a right to 22% of income. Dividing income and loss is a separate matter on which 
partners must agree. 


Bonus to old partners. When the current value of a partnership is greater than the recorded 
amounts of equity, the partners usually require a new partner to pay a bonus for the privilege of 
joining. To illustrate, assume that Zayn and Perez agree to accept Rasheed as a partner with a 
25% interest in BOARDS if Rasheed invests $42,000. Recall that the partnership’s accounting 
records show that Zayn’s recorded equity in the business is $52,000 and Perez’s recorded 
equity is $26,000 (see Exhibit 12.3). Rasheed’s equity is determined as follows. 


Equities of existing partners ($52,000 + $26,000) ....... $ 78,000 
Investment of new partner ...................000 eee 42,000 


Total partnership equity 
Equity of Rasheed (25% x $120,000) 






Although Rasheed invests $42,000, the equity attributed to Rasheed in the new partnership is 
only $30,000. The $12,000 difference is called a bonus and is allocated to existing partners 
(Zayn and Perez) according to their income-and-loss-sharing agreement. A bonus is shared in 
this way because it is viewed as reflecting a higher value of the partnership that is not yet re- 
flected in income. The entry to record this transaction follows. 


Jan.4 Gashin ee eset siete ser seu a een nee een or onsen ae 42,000 
iRasheedsGapitalavarerantrscnhrine tiie serie 30,000 
K. Zayn, Capital ($12,000 X '4) ............... 6,000 
H. Perez, Capital ($12,000 X '4) ............... 6,000 


To record admission of Rasheed and bonus. 


Bonus to new partner. Alternatively, existing partners can grant a bonus to a new partner. 
This usually occurs when they need additional cash or the new partner has exceptional talents. 
The bonus to the new partner is in the form of a larger share of equity than the amount 
invested. To illustrate, assume that Zayn and Perez agree to accept Rasheed as a partner with a 
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Point: Partners’ withdrawals are not 
constrained by the partnership’s annual 


income or loss. 


Assets = Liabilities + Equity 
+22,000 +22,000 





Assets = Liabilities + Equity 
+42,000 +30,000 





+ 6,000 
+ 6,000 
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Assets 
+18,000 


Assets 
—38,000 


Assets 
—34,000 


= Liabilities + 


Equity 


—3,000 
—3,000 


+ 


24,000 


= Liabilities + Equity 


38,000 


= Liabilities + Equity 





38,000 
+ 2,000 
+ 2,000 
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25% interest in the partnership, but they require Rasheed to invest only $18,000. Rasheed’s 
equity is determined as follows. 


Equities of existing partners ($52,000 + $26,000) ......... $78,000 
Investment of new partner ...............0. cece eee eee 18,000 


Total partnership equity 
Equity of Rasheed (25% X $96,000) ..................... $24,000 











The old partners contribute the $6,000 bonus (computed as $24,000 minus $18,000) to Rasheed 
according to their income-and-loss-sharing ratio. Moreover, Rasheed’s 25% equity does not 
necessarily entitle Rasheed to 25% of future income or loss. This is a separate matter for agree- 
ment by the partners. The entry to record the admission and investment of Rasheed is 


Jan. 4 Cash ara ee oe soe pe we oe rs 18,000 
K. Zayn, Capital ($6,000 X '4) .............-..0005 3,000 
H. Perez, Capital ($6,000 X 4) .............-0-0000- 3,000 

T- Rasheed; Capital sasu sser nanona esaesa 24,000 


To record Rasheed’s admission and bonus. 


Withdrawal of a Partner 


A partner generally withdraws from a partnership in one of two ways. (1) First, the withdraw- 
ing partner can sell his or her interest to another person who pays for it in cash or other assets. 
For this, we need only debit the withdrawing partner’s capital account and credit the new part- 
ner’s capital account. (2) The second case is when cash or other assets of the partnership are 
distributed to the withdrawing partner in settlement of his or her interest. To illustrate these 
cases, assume that Perez withdraws from the partnership of BOARDS in some future period. 
The partnership shows the following capital balances at the date of Perez’s withdrawal: K. Zayn, 
$84,000; H. Perez, $38,000; and T. Rasheed, $38,000. The partners (Zayn, Perez, and Rasheed) 
share income and loss equally. Accounting for Perez’s withdrawal depends on whether a bonus 
is paid. We describe three possibilities. 


No Bonus [f Perez withdraws and takes cash equal to Perez’s capital balance, the entry is 


Oct. 31 EliRerez;G@apitalitinercemrice erat ceet atc te ts 38,000 
Cashirs iena kaine EE EAE arenes EEEE E 38,000 


To record withdrawal of Perez from partnership 
with no bonus. 


Perez can take any combination of assets to which the partners agree to settle Perez’s equity. 
Perez’s withdrawal creates a new partnership between the remaining partners. A new partner- 
ship contract and a new income-and-loss-sharing agreement are required. 


Bonus to Remaining Partners A withdrawing partner is sometimes willing to take less 
than the recorded value of his or her equity to get out of the partnership or because the recorded 
value is overstated. Whatever the reason, when this occurs, the withdrawing partner in effect gives 
the remaining partners a bonus equal to the equity left behind. The remaining partners share this 
unwithdrawn equity according to their income-and-loss-sharing ratio. To illustrate, if Perez with- 
draws and agrees to take $34,000 cash in settlement of Perez’s capital balance, the entry is 


Oct. 31 ElaRerez;Gapitali@anaseeusaniucanuysucrnt tennant 38,000 
Cashi a varia EE E E A T 34,000 
K Zayn Capita E A A E A cert 2,000 
M Rasheed Capitali k oaa a ere tae ere 2,000 


To record withdrawal of Perez and bonus to 
remaining partners. 
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Perez withdrew $4,000 less than Perez’s recorded equity of $38,000. This $4,000 is divided 
between Zayn and Rasheed according to their income-and-loss-sharing ratio. 


Bonus to Withdrawing Partner A withdrawing partner may be able to receive more 
than his or her recorded equity for at least two reasons. First, the recorded equity may be under- 
stated. Second, the remaining partners may agree to remove this partner by giving assets of 
greater value than this partner’s recorded equity. In either case, the withdrawing partner receives 
a bonus. The remaining partners reduce their equity by the amount of this bonus according to 
their income-and-loss-sharing ratio. To illustrate, if Perez withdraws and receives $40,000 cash 
in settlement of Perez’s capital balance, the entry is 


Oct. 31 H: Perez, Capital cj2cs.cteieye.crsvatelersyete, sheunls RaO E oa es 38,000 
K Zayn, Capital n e e a E EEEE 1,000 
T-Rasheed, Capital o ocresoseacuaes eassnnai s iae 1,000 

Casa E E E AE E 40,000 


To record Perez’s withdrawal from partnership with 
a bonus to Perez. 


Falcon Cable Communications set up a partnership withdrawal agreement. Falcon owns and 
operates cable television systems and had two managing general partners. The partnership 
agreement stated that either partner “can offer to sell to the other partner the offering part- 
ner’s entire partnership interest ... for a negotiated price. If the partner receiving such an 
offer rejects it, the offering partner may elect to cause [the partnership] .. . to be liquidated 
and dissolved.” 


Death of a Partner 


A partner’s death dissolves a partnership. A deceased partner’s estate is entitled to receive his or 
her equity. The partnership contract should contain provisions for settlement in this case. These 
provisions usually require (1) closing the books to determine income or loss since the end of the 
previous period and (2) determining and recording current market values for both assets and 
liabilities. The remaining partners and the deceased partner’s estate then must agree to a settle- 
ment of the deceased partner’s equity. This can involve selling the equity to remaining partners 
or to an outsider, or it can involve withdrawing assets. 


‘ee Decision Answer — p. 495 





Financial Planner You are hired by the two remaining partners of a three-member partnership after 
the third partner's death. The partnership agreement states that a deceased partner's estate is entitled to 

a “share of partnership assets equal to the partner's relative equity balance” (partners’ equity balances 

are equal). The estate argues that it is entitled to one-third of the current value of partnership assets. The 
remaining partners say the distribution should use asset book values, which are 75% of current value. They 
also point to partnership liabilities, which equal 40% of total asset book value and 30% of current value. 
How would you resolve this situation? I 


Assets 
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= Liabilities + Equity 


—40,000 —38,000 


— 1,000 
— 1,000 


LIQUIDATION OF A PARTNERSHIP 


When a partnership is liquidated, its business ends and four concluding steps are required. 


1. Record the sale of noncash assets for cash and any gain or loss from their liquidation. 


2. Allocate any gain or loss from liquidation of the assets in step 1 to the partners using their 
income-and-loss-sharing ratio. 


3. Pay or settle all partner liabilities. 
4. Distribute any remaining cash to partners based on their capital balances. 


Partnership liquidation usually falls into one of two cases, as described in this section. 








P 


Prepare entries for 
partnership liquidation. 
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Assets 
—40,000 
+46,000 


= Liabilities + Equity 


+6,000 


Assets = Liabilities + Equity 
—6,000 





+ 2,000 
+ 2,000 
+ 2,000 
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No Capital Deficiency 


No capital deficiency means that all partners have a zero or credit balance in their capital ac- 
counts for final distribution of cash. To illustrate, assume that Zayn, Perez, and Rasheed operate 
their partnership in BOARDS for several years, sharing income and loss equally. The partners 
then decide to liquidate. On the liquidation date, the current period’s income or loss is trans- 
ferred to the partners’ capital accounts according to the sharing agreement. After that transfer, 
assume the partners’ recorded account balances (immediately prior to liquidation) are: 


$66,000 
62,000 


$178,000 
40,000 


$20,000 
70,000 


Accounts payable 
K. Zayn, Capital 


H. Perez, Capital 
T. Rasheed, Capital 


We apply three steps for liquidation. @) The partnership sells its noncash assets, and any losses 
or gains from liquidation are shared among partners according to their income-and-loss-sharing 
agreement (equal for these partners). Assume that BOARDS sells its noncash assets consisting of 
$40,000 in land for $46,000 cash, yielding a net gain of $6,000. In a liquidation, gains or losses usu- 
ally result from the sale of noncash assets, which are called losses and gains from liquidation. The 
entry to sell its assets for $46,000 follows. 


Jan. 15 46,000 


40,000 
6,000 


Gain from Liquidation 
Sold noncash assets at a gain. 


Allocation of the gain from liquidation per the partners’ income-and-loss-sharing agreement 
follows. 


Jan. 15 Gain from liquidation a e tr rtt rer 6,000 
K: Zayn. Capital oo aeea sanea sa ren ATER EE 2,000 
H: Perez, Capital i022 reon a E S EE 2,000 
T- Rasheed, Capital oea ense sasi raaes animara a 2,000 


To allocate liquidation gain to partners. 


© The partnership pays its liabilities, and any losses or gains from liquidation of liabilities are 
shared among partners according to their income-and-loss-sharing agreement. BOARDS’ only 
liability is $20,000 in accounts payable, and no gain or loss occurred. 

















Assets = Liabilities + Equity Jan. 15 Accounts haya bleermre ene ern iii titrate 20,000 
—20,000  —20,000 Gash ane orem E coer ners ete 20,000 
To pay claims of creditors. 
After step 2, we have the following capital balances along with the remaining cash balance. 
K. Zayn H. Perez, Capital T. Rasheed, Capital Cash 
Bal. 70,000 Bal. 66,000 Bal. 62,000 Bal. 178,000 | (3) 20,000 
(2) 2,000 (2) 2,000 (2) 2,000 (I) 46,000 
Bal. 72,000 Bal. 68,000 Bal. 64,000 Bal. 204,000 
@ Any remaining cash is divided among the partners according to their capital account 
balances. The entry to record the final distribution of cash to partners follows. 
Assets = Liabilities + Equity Jan. 15 K. Zayn, Capital seis oeoc nsere eese e a 72,000 
—204,000 —72,000 FNPerez, Capital acter er mer ater E tee 68,000 
— 68,000 T Rasheed Capital m e E A E ene etre 64,000 


— 64,000 


(CES ae ne cH ORRR So CAODHEO MAAS Cob E 
To distribute remaining cash to partners. 


204,000 


It is important to remember that the final cash payment is distributed to partners according to 
their capital account balances, whereas gains and losses from liquidation are allocated accord- 
ing to the income-and-loss-sharing ratio. The following statement of liquidation summarizes the 
three steps in this section. 
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Noncash ise K. Zayn, H.Perez, T. Rasheed, 
Statement of Liquidation Cash Assets ` Liabilities Capital Capital Capital 
Balances prior to liquidation.... $178,000 $ 40,000 $20,000 $70,000 $66,000 $62,000 
© Sale of noncash assets ........ 46,000 (40,000) 2,000 2,000 2,000 
© Payment of liabilities ......... (20,000) (20,000) 0 0 0 
Balances for distribution ...... 204,000 — — 72,000 68,000 64,000 
@) Distribution of cash to partners (204,000) (72,000) (68,000) (64,000) 











Capital Deficiency 


Capital deficiency means that at least one partner has a debit balance in his or her capital account 
at the point of final cash distribution (during step © as explained in the prior section). This can 
arise from liquidation losses, excessive withdrawals before liquidation, or recurring losses in prior 
periods. A partner with a capital deficiency must, if possible, cover the deficit by paying cash into 
the partnership. 

To illustrate, assume that Zayn, Perez, and Rasheed operate their partnership in BOARDS for 
several years, sharing income and losses equally. The partners then decide to liquidate. Immedi- 
ately prior to the final distribution of cash, the partners’ recorded capital balances are Zayn, 
$19,000; Perez, $8,000; and Rasheed, $(3,000). Rasheed’s capital deficiency means that Rasheed 
owes the partnership $3,000. Both Zayn and Perez have a legal claim against Rasheed’s personal 
assets. The final distribution of cash in this case depends on how this capital deficiency is handled. 
Two possibilities exist: the partner pays the deficiency or the partner cannot pay the deficiency. 


Partner Pays Deficiency Rasheed is obligated to pay $3,000 into the partnership to 
cover the deficiency. If Rasheed is willing and able to pay, the entry to record receipt of pay- 
ment from Rasheed follows. 


Jan. 15 Cash waa e see eins wae oa te rae eee 3,000 
T: Rasheed; Capital -ess casae esaea sisre reruns asics 3,000 
To record payment of deficiency by Rasheed. 


After the $3,000 payment, the partners’ capital balances are Zayn, $19,000; Perez, $8,000; and 
Rasheed, $0. The entry to record the final cash distributions to partners is 


Jan. 15 K Zayn Capita E E E E 19,000 
El PerezaGapitall vray E A A verre 8,000 
Cash E revere Severe cee neon ater A lami ele 27,000 


To distribute remaining cash to partners. 


Partner Cannot Pay Deficiency The remaining partners with credit balances absorb any 
partner’s unpaid deficiency according to their income-and-loss-sharing ratio. To illustrate, if 
Rasheed is unable to pay the $3,000 deficiency, Zayn and Perez absorb it. Since they share income 
and loss equally, Zayn and Perez each absorb $1,500 of the deficiency. This is recorded as follows. 


Jan. 15 K. Zayn, Capital fics isis sec oie atescerene eens ners eons 1,500 
FA Perez, Capital ses ceana rs oiai oaea EE AS 1,500 
Rasheed; Capital noa nesne aene cnc cers see 3,000 


To transfer Rasheed deficiency to Zayn and Perez. 


After Zayn and Perez absorb Rasheed’s deficiency, the capital accounts of the partners are Zayn, 
$17,500; Perez, $6,500; and Rasheed, $0. The entry to record the final cash distribution to the 
partners is 


Jan. 15 K Zayn Capita E e ttt eter 17,500 
Ei Perez Capitale RE A teste oe ba retry vero 6,500 
Casha A cts Cats e a A E A A E EA RA 24,000 


To distribute remaining cash to partners. 


Rasheed’s inability to cover this deficiency does not relieve Rasheed of the liability. If Rasheed 
becomes able to pay at a future date, Zayn and Perez can each collect $1,500 from Rasheed. 
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Assets = Liabilities + Equity 
+3,000 +3,000 


Assets = Liabilities + Equity 
—27,000 — 19,000 
—8,000 


Assets = Liabilities + Equity 
—1,500 
=1,500 
+3,000 


Assets = Liabilities + Equity 
—24,000 —17,500 
—6,500 
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GLOBAL VIEW 





Partnership accounting according to U.S. GAAP is similar, but not identical, to that under IFRS. This section 
discusses broad differences in partnership accounting, organization, admission, withdrawal, and liquidation. 

Both U.S. GAAP and IFRS include broad and similar guidance for partnership accounting. Further, 
partnership organization is similar worldwide; however, different legal and tax systems dictate different 
implications and motivations for how a partnership is effectively set up. 

The accounting for partnership admission, withdrawal, and liquidation is likewise similar worldwide. 
Specifically, procedures for admission, withdrawal, and liquidation depend on the partnership agreements 
constructed by all parties involved. However, different legal and tax systems impact those agreements and 
their implications to the parties. 





Decision Analysis OQO Partner Return on Equity 





Al Compute partner return 
on equity and use it to 
evaluate partnership 
performance. 











EXHIBIT 12.4 


Selected Data from 
Boston Celtics LP 


An important role of partnership financial statements is to aid current and potential partners in evaluating 
partnership success compared with other opportunities. One measure of this success is the partner return 
on equity ratio: 


Partner net income 





Partner return on equity = Ave tasonartnereqnlty 


This measure is separately computed for each partner. To illustrate, Exhibit 12.4 reports selected 
data from the Boston Celtics LP. The return on equity for the total partnership is computed as 
$216/[($85 + $253)/2] = 127.8%. However, return on equity is quite different across the partners. For 
example, the Boston Celtics LP I partner return on equity is computed as $44/[($122 + $166)/2] = 30.6%, 
whereas the Celtics LP partner return on equity is computed as $111/[($270 + $333)/2] = 36.8%. Partner 
return on equity provides each partner an assessment of its return on its equity invested in the partnership. 
A specific partner often uses this return to decide whether additional investment or withdrawal of re- 
sources is best for that partner. Exhibit 12.4 reveals that the year shown produced good returns for all 
partners (the Boston Celtics LP II return is not computed because its average equity is negative due to an 
unusual and large distribution in the prior year). 


Boston Celtics Boston Celtics 





($ thousands) Total* LP I LP Il Celtics LP 
Beginning-year balance ............. $ 85 $122 $(307) $270 
Net income (loss) for year .......... 216 44 6l II 
Cash distribution ................. (48) — — (48) 
Ending-year balance ............... $253 $166 $(246) $333 
Partner return on equity ........ 127.8% 30.6% n.a. 36.8% 


* Totals may not add up due to rounding. 


DEMONSTRATION PROBLEM 


The following transactions and events affect the partners’ capital accounts in several successive partner- 
ships. Prepare a table with six columns, one for each of the five partners along with a total column to show 
the effects of the following events on the five partners’ capital accounts. 


Part 1 


4/13/2009 Ries and Bax create R&B Company. Each invests $10,000, and they agree to share income 
and losses equally. 
12/31/2009 R&B Co. earns $15,000 in income for its first year. Ries withdraws $4,000 from the partner- 
ship, and Bax withdraws $7,000. 
1/1/2010 Royce is made a partner in RB&R Company after contributing $12,000 cash. The partners 
agree that a 10% interest allowance will be given on each partner’s beginning-year capital 
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balance. In addition, Bax and Royce are to receive $5,000 salary allowances. The remainder 
of the income or loss is to be divided evenly. 

12/31/2010 The partnership’s income for the year is $40,000, and withdrawals at year-end are Ries, 
$5,000; Bax, $12,500; and Royce, $11,000. 

1/1/2011 Ries sells her interest for $20,000 to Murdock, whom Bax and Royce accept as a partner in 
the new BR&M Co. Income or loss is to be shared equally after Bax and Royce receive 
$25,000 salary allowances. 

12/31/2011 The partnership’s income for the year is $35,000, and year-end withdrawals are Bax, $2,500, 
and Royce, $2,000. 

1/1/2012 Elway is admitted as a partner after investing $60,000 cash in the new Elway & Associates 
partnership. He is given a 50% interest in capital after the other partners transfer $3,000 to his 
account from each of theirs. A 20% interest allowance (on the beginning-year capital balances) 
will be used in sharing any income or loss, there will be no salary allowances, and Elway will 
receive 40% of the remaining balance—the other three partners will each get 20%. 

12/31/2012 Elway & Associates earns $127,600 in income for the year, and year-end withdrawals are 
Bax, $25,000; Royce, $27,000; Murdock, $15,000; and Elway, $40,000. 

1/1/2013 Elway buys out Bax and Royce for the balances of their capital accounts after a revaluation 
of the partnership assets. The revaluation gain is $50,000, which is divided in using a 1:1:1:2 
ratio (Bax:Royce:Murdock:Elway). Elway pays the others from personal funds. Murdock 
and Elway will share income on a 1:9 ratio. 

2/28/2013 The partnership earns $10,000 of income since the beginning of the year. Murdock retires 
and receives partnership cash equal to her capital balance. Elway takes possession of the 
partnership assets in his own name, and the partnership is dissolved. 


Part 2 
Journalize the events affecting the partnership for the year ended December 31, 2010. 


PLANNING THE SOLUTION 


@ Evaluate each transaction’s effects on the capital accounts of the partners. 

© Each time a new partner is admitted or a partner withdraws, allocate any bonus based on the income-or-loss- 
sharing agreement. 

© Each time a new partner is admitted or a partner withdraws, allocate subsequent net income or loss in 
accordance with the new partnership agreement. 

© Prepare entries to (1) record Royce’s initial investment; (2) record the allocation of interest, salaries, 
and remainder; (3) show the cash withdrawals from the partnership; and (4) close the withdrawal ac- 
counts on December 31, 2010. 


SOLUTION TO DEMONSTRATION PROBLEM 
Part 1 


Event Royce Murdock Elway 





4/13/2009 
Initial investment .......... $10,000 $10,000 $ 20,000 





1/1/2010 
New investment .......... $12,000 $ 12,000 





[continued on next page] 
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[continued from previous page] 









































Event Ries Bax Royce Murdock Elway Total 
1/1/2011 
Transfer interest .......... (18,650) $18,650 $ 0 
12/31/2011 
Salaries eee eea ean 25,000 25,000 50,000 
Remainder (equal) ......... (5,000) (5,000) (5,000) (15,000) 
Withdrawals ............. (2,500) (2,000) (4,500) 
Ending balance............ $ 0 $30,350 $34,000 $13,650 $ 78,000 
1/1/2012 
New investment .......... $ 60,000 60,000 
Bonuses to Elway ......... (3,000) (3,000) (3,000) 9,000 0 
Adjusted balance .......... $27,350 $31,000 $10,650 $ 69,000 $138,000 
12/31/2012 
20% interest............-. 5,470 6,200 2,130 13,800 27,600 
Remainder (I:1:1:2)........ 20,000 20,000 20,000 40,000 100,000 
Withdrawals.............. (25,000) (27,000) (15,000) (40,000) (107,000) 
Ending balance............ $27,820 $30,200 $17,780 $ 82,800 $158,600 
1/1/2013 
Gains (I E2 10,000 10,000 10,000 20,000 50,000 
Adjusted balance .......... $37,820 $40,200 $27,780 $102,800 $208,600 
Transfer interests.......... (37,820) (40,200) 78,020 0 
Adjusted balance .......... $ 0 $ 0 $27,780 $180,820 $208,600 
2/28/2013 
Income:(1:9) 2c ye camer ocr 1,000 9,000 10,000 
Adjusted balance .......... $28,780 $189,820 $218,600 
Settlements ............-. (28,780) (189,820) (218,600) 
Final balance.............. $ 0 $ 0 $ 0 
Part 2 
2010 
Jan. | CaS M ee eT oe E 12,000 
Royce: Capital eu e eoar aE EE EEE RES 12,000 
To record investment of Royce. 
Dec. 31 Income Summary esseen seeen ste sieve seuses saul Ae 40,000 
Ries Gapital a ae en e e E E e E 10,150 
Bax Capital a e o E e sensei E sees 14,850 
Royce. Capital ae a ea e rere E A 15,000 
To allocate interest, salaries, and remainders. 
Dec. 31 Ries-Withdrawals coca ca cere orci eaiee 5,000 
Bax, Withdrawals mes Ceen o a ERE TE eiaerees 12,500 
Royce, Withdrawals- ne eeen eaen e e were sae 6 11,000 
Cashi aea A S E ASA AN eer: 28,500 
To record cash withdrawals by partners. 
Dec. 31 Ries Capital Sne aae e AA menses eters 5,000 
Bax, Capital mnre ree cus a E E E nereyevssee 6 12,500 
Royce; Capital ira en s Ao Ae E aE AR ES 11,000 
Riess Withdrawals ee concensus cence 5,000 
Bax Withdrawals oo ccnocsooenousnoagnoogeoes 12,500 
Royce, Withdrawals o oee eee eeen 11,000 


To close withdrawal accounts. 
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Summary 


C Identify characteristics of partnerships and similar 

organizations. Partnerships are voluntary associations, involve 
partnership agreements, have limited life, are not subject to income 
tax, include mutual agency, and have unlimited liability. Organiza- 
tions that combine selected characteristics of partnerships and cor- 
porations include limited partnerships, limited liability partnerships, 
S corporations, and limited liability companies. 


M Compute partner return on equity and use it to evaluate 

partnership performance. Partner return on equity provides 
each partner an assessment of his or her return on equity invested in 
the partnership. 


P1 Prepare entries for partnership formation. A partner’s ini- 
tial investment is recorded at the market value of the assets 
contributed to the partnership. 


P2 Allocate and record income and loss among partners. A 
partnership agreement should specify how to allocate partner- 

ship income or loss among partners. Allocation can be based on a 

stated ratio, capital balances, or salary and interest allowances to 


Guidance Answers to Decision Ethics 


Financial Planner The partnership agreement apparently fails to 
mention liabilities or use the term net assets. To give the estate one- 
third of total assets is not fair to the remaining partners because if the 
partner had lived and the partners had decided to liquidate, the liabili- 
ties would need to be paid out of assets before any liquidation. Also, a 


Guidance Answers to Quick Checks 


1. (b) 
- Unlimited liability means that the creditors of a partnership re- 


quire each partner to be personally responsible for all partnership 
debts. 


3. (c) 


N 


compensate partners for differences in their service and capital 
contributions. 


P3 Account for the admission and withdrawal of partners. 

When a new partner buys a partnership interest directly from 
one or more existing partners, the amount of cash paid from one 
partner to another does not affect the partnership total recorded eq- 
uity. When a new partner purchases equity by investing additional 
assets in the partnership, the new partner’s investment can yield a 
bonus either to existing partners or to the new partner. The entry to 
record a withdrawal can involve payment from either (1) the exist- 
ing partners’ personal assets or (2) partnership assets. The latter can 
yield a bonus to either the withdrawing or remaining partners. 


P4 Prepare entries for partnership liquidation. When a 
partnership is liquidated, losses and gains from selling 
partnership assets are allocated to the partners according to their 
income-and-loss-sharing ratio. If a partner’s capital account has a 
deficiency that the partner cannot pay, the other partners share the 
deficit according to their relative income-and-loss-sharing ratio. 


settlement based on the deceased partner’s recorded equity would fail 
to recognize excess of current value over book value. This value in- 
crease would be realized if the partnership were liquidated. A fair set- 
tlement would seem to be a payment to the estate for the balance of the 
deceased partner’s equity based on the current value of net assets. 








4. 
Denzel Shantell Total 

Netincome seese er Ea cee $40,000 
Interest allowance (10%) ...... $ 7,000 $ 3,500 10,500 
Balance of income ......... $29,500 
Balance allocated equally ...... 14,750 14,750 29,500 
Balance of income............ $ 0 
Income of partners ........ $21,750 $18,250 
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C corporation (p. 482) 

General partner (p. 481) 

General partnership (p. 481) 

Limited liability company (LLC) (p. 482) 


Limited liability partnership (p. 481) Partnership (p. 480) 


Limited partners (p. 481) 
Limited partnership (p. 481) 
Mutual agency (p. 480) 

Partner return on equity (p. 492) 


Partnership contract (p. 480) 
Partnership liquidation (p. 489) 

S corporation (p. 482) 

Statement of partners’ equity (p. 485) 
Unlimited liability (p. 481) 
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Multiple Choice Quiz 


1. 


Chapter 12 Accounting for Partnerships 


Additional Quiz Questions are available at the book’s Website. 


Stokely and Leder are forming a partnership. Stokely invests 
a building that has a market value of $250,000; and the part- 
nership assumes responsibility for a $50,000 note secured by 
a mortgage on that building. Leder invests $100,000 cash. 
For the partnership, the amounts recorded for the building 
and for Stokely’s Capital account are these: 

- Building, $250,000; Stokely, Capital, $250,000. 

- Building, $200,000; Stokely, Capital, $200,000. 

- Building, $200,000; Stokely, Capital, $100,000. 

- Building, $200,000; Stokely, Capital, $250,000. 

- Building, $250,000; Stokely, Capital, $200,000. 


0naa0nu 9 


. Katherine, Alliah, and Paulina form a partnership. Katherine 


contributes $150,000, Alliah contributes $150,000, and Paulina 
contributes $100,000. Their partnership agreement calls for the 
income or loss division to be based on the ratio of capital 
invested. If the partnership reports income of $90,000 for its 
first year of operations, what amount of income is credited to 
Paulina’s capital account? 

- $22,500 

- $25,000 

- $45,000 

- $30,000 

- $90,000 


onaanan 9 


- Jamison and Blue form a partnership with capital contributions 


of $600,000 and $800,000, respectively. Their partnership 
agreement calls for Jamison to receive $120,000 per year in 
salary. Also, each partner is to receive an interest allowance 
equal to 10% of the partner’s beginning capital contributions, 


| Icon denotes assignments that involve decision making. 


Discussion Questions 


©), i George, Burton, and Dillman have been partners for three 


5 GQ If a partnership contract does not state the period of time 


the partnership is to exist, when does the partnership end? 


. What does the term mutual agency mean when applied to a 


partnership? 


5 GQ Can partners limit the right of a partner to commit their 


partnership to contracts? Would such an agreement be binding 
(a) on the partners and (b) on outsiders? 


: Assume that Amey and Lacey are partners. Lacey dies, and 


her son claims the right to take his mother’s place in the part- 
nership. Does he have this right? Why or why not? 


: Assume that the Barnes and Ardmore partnership agree- 


ment provides for a two-third/one-third sharing of income but 
says nothing about losses. The first year of partnership opera- 
tion resulted in a loss, and Barnes argues that the loss should 
be shared equally because the partnership agreement said noth- 
ing about sharing losses. Is Barnes correct? Explain. 


- Allocation of partnership income among the partners appears 


on what financial statement? 


- What does the term unlimited liability mean when it is applied 


to partnership members? 


- How does a general partnership differ from a limited partnership? 


Answers on p. 505 
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with any remaining income or loss divided equally. If net in- 
come for its initial year is $270,000, then Jamison’s and Blue’s 
respective shares are 

a. $135,000; $135,000. 

b. $154,286; $115,714. 

c. $120,000; $150,000. 

d. $185,000; $85,000. 

e. $85,000; $185,000. 


Hansen and Fleming are partners and share equally in income or 
loss. Hansen’s current capital balance in the partnership is 
$125,000 and Fleming’s is $124,000. Hansen and Fleming agree 
to accept Black with a 20% interest. Black invests $75,000 in the 
partnership. The bonus granted to Hansen and Fleming equals 
a. $13,000 each. 

b. $5,100 each. 

c. $4,000 each. 

d. $5,285 to Hansen; $4,915 to Fleming. 

e. $0; Hansen and Fleming grant a bonus to Black. 

Mee Su is a partner in Hartford Partners, LLC. Her partnership 
capital balance at the beginning of the current year was $110,000, 
and her ending balance was $124,000. Her share of the partner- 
ship income is $10,500. What is her partner return on equity? 

- 8.97% 

1060.00% 

- 9.54% 

1047.00% 

8.47% 


propp 


years. The partnership is being dissolved. George is leaving the 
firm, but Burton and Dillman plan to carry on the business. In 
the final settlement, George places a $75,000 salary claim 
against the partnership. He contends that he has a claim for a 
salary of $25,000 for each year because he devoted all of his 
time for three years to the affairs of the partnership. Is his claim 
valid? Why or why not? 


10. ii Kay, Kat, and Kim are partners. In a liquidation, Kay’s 


11. 


12. 


share of partnership losses exceeds her capital account balance. 
Moreover, she is unable to meet the deficit from her personal 
assets, and her partners shared the excess losses. Does this re- 
lieve Kay of liability? 

After all partnership assets have been converted to cash and all 
liabilities paid, the remaining cash should equal the sum of the 
balances of the partners’ capital accounts. Why? 

Assume a partner withdraws from a partnership and receives 
assets of greater value than the book value of his equity. Should 
the remaining partners share the resulting reduction in their eq- 
uities in the ratio of their relative capital balances or according 
to their income-and-loss-sharing ratio? 
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Kent and Davis are partners in operating a store. Without consulting Kent, Davis enters into a contract to 
purchase merchandise for the store. Kent contends that he did not authorize the order and refuses to pay 
for it. The vendor sues the partners for the contract price of the merchandise. (a) Must the partnership pay 
for the merchandise? Why? (b) Does your answer differ if Kent and Davis are partners in a public 
accounting firm? Explain. 
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QUICK STUDY 


QS 12-1 
Partnership liability 


lg 





Lamb organized a limited partnership and is the only general partner. Maxi invested $20,000 in the 
partnership and was admitted as a limited partner with the understanding that she would receive 10% of 
the profits. After two unprofitable years, the partnership ceased doing business. At that point, partnership 
liabilities were $85,000 larger than partnership assets. How much money can the partnership’s creditors 
obtain from Maxi’s personal assets to satisfy the unpaid partnership debts? 


QS 12-2 
Liability in limited partnerships 


"A 





Ann Keeley and Susie Norton are partners in a business they started two years ago. The partnership 
agreement states that Keeley should receive a salary allowance of $40,000 and that Norton should receive 
a $30,000 salary allowance. Any remaining income or loss is to be shared equally. Determine each 
partner’s share of the current year’s net income of $210,000. 


QS 12-3 


Partnership income allocation 


P2 





Jake and Ness are partners who agree that Jake will receive a $60,000 salary allowance and that any 
remaining income or loss will be shared equally. If Ness’s capital account is credited for $1,000 as his 
share of the net income in a given period, how much net income did the partnership earn in that period? 


QS 12-4 


Partnership income allocation 


z: A 





Jones and Bordan are partners, each with $30,000 in their partnership capital accounts. Holly is admitted 
to the partnership by investing $30,000 cash. Make the entry to show Holly’s admission to the 
partnership. 


QS 12-5 
Admission of a partner 


P3 





Mintz agrees to pay Bogg and Heyer $10,000 each for a one-third (33/4%) interest in the Bogg and Heyer 
partnership. Immediately prior to Mintz’s admission, each partner had a $30,000 capital balance. Make 
the journal entry to record Mintz’s purchase of the partners’ interest. 


QS 12-6 
Partner admission 
through purchase of interest 


P3 





The Red, White & Blue partnership was begun with investments by the partners as follows: Red, $175,000; 

White, $220,000; and Blue, $205,000. The operations did not go well, and the partners eventually decided 

to liquidate the partnership, sharing all losses equally. On August 31, after all assets were converted to cash 

and all creditors were paid, only $60,000 in partnership cash remained. 

1. Compute the capital account balance of each partner after the liquidation of assets and the payment of 
creditors. 

2. Assume that any partner with a deficit agrees to pay cash to the partnership to cover the deficit. 
Present the journal entries on August 31 to record (a) the cash receipt from the deficient partner(s) and 
(b) the final disbursement of cash to the partners. 

3. Assume that any partner with a deficit is not able to reimburse the partnership. Present journal entries 
(a) to transfer the deficit of any deficient partners to the other partners and (b) to record the final 
disbursement of cash to the partners. 


QS 12-7 
Liquidation of partnership 


P4 


Check (1) Red, $(5,000) 





Gilson and Lott’s company is organized as a partnership. At the prior year-end, partnership equity totaled 
$300,000 ($200,000 from Gilson and $100,000 from Lott). For the current year, partnership net income is 
$50,000 ($40,000 allocated to Gilson and $10,000 allocated to Lott), and year-end total partnership equity 
is $400,000 ($280,000 from Gilson and $120,000 from Lott). Compute the total partnership return on 
equity and the individual partner return on equity ratios. 


QS 12-8 
Partner return on equity 


‘@ 
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EXERCISES 


Exercise 12-1 
Forms of organization 


"BO 
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a connect 

For each of the following separate cases, recommend a form of business organization. With each recom- 

mendation, explain how business income would be taxed if the owners adopt the form of organization rec- 

ommended. Also list several advantages that the owners will enjoy from the form of business organization 
that you recommend. 

a. Milan has been out of school for about six years and has become quite knowledgeable about the resi- 
dential real estate market. He would like to organize a company that buys and sells real estate. Milan 
believes he has the expertise to manage the company but needs funds to invest in residential property. 

b. Dr. Langholz and Dr. Clark are recent graduates from medical residency programs. Both are family 
practice physicians and would like to open a clinic in an underserved rural area. Although neither has 
any funds to bring to the new venture, an investor has expressed interest in making a loan to provide 
start-up funds for their practice. 

c. Ross, Jenks and Keim are recent college graduates in computer science. They want to start a Website 
development company. They all have college debts and currently do not own any substantial computer 
equipment needed to get the company started. 





Exercise 12-2 
Characteristics of partnerships 


C1 


Next to the following list of eight characteristics of business organizations, enter a brief description of how 
each characteristic applies to general partnerships. 


Characteristic Application to General Partnerships 


SEaserotformatio mkaa e eer eee re 
. Transferability of ownership .................. 
. Ability to raise large amounts of capital ........ 
HS sovoccamdoanegneseonocooocdooonoouonce 
PROWNeHsmliabilityermcin tear ee et err 
a egaliStatusimyncc cone A eis actin ante etre 


Taxi statüs of iNCOmME ereraa a E rei eile 


ONDOKRWD — 


bp (CMM CWHICHTIG? a e 





Exercise 12-3 
Journalizing partnership 
formation 


P2 


Anita Kroll and Aaron Rogers organize a partnership on January 1. Kroll’s initial net investment is 
$60,000, consisting of cash ($14,000), equipment ($66,000), and a note payable reflecting a bank loan 
for the new business ($20,000). Rogers’s initial investment is cash of $25,000. These amounts are the 
values agreed on by both partners. Prepare journal entries to record (1) Kroll’s investment and (2) Rogers’s 
investment. 





Exercise 12-4 
Journalizing partnership 
transactions 


P2 


Check (2) Dames, $89,600 


On March 1, 2011, Abbey and Dames formed a partnership. Abbey contributed $88,000 cash and Dames 
contributed land valued at $70,000 and a building valued at $100,000. The partnership also assumed re- 
sponsibility for Dames’s $80,000 long-term note payable associated with the land and building. The part- 
ners agreed to share income as follows: Abbey is to receive an annual salary allowance of $30,000, both 
are to receive an annual interest allowance of 10% of their beginning-year capital investment, and any 
remaining income or loss is to be shared equally. On October 20, 2011, Abbey withdrew $32,000 cash and 
Dames withdrew $25,000 cash. After the adjusting and closing entries are made to the revenue and ex- 
pense accounts at December 31, 2011, the Income Summary account had a credit balance of $79,000. 

1. Prepare journal entries to record (a) the partners’ initial capital investments, (b) their cash withdraw- 

als, and (c) the December 31 closing of both the Withdrawals and Income Summary accounts. 


2. Determine the balances of the partners’ capital accounts as of December 31, 2011. 





Exercise 12-5 
Income allocation in 
a partnership 


P2 


Check Plan 3, Cosmo, $86,250 


Cosmo and Ellis began a partnership by investing $50,000 and $75,000, respectively. During its first year, 
the partnership earned $165,000. Prepare calculations showing how the $165,000 income should be allo- 
cated to the partners under each of the following three separate plans for sharing income and loss: (1) the 
partners failed to agree on a method to share income; (2) the partners agreed to share income and loss in 
proportion to their initial investments (round amounts to the nearest dollar); and (3) the partners agreed to 
share income by granting a $55,000 per year salary allowance to Cosmo, a $45,000 per year salary allow- 
ance to Ellis, 10% interest on their initial capital investments, and the remaining balance shared equally. 
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Assume that the partners of Exercise 12-5 agreed to share net income and loss by granting annual salary 
allowances of $55,000 to Cosmo and $45,000 to Ellis, 10% interest allowances on their investments, and 
any remaining balance shared equally. 


1. Determine the partners’ shares of Cosmo and Ellis given a first-year net income of $94,400. 
2. Determine the partners’ shares of Cosmo and Ellis given a first-year net loss of $15,700. 


Exercise 12-6 
Income allocation in 
a partnership 


P2 


Check (2) Cosmo, $(4,100) 





The partners in the Biz Partnership have agreed that partner Mona may sell her $90,000 equity in the part- 
nership to Seal, for which Seal will pay Mona $75,000. Present the partnership’s journal entry to record the 
sale of Mona’s interest to Seal on September 30. 


Exercise 12-7 
Sale of partnership interest 


P3 





The Treed Partnership has total partners’ equity of $510,000, which is made up of Elm, Capital, 
$400,000, and Oak, Capital, $110,000. The partners share net income and loss in a ratio of 80% to Elm 
and 20% to Oak. On November 1, Ash is admitted to the partnership and given a 15% interest in equity 
and a 15% share in any income and loss. Prepare the journal entry to record the admission of Ash under 
each of the following separate assumptions: Ash invests cash of (1) $90,000; (2) $125,000; and 
(3) $60,000. 


Exercise 12-8 
Admission of new partner 


P3 





Holland, Flowers, and Tulip have been partners while sharing net income and loss in a 5:3:2 ratio. On 
January 31, the date Tulip retires from the partnership, the equities of the partners are Holland, $350,000; 
Flowers, $240,000; and Tulip, $180,000. Present journal entries to record Tulip’s retirement under each of 
the following separate assumptions: Tulip is paid for her equity using partnership cash of (1) $180,000; 
(2) $200,000; and (3) $150,000. 


Exercise 12-9 
Retirement of partner 


P3 





Tuttle, Ritter, and Lee are partners who share income and loss in a 1:4:5 ratio. After lengthy disagreements 
among the partners and several unprofitable periods, the partners decide to liquidate the partnership. Im- 
mediately before liquidation, the partnership balance sheet shows total assets, $116,000; total liabilities, 
$88,000; Tuttle, Capital, $1,200; Ritter, Capital, $11,700; and Lee, Capital, $15,100. The cash proceeds 
from selling the assets were sufficient to repay all but $24,000 to the creditors. (a) Calculate the loss from 
selling the assets. (b) Allocate the loss to the partners. (c) Determine how much of the remaining liability 
should be paid by each partner. 


Exercise 12-10 
Liquidation of partnership 


P4 


Check = (b) Lee, Capital after 
allocation, $(10,900) 





Assume that the Tuttle, Ritter, and Lee partnership of Exercise 12-10 is a limited partnership. Tuttle and 
Ritter are general partners and Lee is a limited partner. How much of the remaining $24,000 liability should 
be paid by each partner? (Round amounts to the nearest dollar.) 


Exercise 12-11 
Liquidation of limited partnership 


P4 





Hunt Sports Enterprises LP is organized as a limited partnership consisting of two individual partners: 
Soccer LP and Football LP. Both partners separately operate a minor league soccer team and a semipro 
football team. Compute partner return on equity for each limited partnership (and the total) for the year 
ended June 30, 2011, using the following selected data on partner capital balances from Hunt Sports En- 
terprises LP. 





Soccer LP Football LP Total 
Balance at 6/30/2010......... $378,000 $1,516,000 $1,894,000 
Annual net income .......... 44,268 891,796 936,064 
Cash distribution ........... — (100,000) (100,000) 
Balance at 6/30/2011 ......... $422,268 $2,307,796 $2,730,064 








Exercise 12-12 
Partner return on equity 


1@ 


500 


PROBLEM SETA 


Problem 12-1A 


Allocating partnership income 


E 


Check 
$48,900 


(3) Thomas, Capital, 
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Kim Ries, Tere Bax, and Josh Thomas invested $40,000, $56,000, and $64,000, respectively, in a partner- 
ship. During its first calendar year, the firm earned $124,500. 


Required 


Prepare the entry to close the firm’s Income Summary account as of its December 31 year-end and to al- 
locate the $124,500 net income to the partners under each of the following separate assumptions: The 
partners (1) have no agreement on the method of sharing income and loss; (2) agreed to share income and 
loss in the ratio of their beginning capital investments; and (3) agreed to share income and loss by provid- 
ing annual salary allowances of $33,000 to Ries, $28,000 to Bax, and $40,000 to Thomas; granting 10% 
interest on the partners’ beginning capital investments; and sharing the remainder equally. 





Problem 12-2A 


Allocating partnership income 


and loss; sequential years 


eXcel 


mhhe.com/wildFAP20e 


P2 


Check 


share, $9, 


Plan d, year 1, Farney's 
525 


Rex Baker and Ty Farney are forming a partnership to which Baker will devote one-half time and Farney 
will devote full time. They have discussed the following alternative plans for sharing income and loss: 
(a) in the ratio of their initial capital investments, which they have agreed will be $21,000 for Baker and 
$31,500 for Farney; (b) in proportion to the time devoted to the business; (c) a salary allowance of $3,000 
per month to Farney and the balance in accordance with the ratio of their initial capital investments; or 
(d) a salary allowance of $3,000 per month to Farney, 10% interest on their initial capital investments, and 
the balance shared equally. The partners expect the business to perform as follows: year 1, $18,000 net 
loss; year 2, $45,000 net income; and year 3, $75,000 net income. 


Required 


Prepare three tables with the following column headings. 


Income (Loss) 


Sharing Plan Calculations 





Complete the tables, one for each of the first three years, by showing how to allocate partnership income 
or loss to the partners under each of the four plans being considered. (Round answers to the nearest 
whole dollar.) 





Problem 12-3A 


Partnership income allocation, 
statement of partners’ equity, 


and closing entries 


P2 


eXcel 


mhhe.com/wildFAP20e 


Check 
$223,000 


(2) Barb, Ending Capital, 


Will Beck, Ron Beck, and Barb Beck formed the BBB Partnership by making capital contributions 
of $183,750, $131,250, and $210,000, respectively. They predict annual partnership net income of 
$225,000 and are considering the following alternative plans of sharing income and loss: (a) equally; 
(b) in the ratio of their initial capital investments; or (c) salary allowances of $40,000 to Will, $30,000 to 
Ron, and $45,000 to Barb; interest allowances of 10% on their initial capital investments; and the balance 
shared equally. 


Required 


1. Prepare a table with the following column headings. 


Income (Loss) 
Sharing Plan Calculations Will Ron Barb Total 


Use the table to show how to distribute net income of $225,000 for the calendar year under each of the 
alternative plans being considered. (Round answers to the nearest whole dollar.) 

2. Prepare a statement of partners’ equity showing the allocation of income to the partners assuming they 
agree to use plan (c), that income earned is $104,500, and that Will, Ron, and Barb withdraw $17,000, 
$24,000, and $32,000, respectively, at year-end. 

3. Prepare the December 31 journal entry to close Income Summary assuming they agree to use plan 
(c) and that net income is $104,500. Also close the withdrawals accounts. 
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Part 1. Goering, Zarcus, and Schmit are partners and share income and loss in a 3:2:5 ratio. The partner- 
ship’s capital balances are as follows: Goering, $84,000; Zarcus, $69,000; and Schmit, $147,000. Zarcus 
decides to withdraw from the partnership, and the partners agree to not have the assets revalued upon 
Zarcus’s retirement. Prepare journal entries to record Zarcus’s February 1 withdrawal from the partner- 
ship under each of the following separate assumptions: Zarcus (a) sells her interest to Getz for $80,000 
after Goering and Schmit approve the entry of Getz as a partner; (b) gives her interest to a son-in-law, 
Swanson, and thereafter Goering and Schmit accept Swanson as a partner; (c) is paid $69,000 in partner- 
ship cash for her equity; (d) is paid $107,000 in partnership cash for her equity; and (e) is paid $15,000 
in partnership cash plus equipment recorded on the partnership books at $35,000 less its accumulated 
depreciation of $11,600. 


Part 2. Assume that Zarcus does not retire from the partnership described in Part 1. Instead, Ford is admit- 
ted to the partnership on February 1 with a 25% equity. Prepare journal entries to record Ford’s entry into 
the partnership under each of the following separate assumptions: Ford invests (a) $100,000; (b) $74,000; 
and (c) $131,000. 


Problem 12-4A 
Partner withdrawal 
and admission 


P3 
Check (1e) Cr. Schmit, Capital, 
$19,125 

(2c) Cr. Zarcus, Capital, 
$4,650 





Quick, Drake, and Sage share income and loss in a 3:2:1 ratio. The partners have decided to liquidate their 
partnership. On the day of liquidation their balance sheet appears as follows. 


QUICK, DRAKE, AND SAGE 


Balance Sheet 
May 31 








Assets Liabilities and Equity 

Cashi manare utana $ 90,400 Accounts payable ............... $122,750 

Inventory .......... 268,600 Quick; Capital eeaeee 46,500 
Drake, Gapitall cne oee aee a 106,250 
Sage; Capital 258 enee a aE 83,500 

Total assets ........ $359,000 Total liabilities and equity ......... $359,000 








Required 


Prepare journal entries for (a) the sale of inventory, (b) the allocation of its gain or loss, (c) the payment of 
liabilities at book value, and (d) the distribution of cash in each of the following separate cases: Inventory 
is sold for (1) $300,000; (2) $250,000; (3) $160,000 and any partners with capital deficits pay in the 
amount of their deficits; and (4) $125,000 and the partners have no assets other than those invested in the 
partnership. (Round to the nearest dollar.) 


Matt Albin, Ryan Peters and Seth Ramsey invested $82,000, $49,200 and $32,800, respectively, in a part- 
nership. During its first calendar year, the firm earned $135,000. 


Required 


Prepare the entry to close the firm’s Income Summary account as of its December 31 year-end and to al- 
locate the $135,000 net income to the partners under each of the following separate assumptions. (Round 
answers to whole dollars.) The partners (1) have no agreement on the method of sharing income and loss; 
(2) agreed to share income and loss in the ratio of their beginning capital investments; and (3) agreed to 
share income and loss by providing annual salary allowances of $48,000 to Albin, $36,000 to Peters, and 
$25,000 to Ramsey; granting 10% interest on the partners’ beginning capital investments; and sharing the 
remainder equally. 


Problem 12-5A 
Liquidation of a partnership 


P4 
Check (4) Cash distribution: Sage, 
$51,134 


PROBLEM SET B 


Problem 12-1B 
Allocating partnership income 


P2 


Check 
$31,480 


(3) Ramsey, Capital, 





Maria Karto and J.R. Black are forming a partnership to which Karto will devote one-third time and Black 
will devote full time. They have discussed the following alternative plans for sharing income and loss: 
(a) in the ratio of their initial capital investments, which they have agreed will be $52,000 for Karto and 
$78,000 for Black; (b) in proportion to the time devoted to the business; (c) a salary allowance of $2,000 
per month to Black and the balance in accordance with the ratio of their initial capital investments; or 


Problem 12-2B 
Allocating partnership income 
and loss; sequential years 


P2 
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Check Plan d, year 1, Black's 
share, $4,300 
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(d) a salary allowance of $2,000 per month to Black, 10% interest on their initial capital investments, and 
the balance shared equally. The partners expect the business to perform as follows: year 1, $18,000 net 
loss; year 2, $38,000 net income; and year 3, $94,000 net income. 


Required 


Prepare three tables with the following column headings. 


Income (Loss) 
Calculations 


Sharing Plan 





Complete the tables, one for each of the first three years, by showing how to allocate partnership income 
or loss to the partners under each of the four plans being considered. (Round answers to the nearest whole 
dollar.) 





Problem 12-3B 
Partnership income allocation, 
statement of partners’ equity, 
and closing entries 


P2 


Check (2) Schwartz, Ending 
Capital, $75,200 


Staci Cook, Lin Xi, and Kevin Schwartz formed the CXS Partnership by making capital contributions of 
$72,000, $108,000, and $60,000, respectively. They predict annual partnership net income of $120,000 
and are considering the following alternative plans of sharing income and loss: (a) equally; (b) in the ratio 
of their initial capital investments; or (c) salary allowances of $20,000 to Cook, $15,000 to Xi, and $40,000 
to Schwartz; interest allowances of 12% on their initial capital investments; and the balance shared 
equally. 


Required 


1. Prepare a table with the following column headings. 


Income (Loss) 


Sharing Plan Calculations Cook Xi Schwartz Total 


Use the table to show how to distribute net income of $120,000 for the calendar year under each of the 
alternative plans being considered. (Round answers to the nearest whole dollar.) 

2. Prepare a statement of partners’ equity showing the allocation of income to the partners assuming they 
agree to use plan (c), that income earned is $43,800, and that Cook, Xi, and Schwartz withdraw 
$9,000, $19,000, and $12,000, respectively, at year-end. 

3. Prepare the December 31 journal entry to close Income Summary assuming they agree to use plan (c) 
and that net income is $43,800. Also close the withdrawals accounts. 





Problem 12-4B 
Partner withdrawal 
and admission 


P3 


Check (1e) Cr. Hill, Capital, 
$81,600 


Check (2c) Cr. Mier, Capital, $5,040 


Part 1. Gibbs, Mier, and Hill are partners and share income and loss in a 5:1:4 ratio. The partnership’s 
capital balances are as follows: Gibbs, $303,000; Mier, $74,000; and Hill, $223,000. Gibbs decides to 
withdraw from the partnership, and the partners agree not to have the assets revalued upon Gibbs’s retire- 
ment. Prepare journal entries to record Gibbs’s April 30 withdrawal from the partnership under each of the 
following separate assumptions: Gibbs (a) sells her interest to Brady for $250,000 after Mier and Hill ap- 
prove the entry of Brady as a partner; (b) gives her interest to a daughter-in-law, Cannon, and thereafter 
Mier and Hill accept Cannon as a partner; (c) is paid $303,000 in partnership cash for her equity; (d) is 
paid $175,000 in partnership cash for her equity; and (e) is paid $100,000 in partnership cash plus manu- 
facturing equipment recorded on the partnership books at $269,000 less its accumulated depreciation of 
$168,000. 


Part 2. Assume that Gibbs does not retire from the partnership described in Part 1. Instead, Brise is admit- 
ted to the partnership on April 30 with a 20% equity. Prepare journal entries to record the entry of Brise 
under each of the following separate assumptions: Brise invests (a) $150,000; (b) $98,000; and 
(c) $213,000. 
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Asure, Ramirez, and Soney, who share income and loss in a 2:1:2 ratio, plan to liquidate their partnership. 
At liquidation, their balance sheet appears as follows. 


ASURE, RAMIREZ,AND SONEY 


Balance Sheet 
January 18 








Assets Liabilities and Equity 

Cash ear we ae anne $174,300 Accounts payable ............... $171,300 

Equipment ......... 308,600 Assure Capital ko er ae eee a 150,200 
Ramirez, Capital ................ 97,900 
Soney;Gapitalll rence erie 63,500 

Total assets ........ $482,900 Total liabilities and equity ......... $482,900 








Required 


Prepare journal entries for (a) the sale of equipment, (b) the allocation of its gain or loss, (c) the payment 
of liabilities at book value, and (d) the distribution of cash in each of the following separate cases: 
Equipment is sold for (1) $325,000; (2) $265,000; (3) $100,000 and any partners with capital deficits pay 
in the amount of their deficits; and (4) $75,000 and the partners have no assets other than those invested in 
the partnership. (Round amounts to the nearest dollar.) 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
the Working Papers that accompany the book.) 


SP 12 At the start of 2012, Santana Rey is considering adding a partner to her business. She envisions the 
new partner taking the lead in generating sales of both services and merchandise for Business Solutions. 
S. Rey’s equity in Business Solutions as of January 1, 2012, is reflected in the following capital balance. 


S. Rey, Capital............ $80,360 


Required 


1. S. Rey is evaluating whether the prospective partner should be an equal partner with respect to capital 
investment and profit sharing (1:1) or whether the agreement should be 4:1 with Rey retaining four- 
fifths interest with rights to four-fifths of the net income or loss. What factors should she consider in 
deciding which partnership agreement to offer? 

2. Prepare the January 1, 2012, journal entry(ies) necessary to admit a new partner to Business Solutions 
through the purchase of a partnership interest for each of the following two separate cases: (a) 1:1 
sharing agreement and (b) 4:1 sharing agreement. 

3. Prepare the January 1, 2012, journal entry(ies) required to admit a new partner if the new partner in- 
vests cash of $20,090. 


4. After posting the entry in part 3, what would be the new partner’s equity percentage? 


Problem 12-5B 
Liquidation of a partnership 


P4 


Check 
$36,800 


(4) Cash distribution: Asure, 


SERIAL PROBLEM 


Business Solutions 


P3 


Beyond the Numbers 


BTN 12-1 
year is 1984. 


Take a step back in time and imagine Research In Motion in its infancy as a company. The 


Required 

1. Read the history of Research In Motion at www.RIM.com. Identify the two partners that founded the 
company. 

2. Assume that Research In Motion was originally organized as a partnership. RIM’s income statement 
in Appendix A varies in several key ways from what it would look like for a partnership. Identify at 
least two ways in which a corporate income statement differs from a partnership income statement. 

3. Compare the Research In Motion balance sheet in Appendix A to what a partnership balance sheet 
would have shown. Identify and explain any account differences we would anticipate. 


REPORTING IN 
ACTION 


c 
RIM 
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COMPARATIVE 
ANALYSIS 


C1 e 
RIM 
Apple 


BTN 12-2 Over the years Research In Motion and Apple have evolved into large corporations. Today 
it is difficult to imagine them as fledgling start-ups. Research each company’s history online. 


Required 
1. Which company is older? 


2. In what years did each company first achieve $1,000,000,000 in sales? 
3. In what years did each company have its first public offering of stock? 





ETHICS 
CHALLENGE 


2A SP 


BTN 12-3 Doctors Maben, Orlando, and Clark have been in a group practice for several years. Maben 
and Orlando are family practice physicians, and Clark is a general surgeon. Clark receives many referrals 
for surgery from his family practice partners. Upon the partnership’s original formation, the three doctors 
agreed to a two-part formula to share income. Every month each doctor receives a salary allowance of 
$3,000. Additional income is divided according to a percent of patient charges the doctors generate for the 
month. In the current month, Maben generated 10% of the billings, Orlando 30%, and Clark 60%. The 
group’s income for this month is $50,000. Clark has expressed dissatisfaction with the income-sharing 
formula and asks that income be split entirely on patient charge percents. 


Required 
1. Compute the income allocation for the current month using the original agreement. 


2. Compute the income allocation for the current month using Clark’s proposed agreement. 
3. Identify the ethical components of this partnership decision for the doctors. 





COMMUNICATING 
IN PRACTICE 


Ci 


TAKING IT TO 
THE NET 


P1 "O 


BTN 12-4 Assume that you are studying for an upcoming accounting exam with a good friend. Your 
friend says that she has a solid understanding of general partnerships but is less sure that she understands 
organizations that combine certain characteristics of partnerships with other forms of business organiza- 
tion. You offer to make some study notes for your friend to help her learn about limited partnerships, 
limited liability partnerships, S corporations, and limited liability companies. Prepare a one-page set of 
well-organized, complete study notes on these four forms of business organization. 


BTN 12-5 Access the March 29, 2010, filing of the December 31, 2009, 10-K of America First Tax 

Exempt Investors LP. This company deals with tax-exempt mortgage revenue bonds that, among other 

things, finance student housing properties. 

1. Locate its December 31, 2009, balance sheet and list the account titles reported in the equity section 
of the balance sheet. 

2. Locate its statement of partners’ capital and comprehensive income (loss). How many units of limited 
partnership (known as “beneficial unit certificate holders”) are outstanding at December 31, 2009? 


3. What is the partnership’s largest asset and its amount at December 31, 2009? 





TEAMWORK IN 
ACTION 


P2 


BTN 12-6 This activity requires teamwork to reinforce understanding of accounting for partnerships. 


Required 


1. Assume that Baker, Warner, and Rice form the BWR Partnership by making capital contributions of 
$200,000, $300,000, and $500,000, respectively. BWR predicts annual partnership net income of 
$600,000. The partners are considering various plans for sharing income and loss. Assign a different 
team member to compute how the projected $600,000 income would be shared under each of the fol- 
lowing separate plans: 

a. Shared equally. 

b. In the ratio of the partners’ initial capital investments. 

c. Salary allowances of $50,000 to Baker, $60,000 to Warner, and $70,000 to Rice, with the remain- 
ing balance shared equally. 

d. Interest allowances of 10% on the partners’ initial capital investments, with the remaining balance 
shared equally. 
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2. In sequence, each member is to present his or her income-sharing calculations with the team. 
3. As a team, identify and discuss at least one other possible way that income could be shared. 
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BTN 12-7 Recall the chapter’s opening feature involving Chance Claxton and Lynn Julian, and their 
company, Kids Konserve. Assume that Chance and Lynn, partners in Kids Konserve, decide to expand 
their business with the help of general partners. 


Required 

1. What details should Chance, Lynn, and their future partners specify in the general partnership 
agreements? 

2. What advantages should Chance, Lynn, and their future partners be aware of with respect to orga- 
nizing as a general partnership? 

3. What disadvantages should Chance, Lynn, and their future partners be aware of with respect to orga- 
nizing as a general partnership? 


ENTREPRENEURIAL 
DECISION 


10@ 





BTN 12-8 Access Nokia’s Website (www.Nokia.com) and research the company’s history. 
1. When was the company founded? 

2. What three companies merged to create Nokia Corporation? 

3. What are some of the companies that are part of Nokia? 


GLOBAL DECISION 


"8@© 


NOKIA 
ANSWERS TO MULTIPLE CHOICE QUIZ 
1. e; Capital = $250,000 — $50,000 4. b; Total partnership equity = $125,000 + $124,000 + $75,000 
2. a; $90,000 X [$100,000/($150,000 + $150,000 + $100,000)] = $324,000 
= $22,500 Equity of Black = $324,000 X 20% = $64,800 
3 d: Bonus to old partners = $75,000 — $64,800 = $10,200, split equally 
5. a; $10,500/[($110,000 + $124,000)/2] = 8.97% 
Jamison Blue Total 
Net income ..............0005 $ 270,000 
Salary allowance ............... $120,000 (120,000) 
Interest allowance ............. 60,000 $80,000 (140,000) 
Balance of income ............. 10,000 
Balance divided equally ......... 5,000 5,000 (10,000) 





TO tals: creere conns aaa $185,000 $85,000 $ 0 
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A Look Back 


Chapter 12 focused on the partnership 
form of organization. We described cru- 
cial characteristics of partnerships and 
the accounting and reporting of their 
important transactions. 








A Look at This Chapter A Look Ahead 


This chapter emphasizes details of the Chapter 14 focuses on long-term liabili- 
corporate form of organization. The ties. We explain how to value, record, 
accounting concepts and procedures for amortize, and report these liabilities in 
equity transactions are explained. We financial statements. 


also describe how to report and analyze 
income, earnings per share, and retained 
earnings. 


Learning Objectives 





CONCEPTUAL 


Cl 
C2 


C3 


Identify characteristics of corporations 
and their organization. (p. 508) 


Explain characteristics of, and 
distribute dividends between, 
common and preferred stock. (p. 519) 


Explain the items reported in retained 
earnings. (p. 524) 





CAP 


ANALYTICAL PROCEDURAL 

A Compute earnings per share and P1 Record the issuance of corporate 
describe its use. (p. 527) stock. (p. 512) 

A Compute price-earnings ratio and P? Record transactions involving cash 
describe its use in analysis. (p. 527) dividends, stock dividends, and stock 

splits. (p. 515 

A Compute dividend yield and explain its P (p l 

use in analysis. (p. 528) P3 Record purchases and sales of 


treasury stock and the retirement 


Compute book value and explain its 
A 4 p of stock. (p. 522) 


use in analysis. (p. 528) 


a 


LPI3 


Decision Insight 


Greener Lawns 


FORT COLLINS, CO—According to the U.S. Environmental Pro- 
tection Agency, a gas-powered lawn mower produces as much 
air pollution as 43 new cars each driven 12,000 miles. “At least 
5 percent of pollution is caused by gas-powered maintenance 
equipment,” explains Kelly Giard, owner of 
(CleanAirLawnCare.com). “This is one of the last dirty frontiers 
in America that can be easily solved.” 

Kelly launched his business four years ago, which is a full- 
service sustainable lawn care company dedicated to using clean 
electrical and biodiesel powered equipment. His equipment is 
charged by solar panels d the day and by wind power over 
night. “| started [it] out of my garage mostly for fun,” says Kelly. 
“And business took off.” 

Kelly explains that his success would not have been possible 
without equity financing and knowledge of business operations. 
To make it happen, says Kelly, he studied corporate formation, 
equity issuance, stock types, retaining earnings, and dividend 
policies. After that analysis, Kelly set up Clean Air Lawn Care as 
a corporation, which had several benefits given his business 





“Every part of our business is . . . profitable” 
—KELLY GIARD 


goals and strategies. With his corporate structure in place, Kelly 
was ready to attack the market. “Only about 1% of the country 
uses an electrical mower,’ says Kelly. “That's awful, and that’s 
something we're committed to changing.” 

The success of Kelly's corporate structure and his equity 
financing brings both opportunities and challenges. The positive 
is being part of the green movement, yielding “a ripple effect 
where there's profit, happy customers and an environmental 
benefit.” The challenge is effectively using accounting for equity 
as a tool to achieve those objectives. That includes his knowl- 
edge of corporate formation, stock types, and equity transac- 
tions. “This is critical to us doing well in the long term,” explains 
Kelly. Still, the focus remains on the environment. “We want 
[consumers] to have a choice when they hire a service: sustain- 
able vs. dirty.” 


[Sources: Clean Air Lawn Care Website, January 2011; Entrepreneur, 
January 2010; Lawn & Landscape, April 2010; Charles & Hudson 
Website, 2010] 





Chapter Preview 





This chapter focuses on equity transactions. The first part of the 
chapter describes the basics of the corporate form of organization 
and explains the accounting for common and preferred stock. We 
then focus on several special financing transactions, including 


cash and stock dividends, stock splits, and treasury stock. The 
final section considers accounting for retained earnings, including 
prior period adjustments, retained earnings restrictions, and 
reporting guidelines. 
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Common T Preferred Treasury Reporting on 












e Characteristics e Par value e Cash e Issuance e Purchasing e Statement 

e Organization e No-par value dividends e Dividend treasury stock of retained 
and manage- e Stated value e Stock preferences e Reissuing earnings 
ment ¢ Stock for non- dividends e Convertible treasury stock e Statement of 


stockholders’ 
equity 
e Stock options 


cash assets 


e Stockholders 
e Stock basics 


preferred 
e Callable 
preferred 


e Stock splits e Retiring stock 





CORPORATE FORM OF ORGANIZATION 


A corporation is an entity created by law that is separate from its owners. It has most of the 
rights and privileges granted to individuals. Owners of corporations are called stockholders or 
shareholders. Corporations can be separated into two types. A privately held (or closely held) 
corporation does not offer its stock for public sale and usually has few stockholders. A publicly 
held corporation offers its stock for public sale and can have thousands of stockholders. Public 
sale usually refers to issuance and trading on an organized stock market. 





C1 Identify characteristics 
of corporations and 
their organization. 











Characteristics of Corporations 


Corporations represent an important type of organization. Their unique characteristics offer 
advantages and disadvantages. 


Advantages of Corporate Characteristics 


®© Separate legal entity: A corporation conducts its affairs with the same rights, duties, 
and responsibilities of a person. It takes actions through its agents, who are its officers 
and managers. 

© Limited liability of stockholders: Stockholders are liable for neither corporate acts nor 

corporate debt. 

Transferable ownership rights: The transfer of shares from one stockholder to another usu- 

ally has no effect on the corporation or its operations except when this causes a change in the 

directors who control or manage the corporation. 


Point: The business entity assumption e 
requires a corporation to be ac- 

counted for separately from its owners 
(shareholders). 


© Continuous life: A corporation’s life continues indefinitely because it is not tied to the phys- 


Global: U.S., U.K., and Canadian . . S 
ical lives of its owners. 


corporations finance much of their 

operations with stock issuances, but e 
companies in countries such as 

France, Germany, and Japan finance 

mainly with note and bond issuances. 


Lack of mutual agency for stockholders: A corporation acts through its agents, who are its 
officers and managers. Stockholders, who are not its officers and managers, do not have the 
power to bind the corporation to contracts—treferred to as lack of mutual agency. 


e Fase of capital accumulation: Buying stock is attractive to investors because (1) stockhold- 
ers are not liable for the corporation’s acts and debts, (2) stocks usually are transferred easily, 
(3) the life of the corporation is unlimited, and (4) stockholders are not corporate agents. 
These advantages enable corporations to accumulate large amounts of capital from the com- 
bined investments of many stockholders. 
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Disadvantages of Corporate Characteristics 


© Government regulation: A corporation must meet requirements of a state’s incorporation 
laws, which subject the corporation to state regulation and control. Proprietorships and 
partnerships avoid many of these regulations and governmental reports. 


e@ Corporate taxation: Corporations are subject to the same property and payroll taxes as pro- 
prietorships and partnerships plus additional taxes. The most burdensome of these are federal 
and state income taxes that together can take 40% or more of corporate pretax income. More- 
over, corporate income is usually taxed a second time as part of stockholders’ personal in- 
come when they receive cash distributed as dividends. This is called double taxation. (The 
usual dividend tax is 15%; however, it is less than 15% for lower income taxpayers, and in 
some cases zero.) 





@ Decision InsigI 


Stock Financing Marc Andreessen cofounded Netscape at age 22, only four months after earning his 
degree. One year later, he and friends issued Netscape shares to the public. The stock soared, making 
Andreessen a multimillionaire. E 


Corporate Organization and Management 


This section describes the incorporation, costs, and management of corporate organizations. 


Incorporation A corporation is created by obtaining a charter from a state government. A 
charter application usually must be signed by the prospective stockholders called incorporators 
or promoters and then filed with the proper state official. When the application process is com- 
plete and fees paid, the charter is issued and the corporation is formed. Investors then purchase 
the corporation’s stock, meet as stockholders, and elect a board of directors. Directors oversee a 
corporation’s affairs. 


Organization Expenses Organization expenses (also called organization costs) are the 
costs to organize a corporation; they include legal fees, promoters’ fees, and amounts paid to 
obtain a charter. The corporation records (debits) these costs to an expense account called Orga- 
nization Expenses. Organization costs are expensed as incurred because it is difficult to deter- 
mine the amount and timing of their future benefits. 


Management of a Corporation The ultimate control of a corporation rests with 
stockholders who control a corporation by electing its board of directors, or simply, directors. Each 
stockholder usually has one vote for each share of stock 
owned. This control relation is shown in Exhibit 13.1. Direc- 
tors are responsible for and have final authority for manag- 
ing corporate activities. A board can act only as a collective 
body and usually limits its actions to setting general policy. 
A corporation usually holds a stockholder meeting at 
least once a year to elect directors and transact business EBra of Directo TÀ 
as its bylaws require. A group of stockholders owning or i 4 
controlling votes of more than a 50% share of a corpora- 
tion’s stock can elect the board and control the corpora- 
tion. Stockholders who do not attend stockholders’ ý 
meetings must have an opportunity to delegate their vot- 
ing rights to an agent by signing a proxy, a document that 
gives a designated agent the right to vote the stock. 
Day-to-day direction of corporate business is delegated to executive officers appointed by 
the board. A corporation’s chief executive officer (CEO) is often its president. Several vice 
presidents, who report to the president, are commonly assigned specific areas of management 
responsibility such as finance, production, and marketing. One person often has the dual role 


Stockholders 


President, Vice President, 
and Other Officers 


Employees of the Corporation 
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Point: Proprietorships and partner- 
ships are not subject to income taxes. 
Their income is taxed as the personal 
income of their owners. 

Point: Double taxation is less severe 
when a corporation’s owner-manager 
collects a salary that is taxed only once 
as part of his or her personal income. 


Point: A corporation is not required 
to have an office in its state of 
incorporation. 


EXHIBIT 13.1 


Corporate Structure 


Point: Bylaws are guidelines that 
govern the behavior of individuals 
employed by and managing the 
corporation. 


510 


Global: Some corporate labels are: 





Country Label 
United States......... Inc. 
FRANCE coc sos mdiediede SA 
United Kingdom 

PUDONG iiss. cw amaaierais PLC 

Privatë i cvim dradenen cere s Ltd 
Germany & Austria 

aE CEPET TEET TET AG 

PRIVATE: serssanoires GmbH 
Sweden & Finland ..... AB 
VAI a tanciremag dung gan SpA 
Netherlands ......... NV 
Australia op dnawiwsns AG 
MEXICO is ceauce cee SA 
Bahamas sca chcsseed IBC 


EXHIBIT 13.2 
Stock Certificate 
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of chairperson of the board of directors and CEO. In this case, the president is usually desig- 
nated the chief operating officer (COO). 


@ Decision 





Seed Money Sources for start-up money include (1) “angel” investors such as family, friends, or any- 
one who believes in a company, (2) employees, investors, and even suppliers who can be paid with stock, 
and (3) venture capitalists (investors) who have a record of entrepreneurial success. See the National 
Venture Capital Association (NVCA.org) for information. & 


Stockholders of Corporations 


This section explains stockholder rights, stock purchases and sales, and the role of registrar and 
transfer agents. 


Rights of Stockholders When investors buy stock, they acquire all specific rights the 
corporation’s charter grants to stockholders. They also acquire general rights granted stockhold- 
ers by the laws of the state in which the company is incorporated. When a corporation has only 
one class of stock, it is identified as common stock. State laws vary, but common stockholders 
usually have the general right to 


1. Vote at stockholders’ meetings. 
2. Sell or otherwise dispose of their stock. 


3. Purchase their proportional share of any common stock later issued by the corporation. 
This preemptive right protects stockholders’ proportionate interest in the corporation. 
For example, a stockholder who owns 25% of a corporation’s common stock has the first 
opportunity to buy 25% of any new common stock issued. 


4. Receive the same dividend, if any, on each common share of the corporation. 


5. Share in any assets remaining after creditors and preferred stockholders are paid when, 
and if, the corporation is liquidated. Each common share receives the same amount. 


Stockholders also have the right to receive timely financial reports. 


Stock Certificates and Transfer Investors who buy a corporation’s stock, sometimes 
receive a stock certificate as proof of share ownership. Many corporations issue only one cer- 
tificate for each block 
of stock purchased. A cer- 
tificate can be for any num- 
ber of shares. Exhibit 13.2 
shows a stock certificate of 
the Green Bay Packers. A 
certificate shows the com- 
pany name, stockholder 
name, number of shares, and 
other crucial information. 
Issuance of certificates is 
becoming less common. 
Instead, many stockholders 
maintain accounts with the 
corporation or their stock- 
brokers and never receive 
actual certificates. 








Faav0oe227 





& <9 
Green Bay Packers, Inc. 


Tits Correpies iat 


maach 20, 1900 








Registrar and Transfer Agents If a corporation’s stock is traded on a major stock 
exchange, the corporation must have a registrar and a transfer agent. A registrar keeps stock- 
holder records and prepares official lists of stockholders for stockholder meetings and dividend 
payments. A transfer agent assists with purchases and sales of shares by receiving and issuing 
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certificates as necessary. Registrars and transfer agents are usually large banks or trust compa- 
nies with computer facilities and staff to do this work. 





@ Decision In 


Pricing Stock A prospectus accompanies a stock’s initial public offering (IPO), giving financial informa- 
tion about the company issuing the stock. A prospectus should help answer these questions to price an 
IPO: (1) Is the underwriter reliable? (2) Is there growth in revenues, profits, and cash flows? (3) What is 
management's view of operations? (4) Are current owners selling? (5) What are the risks? E 


Basics of Capital Stock 


Capital stock is a general term that refers to any shares issued to obtain capital (owner financ- 
ing). This section introduces terminology and accounting for capital stock. 


Authorized Stock Authorized stock is the number of shares that a corporation’s charter 
allows it to sell. The number of authorized shares usually exceeds the number of shares issued 
(and outstanding), often by a large amount. (Outstanding stock refers to issued stock held by 
stockholders.) No formal journal entry is required for stock authorization. A corporation must 
apply to the state for a change in its charter if it wishes to issue more shares than previously 
authorized. A corporation discloses the number of shares authorized in the equity section of its 
balance sheet or notes. Apple’s balance sheet in Appendix A reports 1.8 billion common shares 
authorized as of the start of its 2010 fiscal year. 


Selling (Issuing) Stock A corporation can sell stock directly or indirectly. To sell directly, 
it advertises its stock issuance to potential buyers. This type of issuance is most common with 
privately held corporations. To sell indirectly, a corporation pays a brokerage house (investment 
banker) to issue its stock. Some brokerage houses underwrite an indirect issuance of stock; that 
is, they buy the stock from the corporation and take all gains or losses from its resale. 


Market Value of Stock Market value per share is the price at which a stock is bought 
and sold. Expected future earnings, dividends, growth, and other company and economic factors 
influence market value. Traded stocks’ market values are available daily in newspapers such as 
The Wall Street Journal and online. The current market value of previously issued shares (for 
example, the price of stock in trades between investors) does not impact the issuing corporation’s 
stockholders’ equity. 


Classes of Stock When all authorized shares have the same rights and characteristics, the 
stock is called common stock. A corporation is sometimes authorized to issue more than one 
class of stock, including preferred stock and different classes of common stock. American 
Greetings, for instance, has two types of common stock: Class A stock has 1 vote per share and 
Class B stock has 10 votes per share. 


Par Value Stock Par value stock is stock that is assigned a par value, which is an amount 
assigned per share by the corporation in its charter. For example, Palm’s common stock has a par 
value of $0.001. Other commonly assigned par values are $10, $5, $1 and $0.01. There is no re- 
striction on the assigned par value. In many states, the par value of a stock establishes minimum 
legal capital, which refers to the least amount that the buyers of stock must contribute to the cor- 
poration or be subject to paying at a future date. For example, if a corporation issues 1,000 shares 
of $10 par value stock, the corporation’s minimum legal capital in these states would be $10,000. 
Minimum legal capital is intended to protect a corporation’s creditors. Since creditors cannot de- 
mand payment from stockholders’ personal assets, their claims are limited to the corporation’s 
assets and any minimum legal capital. At liquidation, creditor claims are paid before any amounts 
are distributed to stockholders. 


No-Par Value Stock No-par value stock, or simply no-par stock, is stock not assigned a 
value per share by the corporate charter. Its advantage is that it can be issued at any price with- 
out the possibility of a minimum legal capital deficiency. 


Subcategories of Authorized Stock 





Authorized 





Authorized & Issued 





Authorized, 
Issued and 
Outstanding 





























Point: Managers are motivated to set a 
low par value when minimum legal capital 
or state issuance taxes are based on par 
value. 


Point: Minimum legal capital was 
intended to protect creditors by 
requiring a minimum level of net assets. 


Point: Par, no-par, and stated value 
do not set the stock’s market value. 
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EXHIBIT 13.3 Corporation Stated Value Stock Stated value stock is no-par stock to 
Equity Composition Camon See 7 which the directors assign a “stated” value per share. Stated 
o value per share becomes the minimum legal capital per share in 
Normal bal. = this case. 

o 
Paid-In Capital ia Stockholders’ Equity A corporation’s equity is known as 
in Excess of Par © stockholders’ equity, also called shareholders’ equity or corpo- 
E rate capital. Stockholders’ equity consists of (1) paid-in (or 


Normal bal. 


contributed) capital and (2) retained earnings; see Exhibit 13.3. 
Paid-in capital is the total amount of cash and other assets the 
Babi hunena corporation receives from its stockholders in exchange for its 
stock-related transactions, whereas re- Normal bal. stock. Retained earnings is the cumulative net income (and loss) 
tained earnings comes from operations. not distributed as dividends to its stockholders. 








@ Decision 

Stock Quote The Best Buy stock 52 Weeks Yid Vol Net 
quote is interpreted as (left to right): Hi Lo Sym Div % PE mil. Hi Lo Close Chg 
Hi, highest price in past 52 weeks; 54.15 41.85 BBY 0.13 0.98 19 7.2 53.14 52.36 52.91 +0.20 


Lo, lowest price in past 52 weeks; 

Sym, company exchange symbol; Div, dividends paid per share in past year; YId %, dividend divided by 
closing price; PE, stock price per share divided by earnings per share; Vol mil., number (in millions) of 
shares traded; Hi, highest price for the day; Lo, lowest price for the day; Close, closing price for the day; 
Net Chg, change in closing price from prior day. E 
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1. Which of the following is not a characteristic of the corporate form of business? (a) Ease 
of capital accumulation, (b) Stockholder responsibility for corporate debts, (c) Ease in 
transferability of ownership rights, or (a) Double taxation. 


2. Why is a corporation's income said to be taxed twice? 
3. What is a proxy? 


COMMON STOCK 


Accounting for the issuance of common stock affects only paid-in (contributed) capital accounts; 
no retained earnings accounts are affected. 





p Record the issuance of 
corporate stock. 











Issuing Par Value Stock 


Par value stock can be issued at par, at a premium (above par), or at a discount (below par). In 
each case, stock can be exchanged for either cash or noncash assets. 


Issuing Par Value Stock at Par When common stock is issued at par value, we record 
amounts for both the asset(s) received and the par value stock issued. To illustrate, the entry to 
record Dillon Snowboards’ issuance of 30,000 shares of $10 par value stock for $300,000 cash 
on June 5, 2011, follows. 


Assets = Liabilities + Equity June 5 Ca E E 300,000 
+300,000 +300,000 


| a. Common Stock, $10 ParValue ................ 300,000 
$10 par value X 30,000 shares Issued 30,000 shares of $10 par value 


common stock at par. 














Exhibit 13.4 shows the stockholders’ equity of Dillon Snowboards at year-end 2011 (its first 
year of operations) after income of $65,000 and no dividend payments. 
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Stockholders’ Equity 
Common Stock—$10 par value; 50,000 shares authorized; 


30.000 shares issued:and outstanding -=m eee ennem E E E E eirt ele errs $300,000 
Retaimed earnings esee anara a ae raa EN EE EEEE EE EEEE yar DEVE EE EEE EER 65,000 
Total stockholders equity ecus eeaeee aeee E E EE AE E EEES N S $365,000 


Issuing Par Value Stock at a Premium A premium on stock occurs when a corpo- 
ration sells its stock for more than par (or stated) value. To illustrate, if Dillon Snowboards 
issues its $10 par value common stock at $12 per share, its stock is sold at a $2 per share pre- 
mium. The premium, known as paid-in capital in excess of par value, is reported as part of 
equity; it is not revenue and is not listed on the income statement. The entry to record Dillon 
Snowboards’ issuance of 30,000 shares of $10 par value stock for $12 per share on June 5, 
2011, follows 


June 5 360,000 
Common Stock, $10 Par Value ................ 


Paid-In Capital in Excess of 
Par Value, Common Stock .............. 
Sold and issued 30,000 shares of $10 par 
value common stock at $12 per share. 


60,000 


The Paid-In Capital in Excess of Par Value account is added to the par value of the stock in the 
equity section of the balance sheet as shown in Exhibit 13.5. 


Stockholders’ Equity 
Common Stock—$10 par value; 50,000 shares authorized; 


30/000'sharesiissucdiandioutstanding er e e aan a trans eterna cir tears olen yeeros $300,000 
Paid-in capital in excess of par value, common stock .................. 0... eee eee 60,000 
Retainediearningsrvarerrcrr cron E net eres eens eee denies eases acne ren E eee anisvaye bar year 65,000 
lotalkestockholderstequitysencq- retreat Chere Reem creer mr tne $425,000 


Issuing Par Value Stock at a Discount A discount on stock occurs when a corpora- 
tion sells its stock for less than par (or stated) value. Most states prohibit the issuance of stock 
at a discount. In states that allow stock to be issued at a discount, its buyers usually become 
contingently liable to creditors for the discount. If stock is issued at a discount, the amount by 
which issue price is less than par is debited to a Discount on Common Stock account, a contra 
to the common stock account, and its balance is subtracted from the par value of stock in the 
equity section of the balance sheet. This discount is not an expense and does not appear on the 
income statement. 


Issuing No-Par Value Stock 


When no-par stock is issued and is not assigned a stated value, the amount the corporation re- 
ceives becomes legal capital and is recorded as Common Stock. This means that the entire pro- 
ceeds are credited to a no-par stock account. To illustrate, a corporation records its October 20 
issuance of 1,000 shares of no-par stock for $40 cash per share as follows. 


Oct. 20 40,000 


Common Stock, No-Par Value ................ 


Issued 1,000 shares of no-par value common stock 
at $40 per share. 


— 
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EXHIBIT 13.4 


Stockholders’ Equity for Stock 
Issued at Par 


Point: A premium is the amount by 
which issue price exceeds par (or stated) 
value. It is recorded in the “Paid-In Capital 
in Excess of Par Value, Common Stock” 
account; also called “Additional Paid-In 
Capital, Common Stock.” 


Assets = Liabilities + Equity 





300,000 +360,000 +300,000 
+60,000 


$10 par value X 30,000 shares 








[$12 issue price — $10 par value] 
X 30,000 shares 








Point: The Paid-In Capital terminology is 
interchangeable with Contributed Capital. 


EXHIBIT 13.5 


Stockholders’ Equity for Stock 
Issued at a Premium 


Point: Retained earnings can be 
negative, reflecting accumulated losses. 
Amazon.com had an accumulated deficit 
of $730 million at the start of 2009. 


Assets = Liabilities + Equity 


+40,000 





$40 issue price X 1,000 no-par shares 
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Frequency of Stock Types 


Stated 3% 
No-Par 9% 





Assets = Liabilities + Equity 
+50,000 +40,000 
+10,000 











$40 stated value X 1,000 shares 








[$50 issue price — $40 stated value] x 
1,000 shares 











Points Stock issued for noncash 
assets should be recorded at the 
market value of either the stock 
or the noncash asset, whichever 
is more clearly determinable. 


Assets = Liabilities + Equity 
+105,000 +80,000 
+25,000 








$20 par value X 4,000 shares 








$105,000 asset value — $80,000 stock value 











Point: Any type of stock can be 
issued for noncash assets. 


Assets = Liabilities + Equity 

— 12,000 
+9,000 
+3,000 








$15 par value X 600 shares 











$12,000 services value — $9,000 stock value 
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Issuing Stated Value Stock 


When no-par stock is issued and assigned a stated value, its stated value becomes legal capital 
and is credited to a stated value stock account. Assuming that stated value stock is issued at an 
amount in excess of stated value (the usual case), the excess is credited to Paid-In Capital in 
Excess of Stated Value, Common Stock, which is reported in the stockholders’ equity section. 
To illustrate, a corporation that issues 1,000 shares of no-par common stock having a stated 
value of $40 per share in return for $50 cash per share records this as follows. 








Oct. 20 CIST seaman neater S I AAT A AAA NNa 50,000 
> Common Stock, $40 Stated Value .............. 40,000 
| æ Paid-In Capital in Excess of Stated 
Value, Common Stock 2.0... heccscn yn ev eens 10,000 


Issued 1,000 shares of $40 per share stated 
value stock at $50 per share. 





Issuing Stock for Noncash Assets 


A corporation can receive assets other than cash in exchange for its stock. (It can also assume 
liabilities on the assets received such as a mortgage on property received.) The corporation re- 
cords the assets received at their market values as of the date of the transaction. The stock given 
in exchange is recorded at its par (or stated) value with any excess recorded in the Paid-In 
Capital in Excess of Par (or Stated) Value account. (If no-par stock is issued, the stock is re- 
corded at the assets’ market value.) To illustrate, the entry to record receipt of land valued at 
$105,000 in return for issuance of 4,000 shares of $20 par value common stock on June 10 is 








June 10 ea A A E rica titer a opine cunt A E Neve Aart ran cee 105,000 
> Common Stock, $20 Par Value .............005 80,000 
| æ Paid-In Capital in Excess of Par Value, 
Common Stock o eee eee ae eee ae a 25,000 


Exchanged 4,000 shares of $20 par value 
— common stock for land. 





A corporation sometimes gives shares of its stock to promoters in exchange for their services 
in organizing the corporation, which the corporation records as Organization Expenses. The 
entry to record receipt of services valued at $12,000 in organizing the corporation in return for 
600 shares of $15 par value common stock on June 5 is 





June 5 Organization Expenses -s -me eee ee ree 12,000 
> Common Stock, $15 Par Value ................ 9,000 
Paid-In Capital in Excess of Par Value, 
Common: Stock. eeaeee eer wiagaen 3,000 


Gave promoters 600 shares of $15 par value 
common stock in exchange for their services. 






Quick Check Answers — p. 533 


4. A company issues 7000 shares of its $10 par value common stock in exchange for equipment 
valued at $105,000. The entry to record this transaction includes a credit to (a) Paid-In Capital 
in Excess of Par Value, Common Stock, for $35,000. (b) Retained Earnings for $35,000. 

(c) Common Stock, $10 Par Value, for $105,000. 


5. What is a premium on stock issuance? 
6. Who is intended to be protected by minimum legal capital? 
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DIVIDENDS 


This section describes both cash and stock dividend transactions. 


Cash Dividends 


The decision to pay cash dividends rests with the board of directors and involves more than 
evaluating the amounts of retained earnings and cash. The directors, for instance, may decide to 
keep the cash to invest in the corporation’s growth, to meet emergencies, to take advantage of 
unexpected opportunities, or to pay off debt. Alternatively, many corporations pay cash divi- 
dends to their stockholders at regular dates. These cash flows provide a return to investors and 
almost always affect the stock’s market value. 


Accounting for Cash Dividends Dividend payment involves 
three important dates: declaration, record, and payment. Date of declara- 


tion is the date the directors vote to declare and pay a dividend. This cre- Cash Dividend 





Record transactions 
involving cash dividends, 
stock dividends, and 
stock splits. 


P2 











Percent of Corporations Paying Dividends 


O, 
ates a legal liability of the corporation to its stockholders. Date of record to:Common = 
is the future date specified by the directors for identifying those stock- 
holders listed in the corporation’s records to receive dividends. The date Cash Dividend |} 550, 
of record usually follows the date of declaration by at least two weeks. 'oerRgreg 
Persons who own stock on the date of record receive dividends. Date of 0% 20% 40% 60% 80% 


payment is the date when the corporation makes payment; it follows the 
date of record by enough time to allow the corporation to arrange checks, money transfers, or 
other means to pay dividends. 

To illustrate, the entry to record a January 9 declaration of a $1 per share cash dividend by the 
directors of Z-Tech, Inc., with 5,000 outstanding shares is 


Date of Declaration 


Jan. 9 Retained|Earmings -o-o eue se serce ne ene ae eera e 5,000 
Common Dividend Payable................... 


Declared $1 per common share cash dividend. 


Common Dividend Payable is a current liability. The date of record for the Z-Tech dividend is 
January 22. No formal journal entry is needed on the date of record. The February 1 date of 
payment requires an entry to record both the settlement of the liability and the reduction of the 
cash balance, as follows: 


Date of Payment 


Feb. | 5,000 
5,000 


Paid $1 per common share cash dividend. 


Deficits and Cash Dividends A corporation with a debit (abnormal) balance for re- 
tained earnings is said to have a retained earnings deficit, which arises when a company incurs 
cumulative losses and/or pays more dividends than total earnings from current and prior years. 
A deficit is reported as a deduction on the balance sheet, as shown in Exhibit 13.6. Most states 
prohibit a corporation with a deficit from paying a cash dividend to its stockholders. This legal 
restriction is designed to protect creditors by preventing distribution of assets to stockholders 
when the company may be in financial difficulty. 


1 An alternative entry is to debit Dividends instead of Retained Earnings. The balance in Dividends is then closed to 
Retained Earnings at the end of the reporting period. The effect is the same: Retained Earnings is decreased and a 
Dividend Payable is increased. For simplicity, all assignments in this chapter use the Retained Earnings account to 
record dividend declarations. 


5,000 BBE 


Assets = Liabilities + Equity 
+5,000 —5,000 


100% 








$1 per share declared dividend X 5,000 shares 








Assets = Liabilities + Equity 
—5,000 —5,000 


Point: It is often said a dividend is 
a distribution of retained earnings, 
but it is more precise to describe a 
dividend as a distribution of assets to 
satisfy stockholder claims. 


Point: The Retained Earnings 
Deficit account is also called 
Accumulated Deficit. 
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EXHIBIT 13.6 


Stockholders’ Equity 
with a Deficit 


Point: Amazon.com has never 
declared a cash dividend. 


EXHIBIT 13.7 


Stockholders’ Equity before 
Declaring a Stock Dividend 
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Common stock—$10 par value, 5,000 shares authorized, issued, and outstanding ......... $50,000 
Retained earnings deficit oo 0sjei cietic saci e nsecscaness ois ta S AEE nesta eaS aS ale pare aaa) fas (6,000) 
Total istockholders’ equity roae or eCo cess sas A aver oneteetane lapses TES E ions, susie $44,000 


Some state laws allow cash dividends to be paid by returning a portion of the capital 
contributed by stockholders. This type of dividend is called a liquidating cash dividend, or 
simply liquidating dividend, because it returns a part of the original investment back to the 
stockholders. This requires a debit entry to one of the contributed capital accounts instead of 
Retained Earnings at the declaration date. 


Quick Check Answers — p. 534 [vi 


7. What type of an account is the Common Dividend Payable account? 
8. What three crucial dates are involved in the process of paying a cash dividend? 
9. When does a dividend become a company's legal obligation? 


Stock Dividends 


A stock dividend, declared by a corporation’s directors, is a distribution of additional shares 
of the corporation’s own stock to its stockholders without the receipt of any payment in 
return. Stock dividends and cash dividends are different. A stock dividend does not reduce 
assets and equity but instead transfers a portion of equity from retained earnings to contrib- 
uted capital. 


Reasons for Stock Dividends Stock dividends exist for at least two reasons. First, 
directors are said to use stock dividends to keep the market price of the stock affordable. For 
example, if a corporation continues to earn income but does not issue cash dividends, the price 
of its common stock likely increases. The price of such a stock may become so high that it dis- 
courages some investors from buying the stock (especially in lots of 100 and 1,000). When a 
corporation has a stock dividend, it increases the number of outstanding shares and lowers the 
per share stock price. Another reason for a stock dividend is to provide evidence of manage- 
ment’s confidence that the company is doing well and will continue to do well. 


Accounting for Stock Dividends A stock dividend affects the components of equity 
by transferring part of retained earnings to contributed capital accounts, sometimes described 
as capitalizing retained earnings. Accounting for a stock dividend depends on whether it is a 
small or large stock dividend. A small stock dividend is a distribution of 25% or less of pre- 
viously outstanding shares. It is recorded by capitalizing retained earnings for an amount 
equal to the market value of the shares to be distributed. A large stock dividend is a distribu- 
tion of more than 25% of previously outstanding shares. A large stock dividend is recorded by 
capitalizing retained earnings for the minimum amount required by state law governing the 
corporation. Most states require capitalizing retained earnings equal to the par or stated value 
of the stock. 

To illustrate stock dividends, we use the equity section of Quest’s balance sheet shown in 
Exhibit 13.7 just before its declaration of a stock dividend on December 31. 


Stockholders’ Equity (before dividend) 


Common stock— $10 par value, 15,000 shares authorized, 


10,000 shares issued and outstanding ........... 0... c cece cee eee eee $100,000 
Paid-in capital in excess of par value, common stock ............... 0 eee ee eee eee ee 8,000 
Retained earnings s sanee aeaa aaea E SEE NE E onal eis yams S E E EEE N 35,000 


Totalistockholders equity moso meee oee ea E AE E A EE E E E E EEES $143,000 
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Recording a small stock dividend. Assume that Quest’s directors declare a 10% stock divi- 

dend on December 31. This stock dividend of 1,000 shares, computed as 10% of its 10,000 is- 

sued and outstanding shares, is to be distributed on January 20 to the stockholders of record on point: small stock dividends are 
January 15. Since the market price of Quest’s stock on December 31 is $15 per share, this small recorded at market value. 
stock dividend declaration is recorded as follows: 


Date of Declaration—Small Stock Dividend 











Dec. 31 Retained Earnings: sesse 20.0050 mysie,s eye's naea 15,000 Assets = Liabilities + Equity 
Common Stock Dividend Distributable ......... 10,000 <—_ — 15,000 
Paid-In Capital in Excess of Par Value, + 10,000 
Common Stocks ere ae crave enreisiers 5,000 <— +5,000 
Declared a 1,000-share (10%) stock dividend. 10% dividend X 10,000 issued shares X 


$10 par value 














The $10,000 credit in the declaration entry equals the par value of the shares and is recorded Pinas oe ace ont 5 

. i ai . . . . . market price — par value 

in Common Stock Dividend Distributable, an equity account. Its balance exists only until the 

shares are issued. The $5,000 credit equals the amount by which market value exceeds par 

value. This amount increases the Paid-In Capital in Excess of Par Value account in anticipa- point: The term Distributable (not 

tion of the issuance of shares. In general, the balance sheet changes in three ways when a Payable) is used for stock dividends. 

stock dividend is declared. First, the amount of equity attributed to common stock increases; op dividend crea a liability 

for Quest, from $100,000 to $110,000 for 1,000 additional declared shares. Second, paid-in eee ae eee 

capital in excess of par increases by the excess of market value over par value for the declared Point: The credit to Paid-In Capital 

shares. Third, retained earnings decreases, reflecting the transfer of amounts to both common in Excess of Par Value is recorded when 
k d ‘aa ital i f The stockholders’ it f Q tissh . the stock dividend is declared. This 

stock and paid-in capital in excess of par. The stockholders’ equity of Quest is shown in accoune is not affected when stock is 

Exhibit 13.8 after its 10% stock dividend is declared on December 31—the items impacted later distributed. 

are in bold. 











EXHIBIT 13.8 


Stockholders’ Equity after 
Declaring a Stock Dividend 


Stockholders’ Equity (after dividend) 


Common stock— $10 par value, 15,000 shares authorized, 


10,000 shares issued and outstanding ......................00. $100,000 
Common stock dividend distributable—I,000 shares ........ 10,000 
Paid-in capital in excess of par value, common stock ......... 13,000 
Retained eamnings -i 5602 oisiscscseers sererspensi ey gaa E sie eosveiesg: susinus oie 20,000 
Totalistockholders equity: ee ooe oaeee ea trees E A wiare resus ese $143,000 


No entry is made on the date of record for a stock dividend. On January 20, the date of payment, 
Quest distributes the new shares to stockholders and records this entry: 


Date of Payment—Small Stock Dividend 


Jan. 20 Common Stock Dividend Distributable ............. 10,000 Assets = Liabilities + Equity 
Common Stock, $10 Par Value ................ 10,000 —10,000 


To record issuance of common stock dividend. +10,000 


The combined effect of these stock dividend entries is to transfer (or capitalize) $15,000 of re- 

tained earnings to paid-in capital accounts. The amount of capitalized retained earnings equals point: A stock dividend does not 
the market value of the 1,000 issued shares ($15 X 1,000 shares). A stock dividend has no affect assets. 

effect on the ownership percent of individual stockholders. 


Recording a large stock dividend. A corporation capitalizes retained earnings equal to the 

minimum amount required by state law for a large stock dividend. For most states, this amount 

is the par or stated value of the newly issued shares. To illustrate, suppose Quest’s board de- point: bargesiaekedividendeare 
clares a stock dividend of 30% instead of 10% on December 31. Since this dividend is more recorded at par or stated value. 
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than 25%, it is treated as a large stock dividend. Thus, the par value of the 3,000 dividend shares 
is capitalized at the date of declaration with this entry: 


Date of Declaration—Large Stock Dividend 








Assets = Liabilities + Equity Dec. 31 RetainediEarningsm@ar a E E tars 30,000 
—30,000 > Common Stock Dividend Distributable ......... 30,000 
ica ake | Declared a 3,000-share (30%) stock dividend. 
30% dividend X 10,000 issued shares X 


$10 par value This transaction decreases retained earnings and increases contributed capital by $30,000. On 
the date of payment the company debits Common Stock Dividend Distributable and credits 
Common Stock for $30,000. The effects from a large stock dividend on balance sheet accounts 
are similar to those for a small stock dividend except for the absence of any effect on paid-in 
capital in excess of par. 











Stock Splits 


Before 5:1 Split: 1 share, $50 par A stock split is the distribution of additional shares to stockholders according to their percent 
ownership. When a stock split occurs, the corporation “calls in” its outstanding shares and issues 
more than one new share in exchange for each old share. Splits can be done in any ratio, including 
2-for-1, 3-for-1, or higher. Stock splits reduce the par or stated value per share. The reasons for 
stock splits are similar to those for stock dividends. 
To illustrate, CompTec has 100,000 outstanding shares of $20 par value common stock with 
a current market value of $88 per share. A 2-for-1 stock split cuts par value in half as it replaces 
100,000 shares of $20 par value stock with 200,000 shares of $10 par value stock. Market value is 
reduced from $88 per share to about $44 per share. The split does not affect any equity amounts 
reported on the balance sheet or any individual stockholder’s percent ownership. Both the Paid-In 
Capital and Retained Earnings accounts are unchanged by a split, and no journal entry is made. 
The only effect on the accounts is a change in the stock account description. CompTec’s 2-for-1 
split on its $20 par value stock means that after the split, it changes its stock account title to Com- 
mon Stock, $10 Par Value. This stock’s description on the balance sheet also changes to reflect the 
@; additional authorized, issued, and outstanding shares and the new par value. 
The difference between stock splits and large stock dividends is often blurred. Many companies 
EE E S ET report stock splits in their financial statements without calling in the original shares by simply 
astoek sli lie recent sack price wes changing their par value. This type of “split” is really a large stock dividend and results in additional 
$150,000 per share. shares issued to stockholders by capitalizing retained earnings or transferring other paid-in capital 
to Common Stock. This approach avoids administrative costs of splitting the stock. Harley- 
Davidson recently declared a 2-for-1 stock split executed in the form of a 100% stock dividend. 





After 5:1 Split: 5 shares, $10 par 





Point: A reverse stock split is the 
opposite of a stock split. It increases both 
the market value per share and the par 
or stated value per share with a split 


ratio less than |-for-I, such as |-for-2.A m Decision Answer — p. 533 | a | 


reverse split results in fewer shares. 





Entrepreneur A company you cofounded and own stock in announces a 50% stock dividend. Has the 
value of your stock investment increased, decreased, or remained the same? Would it make a difference if 
it was a 3-for2 stock split executed in the form of a dividend? E 


Quick Check Answers — p. 534 [ví 
10. How does a stock dividend impact assets and retained earnings? 


11. What distinguishes a large stock dividend from a small stock dividend? 
12. What amount of retained earnings is capitalized for a small stock dividend? 


PREFERRED STOCK 





C2 Explain characteristics of, A corporation can issue two basic kinds of stock, common and preferred. Preferred stock has 

and distribute dividends special rights that give it priority (or senior status) over common stock in one or more areas. 

To oT and Special rights typically include a preference for receiving dividends and for the distribution of 
preterred stock. 
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assets if the corporation is liquidated. Preferred stock 
carries all rights of common stock unless the corporate 
charter nullifies them. Most preferred stock, for instance, 


Issued 
does not confer the right to vote. Exhibit 13.9 shows that Preferred 
preferred stock is issued by about one-fourth of corpora- Stock 27% 


tions. All corporations issue common stock. 





Issuance of Preferred Stock 


Preferred stock usually has a par value. Like common stock, it can be sold at a price different 
from par. Preferred stock is recorded in its own separate capital accounts. To illustrate, if Dillon 
Snowboards issues 50 shares of $100 par value preferred stock for $6,000 cash on July 1, 2011, 
the entry is 


EXHIBIT 13.9 


Corporations and 
Preferred Stock 


Assets = Liabilities + Equity 


+6,000 





July | CUM oovsupconcdansuockagsoacaonsnedanecnoooas 6,000 
Preferred Stock, $100 ParValue ............... 5,000<—__ 
Paid-In Capital in Excess of Par Value, 
PROIGIVOR SOCK cache rea neta E aoe 1,000 


Issued preferred stock for cash. 


The equity section of the year-end balance sheet for Dillon Snowboards, including preferred 
stock, is shown in Exhibit 13.10. (This exhibit assumes that common stock was issued at par.) 
Issuing no-par preferred stock is similar to issuing no-par common stock. Also, the entries for 
issuing preferred stock for noncash assets are similar to those for common stock. 


Stockholders’ Equity 


Common stock—$10 par value; 50,000 shares authorized; 





30,000 shares issued and outstanding ....................0 eee eee eee $300,000 
Preferred stock—$ 100 par value; 1,000 shares authorized; 

50 shares issued and outstanding ................. 0.0 c cece eee 5,000 
Paid-in capital in excess of par value, preferred stock .............. 1,000 
Retained earnings csccsscoysiers SAE IE Eo E A EEEE A SITERE ses 65,000 
Total-stockholders equity onses eune ri n ree n E sere EEA E ET $371,000 


Dividend Preference of Preferred Stock 


Preferred stock usually carries a preference for dividends, meaning that preferred stockholders 
are allocated their dividends before any dividends are allocated to common stockholders. The 
dividends allocated to preferred stockholders are usually expressed as a dollar amount per 
share or a percent applied to par value. A preference for dividends does not ensure dividends. 
If the directors do not declare a dividend, neither the preferred nor the common stockholders 
receive one. 


Cumulative or Noncumulative Dividend Most preferred stocks carry a cumulative 
dividend right. Cumulative preferred stock has a right to be paid both the current and all 
prior periods’ unpaid dividends before any dividend is paid to common stockholders. When 
preferred stock is cumulative and the directors either do not declare a dividend to preferred 
stockholders or declare one that does not cover the total amount of cumulative dividend, the 
unpaid dividend amount is called dividend in arrears. Accumulation of dividends in arrears 
on cumulative preferred stock does not guarantee they will be paid. Noncumulative preferred 
stock confers no right to prior periods’ unpaid dividends if they were not declared in those 
prior periods. 

To illustrate the difference between cumulative and noncumulative preferred stock, assume 
that a corporation’s outstanding stock includes (1) 1,000 shares of $100 par, 9% preferred 


-A $100 par value X 50 shares 


+5,000 
+ 1,000 
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$6,000 cash — [$100 par value X 50 shares] 








EXHIBIT 13.10 


Stockholders’ Equity with 
Common and Preferred Stock 


Point: Dividend preference does 
not imply that preferred stockholders 
receive more dividends than common 
stockholders, nor does it guarantee a 


dividend. 
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EXHIBIT 13.11 


Allocation of Dividends 
(noncumulative vs. cumulative 
preferred stock) 


Example: What dividends do 
cumulative preferred stockholders 
receive in 2011 if the corporation 
paid only $2,000 of dividends in 
2010? How does this affect dividends 
to common stockholders in 2011? 
Answers: $16,000 ($7,000 dividends in 
arrears, plus $9,000 current preferred 
dividends). Dividends to common 
stockholders decrease to $26,000. 


Chapter 13 Accounting for Corporations 


stock—yielding $9,000 per year in potential dividends, and (2) 4,000 shares of $50 par value 
common stock. During 2010, the first year of operations, the directors declare cash dividends of 
$5,000. In year 2011, they declare cash dividends of $42,000. See Exhibit 13.11 for the 
allocation of dividends for these two years. Allocation of year 2011 dividends depends on 
whether the preferred stock is noncumulative or cumulative. With noncumulative preferred, the 
preferred stockholders never receive the $4,000 skipped in 2010. If the preferred stock is 
cumulative, the $4,000 in arrears is paid in 2011 before any other dividends are paid. 


Preferred Common 


Preferred Stock Is Noncumulative 





























Year 20 NOs a EE E E AEE ENE $ 5,000 $ 0 
Year 2011 

Step |: Current year’s preferred dividend ........ $ 9,000 

Step 2: Remainder to common ................. $33,000 

Preferred Stock Is Cumulative 

Year 200 aren caterer at ite aera $ 5,000 $ 0 
Year 2011 

Step l: Dividend in arrears .................0.. $ 4,000 

Step 2: Current year’s preferred dividend ........ 9,000 

Step 3: Remainder to common ................. $29,000 
lotalssformyear:2 Ole E a tye A a $13,000 $29,000 








A liability for a dividend does not exist until the directors declare a dividend. If a preferred 
dividend date passes and the corporation’s board fails to declare the dividend on its cumulative 
preferred stock, the dividend in arrears is not a liability. The full-disclosure principle requires a 
corporation to report (usually in a note) the amount of preferred dividends in arrears as of the 
balance sheet date. 


Participating or Nonparticipating Dividend Nonparticipating preferred stock 
has a feature that limits dividends to a maximum amount each year. This maximum is often 
stated as a percent of the stock’s par value or as a specific dollar amount per share. Once pre- 
ferred stockholders receive this amount, the common stockholders receive any and all additional 
dividends. Participating preferred stock has a feature allowing preferred stockholders to share 
with common stockholders in any dividends paid in excess of the percent or dollar amount 
stated on the preferred stock. This participation feature does not apply until common stockhold- 
ers receive dividends equal to the preferred stock’s dividend percent. Many corporations are 
authorized to issue participating preferred stock but rarely do, and most managers never expect 
to issue it.” 


Convertible Preferred Stock 


Preferred stock is more attractive to investors if it carries a right to exchange preferred shares for 
a fixed number of common shares. Convertible preferred stock gives holders the option to 


2 Participating preferred stock is usually authorized as a defense against a possible corporate takeover by an “un- 
friendly” investor (or a group of investors) who intends to buy enough voting common stock to gain control. Taking a 
term from spy novels, the financial world refers to this type of plan as a poison pill that a company swallows if enemy 
investors threaten its capture. A poison pill usually works as follows: A corporation’s common stockholders on a given 
date are granted the right to purchase a large amount of participating preferred stock at a very low price. This right to 
purchase preferred shares is not transferable. If an unfriendly investor buys a large block of common shares (whose 
right to purchase participating preferred shares does not transfer to this buyer), the board can issue preferred shares at 
a low price to the remaining common shareholders who retained the right to purchase. Future dividends are then 
divided between the newly issued participating preferred shares and the common shares. This usually transfers value 
from common shares to preferred shares, causing the unfriendly investor’s common stock to lose much of its value and 
reduces the potential benefit of a hostile takeover. 


Chapter 13 Accounting for Corporations 


exchange their preferred shares for common shares at a specified rate. When a company pros- 
pers and its common stock increases in value, convertible preferred stockholders can share in 
this success by converting their preferred stock into more valuable common stock. 


Callable Preferred Stock 


Callable preferred stock gives the issuing corporation the right to purchase (retire) this stock 
from its holders at specified future prices and dates. The amount paid to call and retire a pre- 
ferred share is its call price, or redemption value, and is set when the stock is issued. The call 
price normally includes the stock’s par value plus a premium giving holders additional return on 
their investment. When the issuing corporation calls and retires a preferred stock, the terms of 
the agreement often require it to pay the call price and any dividends in arrears. 





@ IFRS 


Like U.S. GAAP IFRS requires that preferred stocks be classified as debt or equity based on analysis of the 
stock's contractual terms. However, IFRS uses different criteria for such classification. Hl 


Reasons for Issuing Preferred Stock 
Corporations issue preferred stock for several reasons. One is to raise capital without sacrificing 


control. For example, suppose a company’s organizers have $100,000 cash to invest and orga- 
nize a corporation that needs $200,000 of capital to start. If they sell $200,000 worth of com- 
mon stock (with $100,000 to the organizers), they would have only 50% control and would need 
to negotiate extensively with other stockholders in making policy. However, if they issue 
$100,000 worth of common stock to themselves and sell outsiders $100,000 of 8%, cumulative 
preferred stock with no voting rights, they retain control. 

A second reason to issue preferred stock is to boost the return earned by common stock- 
holders. To illustrate, suppose a corporation’s organizers expect to earn an annual after-tax 
income of $24,000 on an investment of $200,000. If they sell and issue $200,000 worth of 
common stock, the $24,000 income produces a 12% return on the $200,000 of common 
stockholders’ equity. However, if they issue $100,000 of 8% preferred stock to outsiders and 
$100,000 of common stock to themselves, their own return increases to 16% per year, as shown 
in Exhibit 13.12. 





Net (after-tax): income -sie siesena a e ei ssis: craters E E $24,000 
Less preferred dividends at 8% ................00 0c eee (8,000) 
Balance to common stockholders .............00c0 eee eeees $16,000 
Return to common stockholders ($16,000/$ 100,000) WEEER he 16% 


Common stockholders earn 16% instead of 12% because assets contributed by preferred 
stockholders are invested to earn $12,000 while the preferred dividend is only $8,000. Use of 
preferred stock to increase return to common stockholders is an example of financial leverage 
(also called trading on the equity). As a general rule, when the dividend rate on preferred stock 
is less than the rate the corporation earns on its assets, the effect of issuing preferred stock is to 
increase (or lever) the rate earned by common stockholders. 

Other reasons for issuing preferred stock include its appeal to some investors who believe 
that the corporation’s common stock is too risky or that the expected return on common 
stock is too low. 


E) Decision Answer — p. 533 





Concert Organizer Assume that you alter your business strategy from organizing concerts targeted 
at under 1,000 people to those targeted at between 5,000 to 20,000 people. You also incorporate because 
of increased risk of lawsuits and a desire to issue stock for financing. It is important that you control the 
company for decisions on whom to schedule. What types of stock do you offer? E 
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Point: The issuing corporation has the 
right, or option, to retire its callable 
preferred stock. 


EXHIBIT 13.12 


Return to Common Stockholders 
When Preferred Stock Is Issued 


Point: Financial leverage also occurs 
when debt is issued and the interest 
rate paid on it is less than the rate 
earned from using the assets the 
creditors lend the company. 
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Quick Check Answers — p. 534 [ví 


13. In what ways does preferred stock often have priority over common stock? 


14. Increasing the return to common stockholders by issuing preferred stock is an example of 
(a) Financial leverage. (b) Cumulative earnings. (c) Dividend in arrears. 

15. A corporation has issued and outstanding (i) 9,000 shares of $50 par value, 10% cumulative, 
nonparticipating preferred stock and (ii) 27000 shares of $10 par value common stock. 
No dividends have been declared for the two prior years. During the current year, the 
corporation declares $288,000 in dividends. The amount paid to common shareholders is 
(a) $243,000. (b) $153,000. (c) $135,000. 


TREASURY STOCK 





P3 Record purchases and 
sales of treasury stock 
and the retirement of 
stock. 











Corporations acquire shares of their own stock for several reasons: (1) to use their shares to 
acquire another corporation, (2) to purchase shares to avoid a hostile takeover of the company, 
(3) to reissue them to employees as compensation, and (4) to maintain a strong market for their 
stock or to show management confidence in the current price. 

A corporation’s reacquired shares are called treasury stock, which is similar to unis- 


Corporations and Treasury Stock sued stock in several ways: (1) neither treasury stock nor unissued stock is an asset, (2) nei- 





EXHIBIT 13.13 


Account Balances before 
Purchasing Treasury Stock 


Assets = Liabilities + Equity 
—11,500 — 11,500 





$11.50 cost per share X 1,000 shares 











ther receives cash dividends or stock dividends, and (3) neither allows the exercise of 
voting rights. However, treasury stock does differ from unissued stock in one major way: 
The corporation can resell treasury stock at less than par without having the buyers incur a 


= T liability, provided it was originally issued at par value or higher. Treasury stock purchases 
OC! o 


also require management to exercise ethical sensitivity because funds are being paid to 
specific stockholders instead of all stockholders. Managers must be sure the purchase is in 
the best interest of all stockholders. These concerns cause companies to fully disclose 
treasury stock transactions. 


Purchasing Treasury Stock 


Purchasing treasury stock reduces the corporation’s assets and equity by equal amounts. (We 
describe the cost method of accounting for treasury stock, which is the most widely used 
method. The par value method is another method explained in advanced courses.) To illustrate, 
Exhibit 13.13 shows Cyber Corporation’s account balances before any treasury stock purchase 
(Cyber has no liabilities). 


Assets Stockholders’ Equity 





Ca eee a $ 30,000 Common stock—$10 par; 10,000 shares 

Other assets ........ 95,000 authorized, issued, and outstanding ........... $100,000 
Retainedtearning Sae aee E terres 25,000 

Total assets ......... $125,000 Total stockholders’ equity ..................... $125,000 








Cyber then purchases 1,000 of its own shares for $11,500 on May 1, which is recorded as follows. 


May | Treasury Stock,Common .................000000- 11,500 
CAS cononoheonoasboavonDeeneneNdadwonuads 11,500 


Purchased 1,000 treasury shares at $11.50 per share. 
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This entry reduces equity through the debit to the Treasury Stock account, which is a contra 
equity account. Exhibit 13.14 shows account balances after this transaction. 


Assets Stockholders’ Equity EXHIBIT 13.14 


Account Balances after 


Cashia ssk $ 18,500 Common stock— $10 par; 10,000 shares Purchasing Treasury Stock 
Other assets ..... 95,000 authorized and issued; 1,000 shares in treasury ...... $100,000 
Retained earnings, $11,500 restricted by 
treasury stock purchase k ne a a 25,000 
Less cost of treasury stock ....... none (11,500) 
Total assets ...... $113,500 Total stockholders’ equity .....................008. $113,500 


The treasury stock purchase reduces Cyber’s cash, total assets, and total equity by $11,500 but Point: The Treasury Stock account is 
does not reduce the balance of either the Common Stock or the Retained Earnings account. The notan asset. Treasury stock does not 
equity reduction is reported by deducting the cost of treasury stock in the equity section. Also, “*"” eae N EEN 

two disclosures are evident. First, the stock description reveals that 1,000 issued shares are in point: A treasury stock purchase is 
treasury, leaving only 9,000 shares still outstanding. Second, the description for retained earn- also called a stock buyback. 

ings reveals that it is partly restricted. 


Reissuing Treasury Stock 
Treasury stock can be reissued by selling it at cost, above cost, or below cost. 
Selling Treasury Stock at Cost If treasury stock is reissued at cost, the entry is the re- 


verse of the one made to record the purchase. For instance, if on May 21 Cyber reissues 100 of the 
treasury shares purchased on May 1 at the same $11.50 per share cost, the entry is 





May 21 CaS hEarT E E sare yee er rte ree aa 1,150 Assets = Liabilities + Equity 
Treasury Stock,Common e. e a 1,150 +1,150 +1,150 
Received $11.50 per share for 100 treasury 
shares costing $11.50 per share. $11.50 cost per share X 100 shares 











Selling Treasury Stock above Cost [If treasury stock is sold for more than cost, the Point: Treasury stock does not 
amount received in excess of cost is credited to the Paid-In Capital, Treasury Stock account. This represent ownership. A company 
account is reported as a separate item in the stockholders’ equity section. No gain is ever reported a al 
from the sale of treasury stock. To illustrate, if Cyber receives $12 cash per share for 400 treasury 

shares costing $11.50 per share on June 3, the entry is 











June 3 Cashier ease ete ee hain ene chen 4,800 Assets = Liabilities + Equity 
Treasury Stock, Common ................000- 4,600 <—_ +4,800 bac 
Paid-In Capital, Treasury Stock ............ 200 = 
Received $12 per share for 400 treasury $11.50 cost per share X 400 shares 





shares costing $11.50 per share. 





[$12 issue price — $11.50 cost per share] 
X 400 shares 











Selling Treasury Stock below Cost When treasury stock is sold below cost, the en- 
try to record the sale depends on whether the Paid-In Capital, Treasury Stock account has a 
credit balance. If it has a zero balance, the excess of cost over the sales price is debited to Point: The phrase treasury stock is 
p P p : ; bi believed to arise from the fact that reac- 

Retained Earnings. If the Paid-In Capital, Treasury Stock account has a credit balance, it i$ guired stock is held in a corporation's 
debited for the excess of the cost over the selling price but not to exceed the balance in this treasury. 
account. When the credit balance in this paid-in capital account is eliminated, any remaining ; ; 

; P . : ; 7 . z A Point: The Paid-In Capital, Treasury 
difference between the cost and selling price is debited to Retained Earnings. To illustrate, if stock account can have a zero or credit 


Cyber sells its remaining 500 shares of treasury stock at $10 per share on July 10, equity is balance but never a debit balance. 
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Assets = Liabilities + Equity 
+5,000 —200 

—550 
+5,750 
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reduced by $750 (500 shares X $1.50 per share excess of cost over selling price), as shown in 
this entry: 














[$10 issue price — $11.50 cost per share] 
X 500 shares; not to exceed $200 








For any amount exceeding $200 











$11.50 cost per share X 500 shares 














Point: Recording stock retirement 
results in canceling the equity from 
the original issuance of the shares. 


July 10 Cashis tases eases ase qari E ENEE aE aysra ena ORR Eas 5,000 
> Paid-In Capital, Treasury Stock ................ 200 
> Retained Earnings ..................0.0. 0c eee 550 
> Treasury Stock, Common ................2005 5,750 


Received $10 per share for 500 treasury 
shares costing $11.50 per share. 


This entry eliminates the $200 credit balance in the paid-in capital account created on June 3 and 


~ then reduces the Retained Earnings balance by the remaining $550 excess of cost over selling 


price. A company never reports a loss (or gain) from the sale of treasury stock. 


Retiring Stock 


A corporation can purchase its own stock and retire it. Retiring stock reduces the number of is- 
sued shares. Retired stock is the same as authorized and unissued shares. Purchases and retire- 
ments of stock are permissible under state law only if they do not jeopardize the interests of 
creditors and stockholders. When stock is purchased for retirement, we remove all capital 
amounts related to the retired shares. If the purchase price exceeds the net amount removed, this 
excess is debited to Retained Earnings. If the net amount removed from all capital accounts 
exceeds the purchase price, this excess is credited to the Paid-In Capital from Retirement of 
Stock account. A company’s assets and equity are always reduced by the amount paid for the 
retiring stock. 
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16. Purchase of treasury stock (a) has no effect on assets; (b) reduces total assets and total 
equity by equal amounts; or (c) is recorded with a debit to Retained Earnings. 


17. Southern Co. purchases shares of Northern Corp. Should either company classify these 
shares as treasury stock? 


18. How does treasury stock affect the authorized, issued, and outstanding shares? 


19. When a company purchases treasury stock, (a) retained earnings are restricted by the amount 
paid; (b) Retained Earnings is credited; or (c) it is retired. 


REPORTING OF EQUITY 





C Explain the items reported 
in retained earnings. 











Statement of Retained Earnings 


Retained earnings generally consist of a company’s cumulative net income less any net losses 
and dividends declared since its inception. Retained earnings are part of stockholders’ claims on 
the company’s net assets, but this does not imply that a certain amount of cash or other assets is 
available to pay stockholders. For example, Research In Motion has $5,274,365 thousand in 
retained earnings, but only $1,550,861 thousand in cash. This section describes events and 
transactions affecting retained earnings and how retained earnings are reported. 


Restrictions and Appropriations The term restricted retained earnings refers to 
both statutory and contractual restrictions. A common statutory (or legal) restriction is to limit 
treasury stock purchases to the amount of retained earnings. The balance sheet in Exhibit 13.14 
provides an example. A common contractual restriction involves loan agreements that restrict 
paying dividends beyond a specified amount or percent of retained earnings. Restrictions are 
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usually described in the notes. The term appropriated retained earnings refers to a voluntary 
transfer of amounts from the Retained Earnings account to the Appropriated Retained Earnings 
account to inform users of special activities that require funds. 


Prior Period Adjustments Prior period adjustments are corrections of material errors 
in prior period financial statements. These errors include arithmetic mistakes, unacceptable ac- 
counting, and missed facts. Prior period adjustments are reported in the statement of retained 
earnings (or the statement of stockholders’ equity), net of any income tax effects. Prior period 
adjustments result in changing the beginning balance of retained earnings for events occurring 
prior to the earliest period reported in the current set of financial statements. To illustrate, as- 
sume that ComUS makes an error in a 2009 journal entry for the purchase of land by incorrectly 
debiting an expense account. When this is discovered in 2011, the statement of retained earn- 
ings includes a prior period adjustment, as shown in Exhibit 13.15. This exhibit also shows the 
usual format of the statement of retained earnings. 


ComUS 


Statement of Retained Earnings 
For Year Ended December 31, 2011 





Retained earnings, Dec. 31,2010, as previously reported ...................0.200. $4,745,000 
Prior period adjustment 

Cost of land incorrectly expensed (net of $63,000 income taxes) ......... 147,000 
Retained earnings, Dec. 31,2010, as adjusted .................. 00. eee eee 4,892,000 
Plúsimetincomen eye re ee ee A aA eGR ad a tes ee ee aN 1,224,300 
Eessicashidividends|declanediaeaa tir aene cinerea tie retire err et nr r (301,800) 
Retainedlearnings: Dec,3ilh-2 ON erry titres E ee $5,814,500 


Many items reported in financial statements are based on estimates. Future events are certain 
to reveal that some of these estimates were inaccurate even when based on the best data avail- 
able at the time. These inaccuracies are not considered errors and are not reported as prior 
period adjustments. Instead, they are identified as changes in accounting estimates and are 
accounted for in current and future periods. To illustrate, we know that depreciation is based on 
estimated useful lives and salvage values. As time passes and new information becomes avail- 
able, managers may need to change these estimates and the resulting depreciation expense for 
current and future periods. 


Closing Process The closing process was explained earlier in the book as: (1) Close credit 
balances in revenue accounts to Income Summary, (2) Close debit balances in expense accounts to 
Income Summary, and (3) Close Income Summary to Retained Earnings. If dividends are recorded 
in a Dividends account, and not as an immediate reduction to Retained Earnings (as shown in this 
chapter), a fourth step is necessary to close the Dividends account to Retained Earnings. 


Statement of Stockholders’ Equity 


Instead of a separate statement of retained earnings, companies commonly report a statement of 
stockholders’ equity that includes changes in retained earnings. A statement of stockholders’ 
equity lists the beginning and ending balances of key equity accounts and describes the changes 
that occur during the period. The companies in Appendix A report such a statement. The usual 
format is to provide a column for each component of equity and use the rows to describe events 
occurring in the period. Exhibit 13.16 shows a condensed statement for Apple. 


Reporting Stock Options 


The majority of corporations whose shares are publicly traded issue stock options, which are 
rights to purchase common stock at a fixed price over a specified period. As the stock’s price 
rises, the option’s value increases. Starbucks and Home Depot offer stock options to both 
full- and part-time employees. Stock options are said to motivate managers and employees to 
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Point: If a year 2009 error is 
discovered in 2010, the company records 
the adjustment in 2010. But if the finan- 
cial statements include 2009 and 2010 
figures, the statements report the 
correct amounts for 2009, and a note de- 
scribes the correction. 


EXHIBIT 13.15 


Statement of Retained Earnings 
with a Prior Period Adjustment 


Point: Accounting for changes in 
estimates is sometimes criticized as 

two wrongs to make a right. Consider 

a change in an asset's life. Depreciation 
neither before nor after the change is the 
amount computed if the revised estimate 
were originally selected. Regulators 
chose this approach to avoid restating 
prior period numbers. 
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EXHIBIT 13.16 
Statement of Stockholders’ Equity 


Apple 





NOKIA 


°) GLOBAL VIEW 
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APPLE 
Statement of Stockholders’ Equity 
Common Common 
Stock Stock Retained Total 

($ millions, shares in thousands) Shares Amount Earnings Other Equity 
Balance, Sept. 27,2008 ................ 888,326 $7,177 $15,129 $(9) $22,297 
Netincome sae e a e E A cts = = 8,235 = 8,235 
Issuance of Common Stock ............... 11,480 404 (11) = 393 
Omer e A — 629 = 86 715 
Cash Dividends ($0.00 per share) .......... = = = = = 
Balance, Sept. 26,2009 ................ 899,806 $8,210 $23,353 $77 $31,640 




















(1) focus on company performance, (2) take a long-run perspective, and (3) remain with the 
company. A stock option is like having an investment with no risk (“a carrot with no stick”). 

To illustrate, Quantum grants each of its employees the option to purchase 100 shares of its 
$1 par value common stock at its current market price of $50 per share anytime within the next 
10 years. If the stock price rises to $70 per share, an employee can exercise the option at a gain 
of $20 per share (acquire a $70 stock at the $50 option price). With 100 shares, a single em- 
ployee would have a total gain of $2,000, computed as $20 X 100 shares. Companies report the 
cost of stock options in the income statement. Measurement of this cost is explained in ad- 
vanced courses. 





This section discusses similarities and differences between U.S. GAAP and IFRS in accounting and 
reporting for equity. 


Accounting for Common Stock The accounting for and reporting of common stock under U.S. 
GAAP and IFRS are similar. Specifically, procedures for issuing common stock at par, at a premium, at a 
discount, and for noncash assets are similar across the two systems. However, we must be aware of legal 
and cultural differences across the world that can impact the rights and responsibilities of common share- 
holders. Nokia’s terminology is a bit different as it uses the phrase “share capital” in reference to what 
U.S. GAAP would title “common shares” (see Appendix A). It also discloses that it has issued (and out- 
standing) shares of 3,744,956,052. 


Accounting for Dividends Accounting for and reporting of dividends under U.S. GAAP and 
IFRS are consistent. This applies to cash dividends, stock dividends, and stock splits. For Nokia, a “divi- 
dend of EUR 0.40 per share is to be paid out on the shares of the Company.” Nokia, like many other 
companies, follows a dividend policy set by management and its board. 


Accounting for Preferred Stock Accounting and reporting for preferred stock are similar for 
U.S. GAAP and IFRS, but there are some important differences. First, preferred stock that is redeemable 
at the option of the preferred stockholders is reported between liabilities and equity in U.S. GAAP balance 
sheets. However, that same stock is reported as a liability in IFRS balance sheets. Second, the issue price 
of convertible preferred stock (and bonds) is recorded entirely under preferred stock (or bonds) and none 
is assigned to the conversion feature under U.S. GAAP. However, IFRS requires that a portion of the issue 
price be allocated to the conversion feature when it exists. Nokia has no preferred stock. 


Accounting forTreasury Stock Both U.S. GAAP and IFRS apply the principle that companies 
do not record gains or losses on transactions involving their own stock. This applies to purchases, reissu- 
ances, and retirements of treasury stock. Consequently, the accounting for treasury stock explained in this 
chapter is consistent with that under IFRS. However, IFRS in this area is less detailed than that of U.S. 
GAAP. Nokia’s policy regarding treasury stock follows: “[It] recognizes acquired treasury shares as a 
deduction from equity at their acquisition cost.” 
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Earnings per Share, Price-Earnings Ratio, Dividend Yield, and el @ we 3 
Decision Analysis 


Book Value per Share 





Earnings per Share 


The income statement reports earnings per share, also called EPS or net income per share, which is 

the amount of income earned per each share of a company’s outstanding common stock. The basic A 
earnings per share formula is shown in Exhibit 13.17. When a company has no preferred stock, then 
preferred dividends are zero. The weighted-average common shares outstanding is measured over the 
income reporting period; its computation is explained in advanced courses. 





Compute earnings per 
share and describe its 
use. 











Raced e Net income — Preferred dividends eet eau 
at Weighted-average common shares outstanding SET Eeninge per Shere 





To illustrate, assume that Quantum Co. earns $40,000 net income in 2011 and declares dividends of 
$7,500 on its noncumulative preferred stock. (If preferred stock is noncumulative, the income available 
[numerator] is the current period net income less any preferred dividends declared in that same period. 
If preferred stock is cumulative, the income available [numerator] is the current period net income less 
the preferred dividends whether declared or not.) Quantum has 5,000 weighted-average common shares 
outstanding during 2011. Its basic EPS? is 


: ; $40,000 — $7,500 
B hare = = $6. 
asic earnings per share 5,000 shares $6.50 





Price-Earnings Ratio 


A stock’s market value is determined by its expected future cash flows. A comparison of a company’s A Compute price-earnings 
EPS and its market value per share reveals information about market expectations. This comparison is ratio and describe its use 
traditionally made using a price-earnings (or PE) ratio, expressed also as price earnings, price to earn- in analysis. 

ings, or PE. Some analysts interpret this ratio as what price the market is willing to pay for a company’s 

current earnings stream. Price-earnings ratios can differ across companies that have similar earnings Point: The average PE ratio of stocks in 
because of either higher or lower expectations of future earnings. The price-earnings ratio is defined in the 1950-2010 period is about 14. 
Exhibit 13.18. 














; EXHIBIT 13.18 
A i r Market value (price) per share 
Price-earnings ratio = z Price-Earnings Ratio 
Earnings per share 





This ratio is often computed using EPS from the most recent period (for Amazon, its PE is 52; for Altria, 
its PE is 13). However, many users compute this ratio using expected EPS for the next period. 

Some analysts view stocks with high PE ratios (higher than 20 to 25) as more likely to be overpriced Point: Average PE ratios for U.S. stocks 
and stocks with low PE ratios (less than 5 to 8) as more likely to be underpriced. These investors prefer to increased over the past two decades. 
sell or avoid buying stocks with high PE ratios and to buy or hold stocks with low PE ratios. However, °°™® analysts interpret this as a signal 
investment decision making is rarely so simple as to rely on a single ratio. For instance, a stock with a ice mar erie ul a ses hienen 

j $ i ae $ S È ratios can at least partly reflect 
high PE ratio can prove to be a good investment if its earnings continue to increase beyond current accounting changes that have reduced 
expectations. Similarly, a stock with a low PE ratio can prove to be a poor investment if its earnings reported earnings. 
decline below expectations. 


3 A corporation can be classified as having either a simple or complex capital structure. The term simple capital struc- 
ture refers to a company with only common stock and nonconvertible preferred stock outstanding. The term complex 
capital structure refers to companies with dilutive securities. Dilutive securities include options, rights to purchase 
common stock, and any bonds or preferred stock that are convertible into common stock. A company with a complex 
capital structure must often report two EPS figures: basic and diluted. Diluted earnings per share is computed by 
adding all dilutive securities to the denominator of the basic EPS computation. It reflects the decrease in basic EPS 
assuming that all dilutive securities are converted into common shares. 
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A Compute dividend yield 
and explain its use in 
analysis. 











EXHIBIT 13.19 
Dividend Yield 


EXHIBIT 13.20 


Dividend and Stock 
Price Information 


Point: The payout ratio equals cash 
dividends declared on common stock 
divided by net income. A low payout 
ratio suggests that a company is retaining 
earnings for future growth. 





A Compute book value and 
explain its use in analysis. 











EXHIBIT 13.21 


Book Value per Common Share 


Point: Book value per share is also 
referred to as stockholders’ claim to assets 
on a per share basis. 


EXHIBIT 13.22 


Book Value per Preferred Share 
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© Decision 


Answer — p. 533 





Money Manager You plan to invest in one of two companies identified as having identical future 
prospects. One has a PE of 19 and the other a PE of 25. Which do you invest in? Does it matter if your 
estimate of PE for these two companies is 29 as opposed to 22? E 


Dividend Yield 


Investors buy shares of a company’s stock in anticipation of receiving a return from either or both cash 
dividends and stock price increases. Stocks that pay large dividends on a regular basis, called income 
stocks, are attractive to investors who want recurring cash flows from their investments. In contrast, some 
stocks pay little or no dividends but are still attractive to investors because of their expected stock price 
increases. The stocks of companies that distribute little or no cash but use their cash to finance expansion 
are called growth stocks. One way to help identify whether a stock is an income stock or a growth stock is 
to analyze its dividend yield. Dividend yield, defined in Exhibit 13.19, shows the annual amount of cash 
dividends distributed to common shares relative to their market value. 


Annual cash dividends per share 





Dividend yield = 
ae v Market value per share 


Dividend yield can be computed for current and prior periods using actual dividends and stock prices and 
for future periods using expected values. Exhibit 13.20 shows recent dividend and stock price data for 
Amazon and Altria Group to compute dividend yield. 


Cash Dividends 


Market Value 





Company per Share per Share Dividend Yield 
Amazone ee ena $0.00 $80 0.0% 
Altria Group......... 1.68 20 8.4 


Dividend yield is zero for Amazon, implying it is a growth stock. An investor in Amazon would look for 
increases in stock prices (and eventual cash from the sale of stock). Altria has a dividend yield of 8.4%, 
implying it is an income stock for which dividends are important in assessing its value. 


Book Value per Share 


Case 1: Common Stock (Only) Outstanding. Book value per common share, defined in Exhibit 13.21, 
reflects the amount of equity applicable to common shares on a per share basis. To illustrate, we use Dillon 
Snowboards’ data from Exhibit 13.4. Dillon has 30,000 outstanding common shares, and the stockhold- 
ers’ equity applicable to common shares is $365,000. Dillon’s book value per common share is $12.17, 
computed as $365,000 divided by 30,000 shares. 


Stockholders’ equity applicable to common shares 





Book value per common share = = 
Number of common shares outstanding 


Case 2: Common and Preferred Stock Outstanding. To compute book value when both common and pre- 
ferred shares are outstanding, we allocate total equity between the two types of shares. The book value 
per preferred share is computed first; its computation is shown in Exhibit 13.22. 


Stockholders’ equity applicable to preferred shares 





Book value per preferred share = 
oa: Number of preferred shares outstanding 


The equity applicable to preferred shares equals the preferred share’s call price (or par value if the 
preferred is not callable) plus any cumulative dividends in arrears. The remaining equity is the portion 
applicable to common shares. To illustrate, consider LTD’s equity in Exhibit 13.23. Its preferred stock 
is callable at $108 per share, and two years of cumulative preferred dividends are in arrears. 
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Stockholders’ Equity 


Preferred stock—$100 par value, 7% cumulative, 


2,000 shares authorized, 1,000 shares issued and outstanding ..................0.. $100,000 
Common stock—$25 par value, 12,000 shares authorized, 

10,000 shares issued and outstanding ......... 0... cece eee eee eee 250,000 
Paid-in capital in excess of par value, common stock .......... 00... c eee eee eee eee 15,000 
RetaitiediGarnings sc sc..o.sdcdsi eo isigkaea tahoe ad anemia teen eee ea ames es 82,000 
Total stockholders’ equity 20... . 06. ccc eee eee eee EE $447,000 





The book value computations are in Exhibit 13.24. Equity is first allocated to preferred shares before the 
book value of common shares is computed. 








Total stockholders’ equity .... 0.2... cee cece ee $447,000 
Less equity applicable to preferred shares 

Call price (1,000 shares X $108) ............ cece eee eee $108,000 

Dividends in arrears ($100,000 X 7% X 2 years) ............. 000.2 14,000 — (122,000) 
Equity applicable to common shares ............- see eee eee ee eee ees $325,000 
Book value per preferred share ($122,000/1,000 shares) .......... f; 122.00 
Book value per common share ($325,000/1 0,000 shares) ......... $ 32.50 


Book value per share reflects the value per share if a company is liquidated at balance sheet amounts. 
Book value is also the starting point in many stock valuation models, merger negotiations, price setting 
for public utilities, and loan contracts. The main limitation in using book value is the potential difference 
between recorded value and market value for assets and liabilities. Investors often adjust their analysis for 
estimates of these differences. 





© Decision Answer — p. 533 


Investor You are considering investing in BMX, whose book value per common share is $4 and price 
per common share on the stock exchange is $7. From this information, are BMX’s net assets priced higher 
or lower than its recorded values? W 


DEMONSTRATION PROBLEM 1 


Barton Corporation began operations on January 1, 2010. The following transactions relating to stock- 
holders’ equity occurred in the first two years of the company’s operations. 


2010 


Jan. 1 Authorized the issuance of 2 million shares of $5 par value common stock and 100,000 shares of 
$100 par value, 10% cumulative, preferred stock. 

Jan. 2 Issued 200,000 shares of common stock for $12 cash per share. 

Jan. 3 Issued 100,000 shares of common stock in exchange for a building valued at $820,000 and mer- 
chandise inventory valued at $380,000. 

Jan. Paid $10,000 cash to the company’s founders for organization activities. 

Jan. 5 Issued 12,000 shares of preferred stock for $110 cash per share. 


& 


2011 


June 4 Issued 100,000 shares of common stock for $15 cash per share. 


Required 

1. Prepare journal entries to record these transactions. 

2. Prepare the stockholders’ equity section of the balance sheet as of December 31, 2010, and 
December 31, 2011, based on these transactions. 


3. Prepare a table showing dividend allocations and dividends per share for 2010 and 2011 assuming 
Barton declares the following cash dividends: 2010, $50,000, and 2011, $300,000. 


EXHIBIT 13.23 


Stockholders’ Equity with 
Preferred and Common Stock 


EXHIBIT 13.24 


Computing Book Value per 
Preferred and Common Share 
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4. Prepare the January 2, 2010, journal entry for Barton’s issuance of 200,000 shares of common stock 
for $12 cash per share assuming 


a. Common stock is no-par stock without a stated value. 
b. Common stock is no-par stock with a stated value of $10 per share. 


PLANNING THE SOLUTION 


® Record journal entries for the transactions for 2010 and 2011. 

© Determine the balances for the 2010 and 2011 equity accounts for the balance sheet. 

@ Prepare the contributed capital portion of the 2010 and 2011 balance sheets. 

@ Prepare a table similar to Exhibit 13.11 showing dividend allocations for 2010 and 2011. 
© Record the issuance of common stock under both specifications of no-par stock. 


SOLUTION TO DEMONSTRATION PROBLEM 1 


1. Journal entries. 


2010 
Jan. 2 Gaslisetat A cate cise Soke reer are oe eeemaae 2,400,000 
Common Stock, $5 Par Value .............-06- 1,000,000 
Paid-In Capital in Excess of Par Value, 
Common Stock nres SG a ie see mamas dane 1,400,000 
Issued 200,000 shares of common stock. 
Jan. 3 Buildingeaceteromsrtuscci osm semen inten A E mem uanent 820,000 
Merchandise Inventory m a sees eee 380,000 
Common Stock, $5 Par Value 2... ccc deere es 500,000 
Paid-In Capital in Excess of Par Value, 
Common: Stockis ne aera A sneer ere mneae 700,000 
Issued 100,000 shares of common stock. 
Jan. 4 Organization Expenses e ee iil trtiietertr tre 10,000 
Ca A 10,000 
Paid founders for organization costs. 
Jan. 5 Cash ree a E E E E E I E 1,320,000 
Preferred Stock, $100 Par Value ............... 1,200,000 
Paid-In Capital in Excess of Par Value, 
Preferred Stock. icc snc neoe ae 120,000 
Issued 12,000 shares of preferred stock. 
2011 
June 4 (EAD cowonesoucdabscuddnedonesaesooasnesononas 1,500,000 
Common Stock, $5 Par Value ..............06. 500,000 
Paid-In Capital in Excess of Par Value, 
Common Stock sese esee aice e neron s 1,000,000 


Issued 100,000 shares of common stock. 


2. Balance sheet presentations (at December 31 year-end). 


Stockholders’ Equity 
Preferred stock— $100 par value, 10% cumulative, 100,000 





shares authorized, 12,000 shares issued and outstanding ............... $1,200,000 $1,200,000 
Paid-in capital in excess of par value, preferred stock.................... 120,000 120,000 
Total paid-in capital by preferred stockholders ...................000005 1,320,000 1,320,000 


Common stock—$5 par value, 2,000,000 shares authorized, 
300,000 shares issued and outstanding in 2010, and 





400,000 shares issued and outstanding in 2011....................0.. 2,000,000 1,500,000 
Paid-in capital in excess of par value, common stock ..................4. 3,100,000 2,100,000 
Total paid-in capital by common stockholders ...................000005 5,100,000 3,600,000 





ilotal}paid-in}capitall@sersy rut emir irene reenter ce $6,420,000 $4,920,000 
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3. Dividend allocation table. 


Common Preferred 


2010 ($50,000) 

















Preferred—current year (12,000 shares X $10 = $120,000) ............ $ 0 $ 50,000 

Common—remainder (300,000 shares outstanding) ................... 0 0 

Totalifor the year en aeoe eaan sister E ere E R E E EEA E EE $ 0 $ 50,000 
2011 ($300,000) 

Preferred—dividend in arrears from 2010 ($120,000 — $50,000) ........ $ 0 $ 70,000 

Preferred = current yeah rarer a n a ovate E eeteestenn eons 0 120,000 

Common— remainder (400,000 shares outstanding) ................... 110,000 0 

iNotalifontheiycan ye aecne retry on cetera towel incre ere gate renee rears $110,000 $190,000 
Dividends per share 

DONO eer a E E savers nesta canara tase ova So E sys avers AE E $ 0.00 $ 4.17 

DOWN rete sveyave aye cose ets Ea a EER EE a a EE E E R EES E $ 0.28 $ 15.83 


4. Journal entries. 
a. For 2010 (no-par stock without a stated value): 


Jan. 2 Cash feces tice ew A nda Noa AA 2,400,000 
Common Stock, No-ParValue ................ 2,400,000 


Issued 200,000 shares of no-par common 
stock at $12 per share. 


b. For 2010 (no-par stock with a stated value): 


Jan. 2 Sash eee Cae ae pad EEA EE E eats 2,400,000 
Common Stock, $10 Stated Value .............. 2,000,000 
Paid-In Capital in Excess of 
Stated Value, Common Stock .............2+ 400,000 


Issued 200,000 shares of $10 stated value 
common stock at $12 per share. 


DEMONSTRATION PROBLEM 2 


Precision Company began year 2011 with the following balances in its stockholders’ equity accounts. 


Common stock—$10 par, 500,000 shares authorized, 


200,000 shares issued and outstanding ................... $2,000,000 
Paid-in capital in excess of par,common stock ............... 1,000,000 
Retained earnings ee oer earrainean chen a AEE nels e)steres 5,000,000 
Totali ae aren E A A A O e A E $8,000,000 


All outstanding common stock was issued for $15 per share when the company was created. Prepare jour- 
nal entries to account for the following transactions during year 2011. 


Jan. 10 The board declared a $0.10 cash dividend per share to shareholders of record Jan. 28. 
Feb. 15 Paid the cash dividend declared on January 10. 

Mar. 31 Declared a 20% stock dividend. The market value of the stock is $18 per share. 

May 1 Distributed the stock dividend declared on March 31. 

July 1 Purchased 30,000 shares of treasury stock at $20 per share. 

Sept. 1 Sold 20,000 treasury shares at $26 cash per share. 

Dec. 1 Sold the remaining 10,000 shares of treasury stock at $7 cash per share. 
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PLANNING THE SOLUTION 


® Calculate the total cash dividend to record by multiplying the cash dividend declared by the number of 
shares as of the date of record. 

©@ Decide whether the stock dividend is a small or large dividend. Then analyze each event to determine 
the accounts affected and the appropriate amounts to be recorded. 


SOLUTION TO DEMONSTRATION PROBLEM 2 


Jan. 10 Retained Earnings oe eneee eee e a 20,000 
Common Dividend Payable................... 20,000 
Declared a $0.10 per share cash dividend. 
Feb. 15 Common Dividend Payable....................... 20,000 
Sashes curser aries Were Bere rere re ohne eater 20,000 
Paid $0.10 per share cash dividend. 
Mar. 31 Retained: Earnings? 2): ct exverecosners aeee EE A aK 720,000 
Common Stock Dividend Distributable ......... 400,000 


Paid-In Capital in Excess of 
Par Value, Common Stock... .40cca0eaes nae 320,000 


Declared a small stock dividend of 20% or 
40,000 shares; market value is $18 per share. 


May | Common Stock Dividend Distributable ............. 400,000 
COMMON Stock aca menace wan hone eee ee 400,000 
Distributed 40,000 shares of common stock. 
July | Treasury Stock,Common Ae R 600,000 
Cashia a E A E E oueotesie cece unas 600,000 
Purchased 30,000 common shares at $20 per share. 
Sept. | Gash ee varesesuae vacate crete suet emesta see tienen names 520,000 
Treasury Stock Common ..................0. 400,000 
Paid-In Capital, Treasury Stock ................ 120,000 
Sold 20,000 treasury shares at $26 per share. 
Dec. | Cash e a suacanere E E A EE 70,000 
Paid-In Capital, Treasury Stock .................04. 120,000 
Retained Earnings a a e E eee eta 10,000 
Treasury Stock Common ea a a 200,000 


Sold 10,000 treasury shares at $7 per share. 


Summary 


C1 Identify characteristics of corporations and their organiza- convertible or callable. Convertibility permits the holder to convert 
tion. Corporations are legal entities whose stockholders are preferred to common. Callability permits the issuer to buy back 

not liable for its debts. Stock is easily transferred, and the life of a preferred stock under specified conditions. Preferred stockholders 

corporation does not end with the incapacity of a stockholder. A cor- usually hold the right to dividend distributions before common 

poration acts through its agents, who are its officers and managers. stockholders. When preferred stock is cumulative and in arrears, the 

Corporations are regulated and subject to income taxes. Authorized amount in arrears must be distributed to preferred before any divi- 

stock is the stock that a corporation’s charter authorizes it to sell. Is- dends are distributed to common. 


sued stock is the portion of authorized shares sold. Par value stock is 
a value per share assigned by the charter. No-par value stock is stock 
not assigned a value per share by the charter. Stated value stock is 
no-par stock to which the directors assign a value per share. 


C Explain the items reported in retained earnings. Stock- 
holders’ equity is made up of (1) paid-in capital and (2) re- 

tained earnings. Paid-in capital consists of funds raised by stock 

issuances. Retained earnings consists of cumulative net income 


C2 Explain characteristics of, and distribute dividends be- (losses) not distributed. Many companies face statutory and con- 
tween, common and preferred stock. Preferred stock has a tractual restrictions on retained earnings. Corporations can volun- 

priority (or senior status) relative to common stock in one or more tarily appropriate retained earnings to inform others about their 

areas, usually (1) dividends and (2) assets in case of liquidation. disposition. Prior period adjustments are corrections of errors in 


Preferred stock usually does not carry voting rights and can be prior financial statements. 
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M Compute earnings per share and describe its use. A com- 

pany with a simple capital structure computes basic EPS by 
dividing net income less any preferred dividends by the weighted- 
average number of outstanding common shares. A company with 
a complex capital structure must usually report both basic and 
diluted EPS. 


A2 Compute price-earnings ratio and describe its use in 

analysis. A common stock’s price-earnings (PE) ratio is 
computed by dividing the stock’s market value (price) per share 
by its EPS. A stock’s PE is based on expectations that can prove to 
be better or worse than eventual performance. 


A3 Compute dividend yield and explain its use in analysis. 

Dividend yield is the ratio of a stock’s annual cash dividends 
per share to its market value (price) per share. Dividend yield can be 
compared with the yield of other companies to determine whether 
the stock is expected to be an income or growth stock. 


A4 Compute book value and explain its use in analysis. Book 
value per common share is equity applicable to common 
shares divided by the number of outstanding common shares. Book 
value per preferred share is equity applicable to preferred shares 

divided by the number of outstanding preferred shares. 


P1 Record the issuance of corporate stock. When stock is is- 
sued, its par or stated value is credited to the stock account and 
any excess is credited to a separate contributed capital account. If a 
stock has neither par nor stated value, the entire proceeds are cred- 
ited to the stock account. Stockholders must contribute assets equal 
to minimum legal capital or be potentially liable for the deficiency. 


Guidance Answers to Decision Maker and Decision Ethics 


Entrepreneur The 50% stock dividend provides you no direct 
income. A stock dividend often reveals management’s optimistic ex- 
pectations about the future and can improve a stock’s marketability 
by making it affordable to more investors. Accordingly, a stock 
dividend usually reveals “good news” and because of this, it likely 
increases (slightly) the market value for your stock. The same con- 
clusions apply to the 3-for-2 stock split. 


Concert Organizer You have two basic options: (1) different 
classes of common stock or (2) common and preferred stock. Your 
objective is to issue to yourself stock that has all or a majority of the 
voting power. The other class of stock would carry limited or no vot- 
ing rights. In this way, you maintain control and are able to raise the 
necessary funds. 


Money Manager Since one company requires a payment of $19 
for each $1 of earnings, and the other requires $25, you would prefer 


Guidance Answers to Quick Checks 


1. (b) 

2. A corporation pays taxes on its income, and its stockholders 
normally pay personal income taxes (at the 15% rate or lower) 
on any cash dividends received from the corporation. 

3. A proxy is a legal document used to transfer a stockholder’s 
right to vote to another person. 
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P2 Record transactions involving cash dividends, stock 

dividends, and stock splits. Cash dividends involve three 
events. On the date of declaration, the directors bind the company 
to pay the dividend. A dividend declaration reduces retained earn- 
ings and creates a current liability. On the date of record, recipi- 
ents of the dividend are identified. On the date of payment, cash is 
paid to stockholders and the current liability is removed. Neither a 
stock dividend nor a stock split alters the value of the company. 
However, the value of each share is less due to the distribution of 
additional shares. The distribution of additional shares is accord- 
ing to individual stockholders’ ownership percent. Small stock 
dividends (=25%) are recorded by capitalizing retained earnings 
equal to the market value of distributed shares. Large stock divi- 
dends (>25%) are recorded by capitalizing retained earnings 
equal to the par or stated value of distributed shares. Stock splits 
do not necessitate journal entries but do necessitate changes in the 
description of stock. 


P3 Record purchases and sales of treasury stock and the 
retirement of stock. When a corporation purchases its own 
previously issued stock, it debits the cost of these shares to Treasury 
Stock. Treasury stock is subtracted from equity in the balance sheet. 
If treasury stock is reissued, any proceeds in excess of cost are cred- 
ited to Paid-In Capital, Treasury Stock. If the proceeds are less than 
cost, they are debited to Paid-In Capital, Treasury Stock to the 
extent a credit balance exists. Any remaining amount is debited to 
Retained Earnings. When stock is retired, all accounts related to the 


stock are removed. 
o 
A 
i œ ) 


the stock with the PE of 19; it is a better deal given identical pros- 
pects. You should make sure these companies’ earnings computations 
are roughly the same, for example, no extraordinary items, unusual 
events, and so forth. Also, your PE estimates for these companies do 
matter. If you are willing to pay $29 for each $1 of earnings for these 
companies, you obviously expect both to exceed current market 
expectations. 


Investor Book value reflects recorded values. BMX’s book value 
is $4 per common share. Stock price reflects the market’s expectation 
of net asset value (both tangible and intangible items). BMX’s mar- 
ket value is $7 per common share. Comparing these figures suggests 
BMxX’s market value of net assets is higher than its recorded values 
(by an amount of $7 versus $4 per share). 


4. (a) 


5. A stock premium is an amount in excess of par (or stated) value 
paid by purchasers of newly issued stock. 

6. Minimum legal capital intends to protect creditors of a corpora- 
tion by obligating stockholders to some minimum level of 
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equity financing and by constraining a corporation from exces- 
sive payments to stockholders. 


7. Common Dividend Payable is a current liability account. 


10. 


11. 


12. 


13. 


. The date of declaration, date of record, and date of payment. 

. A dividend is a legal liability at the date of declaration, on which 
date it is recorded as a liability. 

A stock dividend does not transfer assets to stockholders, but it 
does require an amount of retained earnings to be transferred to 
a contributed capital account(s). 

A small stock dividend is 25% or less of the previous outstand- 
ing shares. A large stock dividend is more than 25%. 

Retained earnings equal to the distributable shares’ market 
value should be capitalized for a small stock dividend. 
Typically, preferred stock has a preference in receipt of divi- 





14. (a) 
15. (b) Total cash dividend .................0005. $288,000 
To preferred shareholders ................ 135,000* 
Remainder to common shareholders ........ $153,000 
* 9,000 X $50 X 10% X 3 years = $135,000. 
16. (b) 
17. No. The shares are an investment for Southern Co. and are 
issued and outstanding shares for Northern Corp. 
18. Treasury stock does not affect the number of authorized or 
issued shares, but it reduces the outstanding shares. 
19. (a) 





dends and in distribution of assets. 


Key Terms mhhe.com/wildFAP20e 


Appropriated retained earnings (p. 525) 
Authorized stock (p. 511) 

Basic earnings per share (p. 527) 

Book value per common share (p. 528) 
Book value per preferred share (p. 528) 
Call price (p. 521) 

Callable preferred stock (p. 521) 
Capital stock (p. 511) 

Changes in accounting estimates (p. 525) 
Common stock (p. 510) 

Complex capital structure (p. 527) 
Convertible preferred stock (p. 520) 
Corporation (p. 508) 

Cumulative preferred stock (p. 519) 
Date of declaration (p. 515) 

Date of payment (p. 515) 

Date of record (p. 515) 

Diluted earnings per share (p. 527) 
Dilutive securities (p. 527) 


Multiple Choice Quiz 


Discount on stock (p. 513) 

Dividend in arrears (p. 519) 

Dividend yield (p. 528) 

Earnings per share (EPS) (p. 527) 
Financial leverage (p. 521) 

Large stock dividend (p. 516) 
Liquidating cash dividend (p. 516) 
Market value per share (p. 511) 
Minimum legal capital (p. 511) 
Noncumulative preferred stock (p. 519) 
Nonparticipating preferred stock (p. 520) 
No-par value stock (p. 511) 
Organization expenses (p. 509) 

Paid-in capital (p. 512) 

Paid-in capital in excess of par 

value (p. 513) 

Participating preferred stock (p. 520) 
Par value (p. 511) 

Par value stock (p. 511) 


Answers on p. 549 


Preemptive right (p. 510) 

Preferred stock (p. 518) 

Premium on stock (p. 513) 
Price-earnings (PE) ratio (p. 527) 
Prior period adjustments (p. 525) 
Proxy (p. 509) 

Restricted retained earnings (p. 524) 
Retained earnings (p. 512) 

Retained earnings deficit (p. 515) 
Reverse stock split (p. 518) 

Simple capital structure (p. 527) 
Small stock dividend (p. 516) 

Stated value stock (p. 512) 
Statement of stockholders’ equity (p. 525) 
Stock dividend (p. 516) 

Stock options (p. 525) 

Stock split (p. 518) 

Stockholders’ equity (p. 512) 
Treasury stock (p. 522) 


mhhe.com/wildFAP20e 





Additional Quiz Questions are available at the book’s Website. 


1. A corporation issues 6,000 shares of $5 par value common 2. A company reports net income of $75,000. Its weighted- 
stock for $8 cash per share. The entry to record this transaction average common shares outstanding is 19,000. It has no 
includes: other stock outstanding. Its earnings per share is: 

a. A debit to Paid-In Capital in Excess of Par Value for a. $4.69 
$18,000. b. $3.95 
b. A credit to Common Stock for $48,000. c. $3.75 
c. A credit to Paid-In Capital in Excess of Par Value for d. $2.08 
$30,000. e. $4.41 


a 


A credit to Cash for $48,000. 
e. A credit to Common Stock for $30,000. 
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3. A company has 5,000 shares of $100 par preferred stock and c. 15.4% 
50,000 shares of $10 par common stock outstanding. Its total d. 55.6% 
stockholders’ equity is $2,000,000. Its book value per common e. 8.6% 
share is: 5. A company’s shares have a market value of $85 per share. 
a. $100.00 Its net income is $3,500,000, and its weighted-average 
b. $ 10.00 common shares outstanding is 700,000. Its price-earnings 
c. $ 40.00 ratio is: 
d. $ 30.00 a. 5.9 
e. $ 36.36 b. 425.0 
4. A company paid cash dividends of $0.81 per share. Its earnings c. 17.0 
per share is $6.95 and its market price per share is $45.00. Its d. 10.4 
dividend yield is: e. 41.2 
a. 1.8% 
b. 11.7% 


Icon denotes assignments that involve decision making. 


. What are organization expenses? Provide examples. 15. How does the purchase of treasury stock affect the purchaser’s 


ooh whN = 


N 


10. 


11. 


12. 


13. 


14. 


. How are organization expenses reported? 

: Who is responsible for directing a corporation’s affairs? 

- What is the preemptive right of common stockholders? 

. List the general rights of common stockholders. 

. What is the difference between authorized shares and outstand- 


ing shares? 


: Why would an investor find convertible preferred stock 


attractive? 


- What is the difference between the market value per share and 


the par value per share? 


- What is the difference between the par value and the call price 


of a share of preferred stock? 

Identify and explain the importance of the three dates relevant 
to corporate dividends. 

Why is the term liquidating dividend used to describe cash 
dividends debited against paid-in capital accounts? 

How does declaring a stock dividend affect the corpora- 
tion’s assets, liabilities, and total equity? What are the effects 
of the eventual distribution of that stock? 

What is the difference between a stock dividend and a 
stock split? 

Courts have ruled that a stock dividend is not taxable in- 
come to stockholders. What justifies this decision? 


m connect 


Of the following statements, which are true for the corporate form of organization? 


NOG PRWN = 


Owners are not agents of the corporation. 
It is a separate legal entity. 
It has a limited life. 


Owners have unlimited liability for corporate debts. 
Ownership rights cannot be easily transferred. 


16. 
17. 


18. 
19. 


20. 


21. 


22. 


23. 


Capital is more easily accumulated than with most other forms of organization. 
Corporate income that is distributed to shareholders is usually taxed twice. 


assets and total equity? 

Why do laws place limits on treasury stock purchases? 
How are EPS results computed for a corporation with a simple 
capital structure? 

What is a stock option? 

How is book value per share computed for a corporation with 
no preferred stock? What is the main limitation of using book 
value per share to value a corporation? 

Review the 2009 balance sheet for Nokia in 
Appendix A and list the amounts for treasury 
shares and retained earnings. 

Refer to Research In Motion’s 2010 balance sheet 

in Appendix A. How many shares of common stock RIM 
are authorized? How many shares of voting common stock are 
issued? 

a Refer to the 2009 balance sheet for Palm in 
Appendix A. What is the par value per share of its 
common stock? Suggest a rationale for the amount of par value 
it assigned. 


NOKIA 


Refer to the financial statements for Apple in Arol 
Appendix A. What are its cash proceeds from issuance ERSS 
of common stock and its cash repurchases of common stock for 
the year ended September 26, 2009? Explain. 


QUICK STUDY 


QS 13-1 


Characteristics of corporations 


C1 
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QS 13-2 


Issuance of common stock 


P1 


Prepare the journal entry to record Channel One Company’s issuance of 100,000 shares of $0.50 par value 
common stock assuming the shares sell for: 


a. $0.50 cash per share. 
b. $2 cash per share. 





QS 13-3 
Issuance of no-par 
common stock 


P1 


Prepare the journal entry to record Selectist Company’s issuance of 104,000 shares of no-par value 
common stock assuming the shares: 


a. Sell for $15 cash per share. 
b. Are exchanged for land valued at $1,560,000. 





QS 13-4 
Issuance of par and stated 
value common stock 


P1 


Prepare the journal entry to record Typist Company’s issuance of 250,000 shares of its common stock 
assuming the shares have a: 


a. $1 par value and sell for $10 cash per share. 
b. $1 stated value and sell for $10 cash per share. 





QS 13-5 


Issuance of common stock 


P1 


Prepare the issuer’s journal entry for each separate transaction. (a) On March 1, Edgar Co. issues 44,500 
shares of $4 par value common stock for $255,000 cash. (b) On April 1, GT Co. issues no-par value 
common stock for $50,000 cash. (c) On April 6, MTV issues 2,000 shares of $20 par value common stock 
for $35,000 of inventory, $135,000 of machinery, and acceptance of an $84,000 note payable. 





QS 13-6 


Issuance of preferred stock 


P1 P2 


a. Prepare the journal entry to record Stefan Company’s issuance of 12,000 shares of $50 par value 
6% cumulative preferred stock for $75 cash per share. 

b. Assuming the facts in part 1, if Stefan declares a year-end cash dividend, what is the amount of divi- 
dend paid to preferred shareholders? (Assume no dividends in arrears.) 





QS 13-7 
Accounting for cash dividends 


P2 


Prepare journal entries to record the following transactions for Emerson Corporation. 


April 15 Declared a cash dividend payable to common stockholders of $40,000. 
May 15 Date of record is May 15 for the cash dividend declared on April 15. 
May 31 Paid the dividend declared on April 15. 





QS 13-8 
Dividend allocation between 
classes of shareholders 


e A 


Stockholders’ equity of STIX Company consists of 75,000 shares of $5 par value, 8% cumulative preferred 
stock and 200,000 shares of $1 par value common stock. Both classes of stock have been outstanding 
since the company’s inception. STIX did not declare any dividends in the prior year, but it now declares 
and pays a $108,000 cash dividend at the current year-end. Determine the amount distributed to each class 
of stockholders for this two-year-old company. 





QS 13-9 
Accounting for small 
stock dividend 


The stockholders’ equity section of Zacman Company’s balance sheet as of April 1 follows. On April 2, 
Zacman declares and distributes a 10% stock dividend. The stock’s per share market value on April 2 is $25 
(prior to the dividend). Prepare the stockholders’ equity section immediately after the stock dividend. 





P2 
Common stock— $5 par value, 375,000 shares 
authorized, 150,000 shares issued and outstanding ......... $ 750,000 
Paid-in capital in excess of par value, common stock ......... 352,500 
Retainedieannings: cos ares cccks use E nena crus eteaere 633,000 
jlotalistockholderspequityiay. 1 er a a a E ets $1,735,500 
QS 13-10 Answer the following questions related to a company’s activities for the current year: 


Accounting for changes in 
estimates; error adjustments 


ag 


1. After using an expected useful life of 20 years and no salvage value to depreciate its office equipment 
over the preceding 15 years, the company decided early this year that the equipment will last only two 
more years. How should the effects of this decision be reported in the current year financial statements? 

2. A review of the notes payable files discovers that two years ago the company reported the entire 
amount of a payment (principal and interest) on an installment note payable as interest expense. This 
mistake had a material effect on the amount of income in that year. How should the correction be 
reported in the current year financial statements? 
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On May 3, Lassman Corporation purchased 3,000 shares of its own stock for $27,000 cash. On 
November 4, Lassman reissued 750 shares of this treasury stock for $7,080. Prepare the May 3 and 
November 4 journal entries to record Lassman’s purchase and reissuance of treasury stock. 


QS 13-11 
Purchase and sale of 
treasury stock P3 





Barnes Company earned net income of $450,000 this year. The number of common shares outstanding 
during the entire year was 200,000, and preferred shareholders received a $10,000 cash dividend. Compute 
Barnes Company’s basic earnings per share. 


QS 13-12 
Basic earnings per share Al 





Campbell Company reports net income of $1,200,000 for the year. It has no preferred stock, and its 
weighted-average common shares outstanding is 300,000 shares. Compute its basic earnings per share. 


QS 13-13 
Basic earnings per share Al 





Compute Fox Company’s price-earnings ratio if its common stock has a market value of $30.75 per 
share and its EPS is $4.10. Would an analyst likely consider this stock potentially over- or underpriced? 
Explain. 


OS 13-14 


Price-earnings ratio A2 
<- 





Fiona Company expects to pay a $2.10 per share cash dividend this year on its common stock. The current 
market value of Fiona stock is $28.50 per share. Compute the expected dividend yield on the Fiona stock. 
Would you classify the Fiona stock as a growth or an income stock? Explain. 


QS 13-15 
Dividend yield A3 ] 
ividend yie ma 





The stockholders’ equity section of Axel Company’s balance sheet follows. The preferred stock’s call 
price is $30. Determine the book value per share of the common stock. 


Preferred stock—5% cumulative, $10 par value, 


10,000 shares authorized, issued and outstanding .......... $100,000 
Common stock—$5 par value, 100,000 shares 

authorized, 75,000 shares issued and outstanding .......... 375,000 
Retained earnings mocca ssisie sae sspccseneie  ayste sigue nan ESSN seis 445,000 
Total stockholders’ equity .............. 02. cece eee eens $920,000 


QS 13-16 


Book value per common share 


“@ 





Air France-KLM reports the following equity information for its fiscal year ended March 31, 2009 
(euros in millions). Prepare its journal entry, using its account titles, to record the issuance of capital stock 
assuming that its entire par value stock was issued on March 31, 2009, for cash. 


March 31 2009 


Issuedicapital ce een ererresse €2,552 
Additional paid-in capital ........ 765 


m connect 


Describe how each of the following characteristics of organizations applies to corporations. 


l. Duration of life 5. Owner authority and control 

2. Owner liability 6. Ease of formation 

3. Legal status 7. Transferability of ownership 

4. Tax status of income 8. Ability to raise large capital amounts 


QS 13-17 
International equity disclosures 


"O 


EXERCISES 


Exercise 13-1 
Characteristics of corporations 


C1 





Aloha Corporation issues 6,000 shares of its common stock for $144,000 cash on February 20. Prepare 
journal entries to record this event under each of the following separate situations. 


1. The stock has neither par nor stated value. 
2. The stock has a $20 par value. 
3. The stock has an $8 stated value. 


Exercise 13-2 
Accounting for par, stated, and 
no-par stock issuances 


P1 
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Exercise 13-3 
Recording stock issuances 


P1 


Prepare journal entries to record the following four separate issuances of stock. 


1. 


2. 


3. 
4. 


A corporation issued 2,000 shares of no-par common stock to its promoters in exchange for their 
efforts, estimated to be worth $30,000. The stock has no stated value. 


A corporation issued 2,000 shares of no-par common stock to its promoters in exchange for their 
efforts, estimated to be worth $30,000. The stock has a $1 per share stated value. 


A corporation issued 4,000 shares of $10 par value common stock for $70,000 cash. 
A corporation issued 1,000 shares of $100 par value preferred stock for $120,000 cash. 





Exercise 13-4 
Stock issuance for noncash assets 


P1 


Soku Company issues 36,000 shares of $9 par value common stock in exchange for land and a building. 
The land is valued at $225,000 and the building at $360,000. Prepare the journal entry to record issuance of 
the stock in exchange for the land and building. 





Exercise 13-5 
Identifying characteristics of 
preferred stock 


(2 


Match each description 1 through 6 with the characteristic of preferred stock that it best describes by writ- 
ing the letter of that characteristic in the blank next to each description. 


A. Cumulative B. Noncumulative C. Convertible 
D. Callable E. Nonparticipating F. Participating 


1. Holders of the stock lose any dividends that are not declared in the current year. 

. The issuing corporation can retire the stock by paying a prespecified price. 

- Holders of the stock can receive dividends exceeding the stated rate under certain conditions. 
- Holders of the stock are not entitled to receive dividends in excess of the stated rate. 

- Holders of this stock can exchange it for shares of common stock. 


- Holders of the stock are entitled to receive current and all past dividends before common 
stockholders receive any dividends. 


OORUN 





Exercise 13-6 
Stock dividends and splits 


H i 


Check (1b) $680,000 


(2a) $330,000 


On June 30, 2011, Quinn Corporation’s common stock is priced at $31 per share before any stock divi- 
dend or split, and the stockholders’ equity section of its balance sheet appears as follows. 


Common stock—$10 par value, 60,000 shares 


authorized, 25,000 shares issued and outstanding .......... $250,000 
Paid-in capital in excess of par value, common stock ......... 100,000 
Retained earnings: oeo o aeoe seis sine on creseem cae E S nave stone 330,000 
Total stockholders’ equity ............. 0. cece eee eee eee $680,000 





. Assume that the company declares and immediately distributes a 100% stock dividend. This event is 


recorded by capitalizing retained earnings equal to the stock’s par value. Answer these questions about 
stockholders’ equity as it exists after issuing the new shares. 


a. What is the retained earnings balance? 
b. What is the amount of total stockholders’ equity? 
c. How many shares are outstanding? 


. Assume that the company implements a 2-for-1 stock split instead of the stock dividend in part 1. 


Answer these questions about stockholders’ equity as it exists after issuing the new shares. 
a. What is the retained earnings balance? 

b. What is the amount of total stockholders’ equity? 

c. How many shares are outstanding? 


. Explain the difference, if any, to a stockholder from receiving new shares distributed under a large 


stock dividend versus a stock split. 





Exercise 13-7 
Stock dividends and per share 
book values 


z: A 


The stockholders’ equity of Whiz.com Company at the beginning of the day on February 5 follows. 


Common stock—$25 par value, 150,000 shares 
authorized, 60,000 shares issued and outstanding .......... $1,500,000 


Paid-in capital in excess of par value, common stock ......... 525,000 


Baar RMe BET ae eter enav E A Tec 675,000 
Total stockholders’ equity .............. 0. cc cece eee eee $2,700,000 


Retained earnings 
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On February 5, the directors declare a 20% stock dividend distributable on February 28 to the February 15 

stockholders of record. The stock’s market value is $40 per share on February 5 before the stock dividend. 

The stock’s market value is $34 per share on February 28. 

1. Prepare entries to record both the dividend declaration and its distribution. 

2. One stockholder owned 750 shares on February 5 before the dividend. Compute the book value per 
share and total book value of this stockholder’s shares immediately before and after the stock dividend 
of February 5. 

3. Compute the total market value of the investor’s shares in part 2 as of February 5 and February 28. 
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Check (2) Book value per share: 
before, $45; after, $37.50 





Wade’s outstanding stock consists of 40,000 shares of noncumulative 7.5% preferred stock with a $10 par 
value and also 100,000 shares of common stock with a $1 par value. During its first four years of opera- 
tion, the corporation declared and paid the following total cash dividends. 


20 eect tater entero vere $ 10,000 
ANIA sospacaabasaanoosdowsoansad 24,000 
AMIS soooawaonnooanoccovensasgso 100,000 
PAO ao he AA De TT S CATE 196,000 


Determine the amount of dividends paid each year to each of the two classes of stockholders: preferred. 
and common. Also compute the total dividends paid to each class for the four years combined. 


Exercise 13-8 
Dividends on common and 
noncumulative preferred stock 


(2 


Check 4-year total paid to 
preferred, $94,000 





Use the data in Exercise 13-8 to determine the amount of dividends paid each year to each of the two 
classes of stockholders assuming that the preferred stock is cumulative. Also determine the total dividends 
paid to each class for the four years combined. 


Exercise 13-9 
Dividends on common and 
cumulative preferred stock (2 





On October 10, the stockholders’ equity of Noble Systems appears as follows. 


Common stock—$10 par value, 36,000 shares 


authorized, issued, and outstanding ....................... $360,000 
Paid-in capital in excess of par value, common stock ........... 108,000 
Retained earnings naos esee arsiscscace, Arai E DE E E es 432,000 
Total'stockholders’ equity s- eroe cis mereen a a os $900,000 





1. Prepare journal entries to record the following transactions for Noble Systems. 
a. Purchased 4,500 shares of its own common stock at $30 per share on October 11. 
b. Sold 1,200 treasury shares on November 1 for $36 cash per share. 
c. Sold all remaining treasury shares on November 25 for $25 cash per share. 


2. Explain how the company’s equity section changes after the October 11 treasury stock purchase, and 
prepare the revised equity section of its balance sheet at that date. 


Exercise 13-10 
Recording and reporting 
treasury stock transactions 


"A 


Check 
$9,300 


(1c) Dr. Retained Earnings, 





The following information is available for Ballard Company for the year ended December 31, 2011. 
a. Balance of retained earnings, December 31, 2010, prior to discovery of error, $850,000. 


b. Cash dividends declared and paid during 2011, $15,000. 

c. It neglected to record 2009 depreciation expense of $55,600, which is net of $5,500 in income taxes. 
d. The company earned $205,000 in 2011 net income. 

Prepare a 2011 statement of retained earnings for Ballard Company. 


Exercise 13-11 
Preparing a statement of 
retained earnings 


C3 





Guess Company reports $648,500 of net income for 2011 and declares $102,500 of cash dividends on its 
preferred stock for 2011. At the end of 2011, the company had 260,000 weighted-average shares of com- 
mon stock. 

1. What amount of net income is available to common stockholders for 2011? 

2. What is the company’s basic EPS for 2011? 


Exercise 13-12 
Earnings per share 


Al 


Check (2) $2.10 
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Exercise 13-13 
Earnings per share 


Al 


Check (2) $3.56 


Franklin Company reports $698,000 of net income for 2011 and declares $75,500 of cash dividends on its 
preferred stock for 2011. At the end of 2011, the company had 175,000 weighted-average shares of com- 
mon stock. 


1. What amount of net income is available to common stockholders for 2011? 
2. What is the company’s basic EPS for 2011? Round your answer to the nearest whole cent. 





Exercise 13-14 
Dividend yield computation 
and interpretation 


3a 


Compute the dividend yield for each of these four separate companies. Which company’s stock would 
probably not be classified as an income stock? Explain. 


(5) Be Ga yew port Format Took Gite Reonatng window teb 7 - 
OGM GAT BAST O-> N EAEN wee wo 


-wsesu SX, 4AA 
Market Value 
per Share 
$216.00 
128.00 
61.00 


86.00 
| 


Annual Cash 
Dividend per Share 


Company 











Exercise 13-15 
Price-earnings ratio computation 
and interpretation 


“A 


Compute the price-earnings ratio for each of these four separate companies. Which stock might an analyst 
likely investigate as being potentially undervalued by the market? Explain. 


(©) fle Edt wew peert Format Took Gata Accounting Window teb 
(OSM GAS LBB o->- Se TLNT MEE 9 


Earnings 
per Share 


Market Value 
per Share 


$166.00 


90.00 
84.50 
240.00 


=—— SSS I 








Exercise 13-16 
Book value per share 


“@ 


Check 
$13.95 


(1) Book value of common, 


The equity section of Webster Corporation’s balance sheet shows the following. 


Preferred stock—5% cumulative, $10 par value, $15 call 


price, 10,000 shares issued and outstanding ................. $100,000 
Common stock—$10 par value, 55,000 shares 

issued and outstanding soie oj s.ccs.e.cce cress whale AREER EE os 550,000 
RetainediearningsS ceee eona ecevsvesconverers EE E EEY 267,500 
Total stockholders’ equity .......... 0... cece eee eee $917,500 


Determine the book value per share of the preferred and common stock under two separate situations. 
1. No preferred dividends are in arrears. 
2. Three years of preferred dividends are in arrears. 





Exercise 13-17 
Accounting for equity under IFRS 


C3 P1 


Unilever Group reports the following equity information for the years ended December 31, 2007 and 
2008 (euros in millions). 


December 31 2008 2007 

Share capital ............... €484 E484 
Share premium ............. 121 153 
@therineservesmen rey er: (6,469) (3,412) 
Retained profit ............. 15,812 15,162 
Shareholders’ equity ......... € 9,948 €12,387 
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1. For each of the three account titles share capital, share premium, and retained profit, match it with the 
usual account title applied under U.S. GAAP from the following options: 


a. Paid-in capital in excess of par value, common stock 
b. Retained earnings 
c. Common stock, par value 
2. Prepare Unilever’s journal entry, using its account titles, to record the issuance of capital stock assum- 
ing that its entire par value stock was issued on December 31, 2007, for cash. 


3. What were Unilever’s 2008 dividends assuming that only dividends and income impacted retained 
profit for 2008 and that its 2008 income totaled €2,692? 
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Kroll Corporation reports the following components of stockholders’ equity on December 31, 2011. 


Common stock—$25 par value, 40,000 shares authorized, 


30,000 shares issued and outstanding ................... $ 750,000 
Paid-in capital in excess of par value, common stock ......... 50,000 
Retained earnings) moca e e E E E orale E EOG 260,000 
Total stockholders’ equity sss ee eree i anea es eus $1,060,000 


In year 2012, the following transactions affected its stockholders’ equity accounts. 


Jan. 2 Purchased 2,000 shares of its own stock at $25 cash per share. 

Jan. 7 Directors declared a $2 per share cash dividend payable on Feb. 28 to the Feb. 9 stockholders 
of record. 

Feb. 28 Paid the dividend declared on January 7. 

July 9 Sold 500 of its treasury shares at $30 cash per share. 

Aug. 27 Sold 1,500 of its treasury shares at $23 cash per share. 

Sept. 9 Directors declared a $2 per share cash dividend payable on October 22 to the September 23 
stockholders of record. 

Oct. 22 Paid the dividend declared on September 9. 

Dec. 31 Closed the $8,000 credit balance (from net income) in the Income Summary account to Re- 
tained Earnings. 


Required 

1. Prepare journal entries to record each of these transactions for 2012. 

2. Prepare a statement of retained earnings for the year ended December 31, 2012. 

3. Prepare the stockholders’ equity section of the company’s balance sheet as of December 31, 2012. 


la connect 


Oxygen Co. is incorporated at the beginning of this year and engages in a number of transactions. The 
following journal entries impacted its stockholders’ equity during its first year of operations. 


a. CaS EE tomers ee ran E A A AN 150,000 
Common Stock, $25 Par Value .............005 125,000 
Paid-In Capital in Excess of 
Par Value, Common Stock .....245.000.00206% 25,000 
b. Organization Expenses man tiie trait 75,000 
Common Stock, $25 Par Value .............005 62,500 
Paid-In Capital in Excess of 
Par Value, Common Stock .........05+..002058 12,500 
c. Gash iycs a en A E AE AE E ERRE 21,500 
Accounts Receivables erara eaer Ea A cere sures 7,500 
Building: -oeeo eoe E a a EE a 30,000 
Notesi Rayable fre nana A letercre enerre 19,000 
Common Stock, $25 Par Value .............005 25,000 
Paid-In Capital in Excess of 
Par Value, Common Stock .......000..s00+% 15,000 


[continued on next page] 


Exercise 13-18 

Cash dividends, treasury stock, 
and statement of retained 
earnings 


C3 P2 P3 


PROBLEM SET A 


Problem 13-1A 
Stockholders’ equity 
transactions and analysis 


(2 "A 
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Check (2) 10,000 shares 
(3) $250,000 


(4) $325,000 
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[continued from previous page] 


d. 


Required 


Ca E A SCout ice es 60,000 
Common Stock, $25 Par Value .............04. 37,500 
Paid-In Capital in Excess of 
Par Value, Common Stock ...5..¢0¢02s600008% 22,500 


1. Explain the transaction(s) underlying each journal entry (a) through (d). 


0 EWN 


How many shares of common stock are outstanding at year-end? 
What is the amount of minimum legal capital (based on par value) at year-end? 
What is the total paid-in capital at year-end? 


What is the book value per share of the common stock at year-end if total paid-in capital plus retained 


earnings equals $347,500? 





Problem 13-2A 

Cash dividends, treasury stock, 
and statement of retained 
earnings 


C3 P2 P3 


ow 


Check (2) Retained earnings, 
Dec. 31, 2012, $252,250. 


Context C 


In year 20 


Jan. 1 
Jan. 5 


Feb. 28 
July 6 
Aug. 22 
Sept. 5 


Oct. 28 
Dec. 31 


Required 


orporation reports the following components of stockholders’ equity on December 31, 2011. 


Common stock—$10 par value, 50,000 shares authorized, 





20,000 shares issued and outstanding ..................00..00005 $200,000 
Paid-in capital in excess of par value, common stock ................. 30,000 
Retained ‘earnings: s.o.6:0.2,<.¢ ds saeco an eaae eye) ayer EE N E TEREE 135,000 
Total stockholders equity? seres c accuse erann a e ners $365,000 





12, the following transactions affected its stockholders’ equity accounts. 


Purchased 2,000 shares of its own stock at $20 cash per share. 

Directors declared a $2 per share cash dividend payable on Feb. 28 to the Feb. 5 stockholders 
of record. 

Paid the dividend declared on January 5. 

Sold 750 of its treasury shares at $24 cash per share. 

Sold 1,250 of its treasury shares at $17 cash per share. 

Directors declared a $2 per share cash dividend payable on October 28 to the September 25 
stockholders of record. 

Paid the dividend declared on September 5. 

Closed the $194,000 credit balance (from net income) in the Income Summary account to 
Retained Earnings. 


1. Prepare journal entries to record each of these transactions for 2012. 
2. Prepare a statement of retained earnings for the year ended December 31, 2012. 
3. Prepare the stockholders’ equity section of the company’s balance sheet as of December 31, 2012. 





Problem 13-3A 
Equity analysis—journal entries 
and account balances 


P2 


At September 30, the end of Excel Company’s third quarter, the following stockholders’ equity accounts 


are reported. 
Common stock, $12 par value .............. 000 e eee ee eee $720,000 
Paid-in capital in excess of par value, common stock ......... 180,000 
Retained! earnings ss oenas ssoi tares EnaA EAE ERE staves S987 640,000 
In the fourth quarter, the following entries related to its equity are recorded. 
Oct. 2 Retained Earnings e n ee a E A crn et 120,000 
Common Dividend Payable................... 120,000 
Oct. 25 Common Dividend Payable....................... 120,000 
Gas h a Neo ou ante Sarena east Seana Gee tne 120,000 
Oct. 31 Retained: Earnings A A a tan 150,000 
Common Stock Dividend Distributable ......... 72,000 
Paid-In Capital in Excess of 
Par Value, Common Stock ............000085 78,000 


[continued on next page] 
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[continued from previous page] 


Nov. 5 Common Stock Dividend Distributable ............. 72,000 
Common Stock, $12 ParValue .............005 72,000 
Dec. | Memo— Change the title of the common stock 
account to reflect the new par value of $4. 
Dec. 31 Income'Summanyecr ar A E 420,000 
Retaincdicannings aamern nr tent ener hee: 420,000 
Required 
1. Explain the transaction(s) underlying each journal entry. 
2. Complete the following table showing the equity account balances at each indicated date (include the 


balances from September 30). 


Oct. 2 Oct. 25 Oct. 31 Nov. 5 Dec. | Dec. 31 


CommMOnStock o eo eee oea e aee $ $ $ $ $ $ 


Common stock dividend 
distributable ... e auent e one ec cee e 








Paid-in capital in 
excess of par, common stock ........ 





Retained earnings .................05. 
Totalequity se e eonenni $ $ $ $ $ $ 
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Check Total equity: Oct. 2, 
$1,420,000; Dec. 31, $1,840,000 





The equity sections from Salazar Group’s 2011 and 2012 year-end balance sheets follow. 


Stockholders’ Equity (December 31, 2011) 
Common stock—$4 par value, 50,000 shares 


authorized, 20,000 shares issued and outstanding ................ $ 80,000 
Paid-in capital in excess of par value, common stock ............... 60,000 
Retainediearningsinirt scene ievetaictan a nnn hese ter EE 160,000 
Totalistockhioldersiequity® -e een e e E ersten) terse ite $300,000 


Stockholders’ Equity (December 31,2012) 
Common stock—$4 par value, 50,000 shares 


authorized, 23,700 shares issued, 1,500 shares in treasury ......... $ 94,800 
Paid-in capital in excess of par value, common stock ............... 89,600 
Retained earnings ($15,000 restricted by treasury stock) ........... 200,000 

384,400 
Lessicost of treasuiry stocki eere ovate ene /e/e sichere E (15,000) 
Total stockholders’ equity -sessie sires soisi soe mesni esie ren $369,400 


The following transactions and events affected its equity during year 2012. 


Jan. 


5 Declared a $0.50 per share cash dividend, date of record January 10. 


Mar. 20 Purchased treasury stock for cash. 

Apr. 5 Declared a $0.50 per share cash dividend, date of record April 10. 

July 5 Declared a $0.50 per share cash dividend, date of record July 10. 

July 31 Declared a 20% stock dividend when the stock’s market value is $12 per share. 
Aug. 14 Issued the stock dividend that was declared on July 31. 

Oct. 5 Declared a $0.50 per share cash dividend, date of record October 10. 


Required 


1. 
2. 


3 
4. 
5 


How many common shares are outstanding on each cash dividend date? 
What is the total dollar amount for each of the four cash dividends? 


. What is the amount of the capitalization of retained earnings for the stock dividend? 


What is the per share cost of the treasury stock purchased? 


. How much net income did the company earn during year 2012? 


Problem 13-4A 
Analysis of changes in 
stockholders’ equity accounts 


C3 P2 P3 


Check (3) $44,400 
(4) $10 
(5) $124,000 
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Problem 13-5A 
Computation of book values and 
dividend allocations 


(2 ui i 


Check (4) Book value of common, 
$112.50 


(5) Book value of common, 
$110 


(6) Dividends per common 
share, $1.25 


PROBLEM SET B 


Problem 13-1B 
Stockholders’ equity 
transactions and analysis 


(2 "A 


Check (2) 3,000 shares 
(3) $3,000 


Razz Corporation’s common stock is currently selling on a stock exchange at $170 per share, and its cur- 
rent balance sheet shows the following stockholders’ equity section. 


Preferred stock—5% cumulative, $ par value, 1,000 shares 





authorized, issued, and outstanding ............. 0.0... eee eee eee eee $100,000 
Common stock—$____ par value, 4,000 shares authorized, issued, 

andcoutstandingerp rere ty etree Let rt E T i 160,000 
Retained earningsever. cnn war e A eer ans E ones sas 300,000 
ilotalistockholderssequity aan ti rer Tica ee A E E etre $560,000 


Required (Round per share amounts to cents.) 


1. 
2. 
3. 


What is the current market value (price) of this corporation’s common stock? 

What are the par values of the corporation’s preferred stock and its common stock? 

If no dividends are in arrears, what are the book values per share of the preferred stock and the com- 
mon stock? 

If two years’ preferred dividends are in arrears, what are the book values per share of the preferred 
stock and the common stock? 

If two years’ preferred dividends are in arrears and the preferred stock is callable at $110 per share, 
what are the book values per share of the preferred stock and the common stock? 

If two years’ preferred dividends are in arrears and the board of directors declares cash dividends of 
$20,000, what total amount will be paid to the preferred and to the common shareholders? What is the 
amount of dividends per share for the common stock? 


Analysis Component 


7. 


What are some factors that can contribute to a difference between the book value of common stock 
and its market value (price)? 


Nilson Company is incorporated at the beginning of this year and engages in a number of transactions. The 
following journal entries impacted its stockholders’ equity during its first year of operations. 


a. Cashen ee wee vieereh te ERA ae eeu e resi 60,000 
Common Stock, $1 Par Value ....00+¢04+a00805 1,500 
Paid-In Capital in Excess of 
Par Value, Common Stock 24... .0.0¢0<4s000005 58,500 
b. Organization Expenses ..............00000eeee eee 20,000 
Common Stock, $1 ParValue ..............06. 500 
Paid-In Capital in Excess of 
Par Value, Common Stock ........000.0e008 005 19,500 
c Cashen oe esa a Ta aie eR ar 6,650 
Accounts Receivable ......... 0.0.0: e cece eee eee 4,000 
Buildin a abs aces pavascresstsncrss E AE 12,500 
Notes Payable oon sor aeneae oee aa E 3,150 
Common Stock, $| Par Value .......2s6200s 055 400 
Paid-In Capital in Excess of 
Par Value, Common Stock ............000005 19,600 
d. Cash eane a a A E E E E E RE E E 30,000 
Common Stock, $1 Par Value ................. 600 
Paid-In Capital in Excess of 
Par Value, Common Stock ............0.00005 29,400 
Required 
1. Explain the transaction(s) underlying each journal entry (a) through (d). 
2. How many shares of common stock are outstanding at year-end? 
3. What is the amount of minimum legal capital (based on par value) at year-end? 
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4. What is the total paid-in capital at year-end? 
5. What is the book value per share of the common stock at year-end if total paid-in capital plus retained 
earnings equals $141,500? 
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(4) $130,000 





Baycore Corp. reports the following components of stockholders’ equity on December 31, 2011. 


Common stock—$| par value, 160,000 shares authorized, 


100,000 shares issued and outstanding ....................... $ 100,000 
Paid-in capital in excess of par value, common stock .............. 700,000 
Retainedicamingsmuan argiecmet E rarer events: 1,080,000 
Total stockholders’ equity ........ 0... cece cee eee ee eee $1,880,000 


It completed the following transactions related to stockholders’ equity in year 2012. 


Jan. 10 Purchased 20,000 shares of its own stock at $12 cash per share. 

Mar. 2 Directors declared a $1.50 per share cash dividend payable on March 31 to the March 15 stock- 
holders of record. 

Mar. 31 Paid the dividend declared on March 2. 

Nov. 11 Sold 12,000 of its treasury shares at $13 cash per share. 

Nov. 25 Sold 8,000 of its treasury shares at $9.50 cash per share. 

Dec. 1 Directors declared a $2.50 per share cash dividend payable on January 2 to the December 10 
stockholders of record. 

Dec. 31 Closed the $536,000 credit balance (from net income) in the Income Summary account to 
Retained Earnings. 

Required 


1. Prepare journal entries to record each of these transactions for 2012. 
2. Prepare a statement of retained earnings for the year ended December 31, 2012. 
3. Prepare the stockholders’ equity section of the company’s balance sheet as of December 31, 2012. 


Problem 13-2B 

Cash dividends, treasury stock, 
and statement of retained 
earnings 


C3 P2 P3 


Check (2) Retained earnings, 
Dec. 31, 2012, $1,238,000 





At December 31, the end of Intertec Communication’s third quarter, the following stockholders’ equity 
accounts are reported. 


Common stock, $10 par value erae e $480,000 
Paid-in capital in excess of par value, common stock ......... 192,000 
Retainedfearmningsanrerrtcce rm tye E A 800,000 
In the fourth quarter, the following entries related to its equity are recorded. 
Jan. 17 Retained! Earnings -sese essees anete sce nees ais ages 48,000 
Common Dividend Payable..................- 48,000 
Feb. 5 Common Dividend Payable ...................005- 48,000 
Sasi crete tere arson A errors comin 48,000 
Feb. 28 Retained Earnings e ee emesen een ee e e e 126,000 
Common Stock Dividend Distributable ......... 60,000 
Paid-In Capital in Excess of Par Value, 
CommonStock oa aaee E E a EE 66,000 
Mar. 14 Common Stock Dividend Distributable ............. 60,000 
Common Stock, $10 Par Value .............005 60,000 
Mar. 25 Memo— Change the title of the common stock 
account to reflect the new par value of $5. 
Mar. 31 Incomeisummany ak e rer E: 360,000 
Retained Earnings ea a essere ctr alerts el orsre 360,000 


Problem 13-3B 
Equity analysis—journal entries 
and account balances 


P2 
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Check Total equity: Jan. 17, 
$1,424,000; Mar. 31, $1,784,000 
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Required 


1. Explain the transaction(s) underlying each journal entry. 


2. Complete the following table showing the equity account balances at each indicated date (include the 
balances from December 31). 





Jan. 17 Feb. 5 Feb. 28 Mar.14 Mar.25 Mar. 31 


Gommonistocke ee ene $ $ $ $. $ $ 


Common stock dividend 
distributable e ee e e ce 








Paid-in capital in 
excess of par, common stock........ 





Retained earnings .................. 


lotallequity 2.2 cee e a cena $ $ $ $ $ $ 











Problem 13-4B 
Analysis of changes in 
stockholders’ equity accounts 


C3 P2 P3 


Check (3) $42,000 
(4) $40 
(5) $68,000 


The equity sections from Jetta Corporation’s 2011 and 2012 balance sheets follow. 


Stockholders’ Equity (December 31, 2011) 
Common stock—$20 par value, 15,000 shares authorized, 


8,500 shares issued and outstanding .......................6- $170,000 
Paid-in capital in excess of par value, common stock .............. 30,000 
Retained earnings: soose onurei aisi over AE EAE E AEROS 135,000 
Motalstockholders equity suree e A E EE EE oie ES $335,000 


Stockholders’ Equity (December 31,2012) 
Common stock— $20 par value, 15,000 shares authorized, 


9,500 shares issued, 500 shares in treasury .................... $190,000 
Paid-in capital in excess of par value, common stock .............. 52,000 
Retained earnings ($20,000 restricted by treasury stock) .......... 147,600 

389,600 
llessicostiofitreaSunyis tock e r attain eat eee te ten eter teers (20,000) 
Totalistockholdersgeguity mara et iret ter terre err ne $369,600 


The following transactions and events affected its equity during year 2012. 


Feb. 15 Declared a $0.40 per share cash dividend, date of record five days later. 

Mar. 2 Purchased treasury stock for cash. 

May 15 Declared a $0.40 per share cash dividend, date of record five days later. 

Aug. 15 Declared a $0.40 per share cash dividend, date of record five days later. 

Oct. 4 Declared a 12.5% stock dividend when the stock’s market value is $42 per share. 
Oct. 20 Issued the stock dividend that was declared on October 4. 

Nov. 15 Declared a $0.40 per share cash dividend, date of record five days later. 


Required 

1. How many common shares are outstanding on each cash dividend date? 

2. What is the total dollar amount for each of the four cash dividends? 

3. What is the amount of the capitalization of retained earnings for the stock dividend? 
4. What is the per share cost of the treasury stock purchased? 

5. How much net income did the company earn during year 2012? 





Problem 13-5B 
Computation of book values and 
dividend allocations 


(2 P 


Scotch Company’s common stock is currently selling on a stock exchange at $45 per share, and its current 
balance sheet shows the following stockholders’ equity section. 


Preferred stock—8% cumulative, $. 





par value, 1,500 shares 


authorized, issued, and outstanding ....................000. 0000s $ 187,500 
Common stock—$____ par value, 18,000 shares 

authorized, issued, and outstanding .....................00..000. 450,000 
Retainedrearningsi nny ia A iene ers A err nee 562,500 


Notalistockholdersvequity, e a a E E E $1,200,000 
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Required (Round per share amounts to cents.) 
1. What is the current market value (price) of this corporation’s common stock? 
2. What are the par values of the corporation’s preferred stock and its common stock? 


3. If no dividends are in arrears, what are the book values per share of the preferred stock and the com- 
mon stock? (Round per share values to the nearest cent.) 


4. If two years’ preferred dividends are in arrears, what are the book values per share of the preferred Check (4) Book value of common, 


stock and the common stock? (Round per share values to the nearest cent.) $54.58 

5. If two years’ preferred dividends are in arrears and the preferred stock is callable at $140 per share, (5) Book value of common, 
what are the book values per share of the preferred stock and the common stock? (Round per share $53.33 
values to the nearest cent.) 

6. If two years’ preferred dividends are in arrears and the board of directors declares cash dividends of (6) Dividends per common 
$50,000, what total amount will be paid to the preferred and to the common shareholders? What is the share, $0.28 


amount of dividends per share for the common stock? (Round per share values to the nearest cent.) 


Analysis Component 


7. Discuss why the book value of common stock is not always a good estimate of its market value. 


(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter SERIAL PROBLEM 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to 
use the Working Papers that accompany the book.) 


Business Solutions 
Pi Ci (2 


SP 13 Santana Rey created Business Solutions on October 1, 2011. The company has been successful, 
and Santana plans to expand her business. She believes that an additional $86,000 is needed and is inves- 
tigating three funding sources. 


a. Santana’s sister Cicely is willing to invest $86,000 in the business as a common shareholder. Since 
Santana currently has about $129,000 invested in the business, Cicely’s investment will mean that Santana 
will maintain about 60% ownership, and Cicely will have 40% ownership of Business Solutions. 


b. Santana’s uncle Marcello is willing to invest $86,000 in the business as a preferred shareholder. 
Marcello would purchase 860 shares of $100 par value, 7% preferred stock. 


c. Santana’s banker is willing to lend her $86,000 on a 7%, 10-year note payable. She would make 
monthly payments of $1,000 per month for 10 years. 


Required 

1. Prepare the journal entry to reflect the initial $86,000 investment under each of the options (a), (b), 
and (c). 

2. Evaluate the three proposals for expansion, providing the pros and cons of each option. 

3. Which option do you recommend Santana adopt? Explain. 


Beyond the Numbers 


BTN 13-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. REPORTING IN 


1. How many shares of common stock are issued and outstanding at February 27, 2010, and February 28, ACTION 
2009? How do these numbers compare with the basic weighted-average common shares outstanding (2 Aj A4 
at February 27, 2010, and February 28, 2009? <s 

2. What is the book value of its entire common stock at February 27, 2010? RIM 

3. What is the total amount of cash dividends paid to common stockholders for the years ended February 27, 

2010, and February 28, 2009? 

4. Identify and compare basic EPS amounts across fiscal years 2010, 2009, and 2008. Identify and 

comment on any notable changes. 





5. How many shares does Research In Motion hold in treasury stock, if any, as of February 27, 2010? 
As of February 28, 2009? 


Fast Forward 


6. Access Research In Motion’s financial statements for fiscal years ending after February 27, 2010, from 
its Website (RIM.com) or the SEC’s EDGAR database (www.SEc.gov). Has the number of common 
shares outstanding increased since that date? Has the company increased the total amount of cash 
dividends paid compared to the total amount for fiscal year 2010? 
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COMPARATIVE BTN 13-2 Key comparative figures for Research In Motion, Palm, and Apple follow. 
ANALYSIS Key Figures Research In Motion Palm Apple 
Al A2 A3 A4 fa i 
(a) Net income (in millions) .......... nnneunnnenun renane $2,457 $ (753) $8,235 
RIM Cash dividends declared per common share .................. $ — $ — $ — 
Common shares outstanding (in millions) .................0.. 557 140 900 
Palim Weighted-average common shares outstanding (in mil.) ......... 564 116 893 
Apple Market value (price) per share ............ 0.0.00 c eee eee eee $69.76 $12.19 $184.40 
Equity applicable to common shares (in millions) .............. $7,603 $ (414) $31,640 
Required 
1. Compute the book value per common share for each company using these data. 
2. Compute the basic EPS for each company using these data. 
3. Compute the dividend yield for each company using these data. Does the dividend yield of any of the 
companies characterize it as an income or growth stock? Explain. 
4. Compute, compare, and interpret the price-earnings ratio for each company using these data. 
ETHICS BTN 13-3 Gianna Tuck is an accountant for Post Pharmaceuticals. Her duties include tracking research 
CHALLENGE and development spending in the new product development division. Over the course of the past six 
C3 months, Gianna notices that a great deal of funds have been spent on a particular project for a new drug. 
She hears “through the grapevine” that the company is about to patent the drug and expects it to be a 
major advance in antibiotics. Gianna believes that this new drug will greatly improve company perfor- 
mance and will cause the company’s stock to increase in value. Gianna decides to purchase shares of Post 
in order to benefit from this expected increase. 
Required 
What are Gianna’s ethical responsibilities, if any, with respect to the information she has learned through 
her duties as an accountant for Post Pharmaceuticals? What are the implications to her planned purchase 
of Post shares? 
COMMUNICATING BTN 13-4 Teams are to select an industry, and each team member is to select a different company in 
IN PRACTICE that industry. Each team member then is to acquire the selected company’s financial statements (or Form 
M AQ 10-K) from the SEC site (www.SEC.gov). Use these data to identify basic EPS. Use the financial press 


Hint: Make a transparency of each 
team’s memo for a class discussion. 


(or finance.yahoo.com) to determine the market price of this stock, and then compute the price-earnings 
ratio. Communicate with teammates via a meeting, e-mail, or telephone to discuss the meaning of this 
ratio, how companies compare, and the industry norm. The team must prepare a single memorandum 
reporting the ratio for each company and identifying the team conclusions or consensus of opinion. The 
memorandum is to be duplicated and distributed to the instructor and teammates. 








TAKING IT TO 
THE NET 


C1 "0 O 


BTN 13-5 Access the February 26, 2010, filing of the 2009 calendar-year 10-K report of McDonald’s, 
(ticker MCD) from www.SEC.gov. 

Required 

1. Review McDonald’s balance sheet and identify how many classes of stock it has issued. 


2. What are the par values, number of authorized shares, and issued shares of the classes of stock you 
identified in part 1? 


3. Review its statement of cash flows and identify what total amount of cash it paid in 2009 to purchase 
treasury stock. 


4. What amount did McDonald’s pay out in common stock cash dividends for 2009? 





TEAMWORK IN 
ACTION 


P3 


Hints Instructor should be sure each 
team accurately completes part | 
before proceeding. 


BTN 13-6 This activity requires teamwork to reinforce understanding of accounting for treasury stock. 


1. Write a brief team statement (a) generalizing what happens to a corporation’s financial position when it 
engages in a stock “buyback” and (b) identifying reasons why a corporation would engage in this activity. 


2. Assume that an entity acquires 100 shares of its $100 par value common stock at a cost of $134 cash 
per share. Discuss the entry to record this acquisition. Next, assign each team member to prepare one 
of the following entries (assume each entry applies to all shares): 


a. Reissue treasury shares at cost. 
b. Reissue treasury shares at $150 per share. 
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c. Reissue treasury shares at $120 per share; assume the paid-in capital account from treasury shares 


has a $1,500 balance. 


d. Reissue treasury shares at $120 per share; assume the paid-in capital account from treasury shares 


has a $1,000 balance. 


e. Reissue treasury shares at $120 per share; assume the paid-in capital account from treasury shares 


has a zero balance. 


3. In sequence, each member is to present his/her entry to the team and explain the similarities and dif- 


ferences between that entry and the previous entry. 
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BTN 13-7 Assume that Kelly Giard of Clean Air Lawn Care decides to launch a new retail chain to 


market electrical mowers. This chain, named Mow Green, requires $500,000 of start-up capital. Kelly DECISION 
contributes $375,000 of personal assets in return for 15,000 shares of common stock, but he must raise C2 P : 
another $125,000 in cash. There are two alternative plans for raising the additional cash. Plan A is to sell 2 o 
3,750 shares of common stock to one or more investors for $125,000 cash. Plan B is to sell 1,250 shares E 
of cumulative preferred stock to one or more investors for $125,000 cash (this preferred stock would have 


a $100 par value, an annual 8% dividend rate, and be issued at par). 


1. If the new business is expected to earn $72,000 of after-tax net income in the first year, what rate of 
return on beginning equity will Kelly earn under each alternative plan? Which plan will provide the 


higher expected return? 


2. If the new business is expected to earn $16,800 of after-tax net income in the first year, what rate of 
return on beginning equity will Kelly earn under each alternative plan? Which plan will provide the 


higher expected return? 


3. Analyze and interpret the differences between the results for parts 1 and 2. 


ENTREPRENEURIAL 





BTN 13-8 Review 30 to 60 minutes of financial news programming on television. Take notes on com- 


panies that are catching analysts’ attention. You might hear reference to over- and undervaluation of firms M A2 A3 
and to reports about PE ratios, dividend yields, and earnings per share. Be prepared to give a brief descrip- 


tion to the class of your observations. 


HITTING THE ROAD 





BTN 13-9 Financial information for Nokia Corporation (www.nokia.com) follows. 


Net income (in millions) ...................00. 
Cash dividends declared (in millions) ............ 
Cash dividends declared per share.............. 
Number of shares outstanding (in millions)* ...... 


Equity applicable to shares (in millions) .......... 


Al C3 @ 
€ 260 
€ 1,481 @ 


€ 0.40 NOKIA 


* Assume that for Nokia the year-end number of shares outstanding approximates 


the weighted-average shares outstanding. 
Required 
1. Compute book value per share for Nokia. 
2. Compute earnings per share (EPS) for Nokia. 


3. Compare Nokia’s dividends per share with its EPS. Is Nokia paying out a large or small amount of its 


income as dividends? Explain. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. e; Entry to record this stock issuance is: 


Cash (6:000 68) saree eee eee re 48,000 
Common Stock (6,000 X $5) ........... 30,000 
Paid-In Capital in Excess of Par Value, 

Common Stock s..66 acces eee 18,000 


2. b; $75,000/19,000 shares = $3.95 per share 


3. d; Preferred stock = 5,000 x $100 = $500,000 


GLOBAL DECISION 


Book value per share = ($2,000,000 — $500,000)/50,000 shares = 


$30 per common share 
4. a; $0.81/$45.00 = 1.8% 


5. c; Earnings per share = $3,500,000/700,000 shares = $5 per share 


PE ratio = $85/$5 = 17.0 





| 





| 


Long-Term Liabilities 








A Look Back 


Chapter 13 focused on corporate equity 
transactions, including stock issuances 
and dividends. We also explained how to 
report and analyze income, earnings per 
share, and retained earnings. 


Learning Objectives 





A Look at This Chapter 





This chapter describes the accounting 
for and analysis of bonds and notes. We 
explain their characteristics, payment 
patterns, interest computations, retire- 
ment, and reporting requirements. An 
appendix to this chapter introduces 
leases and pensions. 





A Look Ahead 


Chapter 15 focuses on how to classify, 
account for, and report investments in 
both debt and equity securities. We also 
describe accounting for transactions 
listed in a foreign currency. 








CONCEPTUAL 


Cl 
C2 


C3 
C4 


Explain the types and payment 
patterns of notes. (p. 562) 


Appendix 14A—Explain and compute 
the present value of an amount(s) to 
be paid at a future date(s). (p. 570) 


Appendix 14C—Describe interest 
accrual when bond payment periods 
differ from accounting periods. (p. 574) 


Appendix 14D—Describe accounting 
for leases and pensions. (p. 576) 





CAP 


ANALYTICAL 


A 
A 
A 


Compare bond financing with stock 
financing. (p. 552) 


Assess debt features and their 
implications. (p. 566) 


Compute the debt-to-equity ratio and 
explain its use. (p. 566) 
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PROCEDURAL 


P1 Prepare entries to record bond 
issuance and interest expense. (p. 554) 


P? Compute and record amortization 
of bond discount. (p. 555) 


P3 Compute and record amortization 
of bond premium. (p. 558) 


P4 Record the retirement of 
bonds. (p. 561) 


PH Prepare entries to account for 
notes. (p. 564) 


Decision Insight 


Love At First Bite 


WASHINGTON, DC—Wvarren Brown started baking cakes in his 
apartment after work each evening. He sold his sweet concoc- 
tions mostly to coworkers and friends, and even held a cake 
open house at the local art gallery. But Warren was determined 
to grow his business. He took a course in entrepreneurship at 
his local community college, and there he discovered the impor 
tance of financial reporting and accounting. 

Launching his fledgling cake business presented Warren with 
many challenges. He needed to especially focus on the impor 
tant task of managing liabilities for payroll, baking supplies, em- 
ployee benefits, training, and taxes. Warren insists that effective 
management of liabilities, especially long-term financing from 
sources such as bonds and notes, is crucial to business suc- 
cess. “Everything feels like a disaster when it's right in your 
face," says Warren. “You just have to be calm, look at what 
you're doing, and fix the problem.” 

Warren fixed the problems and unveiled his business called 

e (CakeLove.com), funded with short- and long-term 
notes. “| opened up this tiny retail, walk-up bakery . . . [to sell] 
goodies that are baked from scratch,” Warren explains. Today 
Cake Love entices the neighborhood with a gentle scent of fresh 
bakery and a sidewalk view into the kitchen. Warmly painted 





“Each individual problem you face is totally surmountable” 
— WARREN BROWN 


walls, comfy window seats, and free wireless Internet encour 
age customers to lounge for hours. “| want it to be relaxed and 
comfortable,” says Warren. “People can bring their work, their 
kids, their friends, and just relax.” 

Warren continues to monitor liabilities and their payment pat- 
terns, and he is not shy about striving to better learn the ac- 
counting side. “I'm always getting better, improving my skills,” 
he explains. Warren insists that accounting for and monitoring 
liabilities of long-term financing are important ingredients to a 
successful start-up. His company now generates sufficient in- 
come to pay for liabilities of interest and principal on long-term 
debt and still produces revenue growth for expansion. He shows 
a keen appetite for using accounting information to make good 
business decisions. “But,” says Warren, “| love eating what | 
make more." 

“The bigger message of Cake Love is finding your passion 
and working to reach your goals,” explains Warren. That's a slice 
of advice worth more than any amount of dough. 


[Sources: Cake Love Website, January 2011; Black Enterprise, September 
2004; Georgetown Voice, March 2005; National Public Radio (NPR) 
Website, May 2005; Inc.com, April 2005] 





Chapter Preview 





Individuals, companies, and governments issue bonds to finance source. We explain how present value concepts impact both the 
their activities. In return for financing, bonds promise to repay accounting for and reporting of bonds and notes. Appendixes to 
the lender with interest. This chapter explains the basics of this chapter discuss present value concepts applicable to liabili- 
bonds and the accounting for their issuance and retirement. The ties, effective interest amortization, and the accounting for 
chapter also describes long-term notes as another financing leases and pensions. 





Long-Term Liabilities 
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Bond Basics Bond Issuances ore Fore let 
Retirement Notes 







e Bond financing e Issuance at par e At maturity e Installment notes 
° Bond trading e Issuance at a discount e Before maturity e Mortgage terms 
e Issuance procedures e Issuance at a premium e By conversion 


e Bond pricing 





BASICS OF BONDS 


This section explains the basics of bonds and a company’s motivation for issuing them. 


Bond Financing 


Projects that demand large amounts of money often are funded from bond issuances. (Both 
for-profit and nonprofit companies, as well as governmental units, such as nations, states, cit- 
ies, and school districts, issue bonds.) A bond is its issuer’s written promise to pay an amount 
identified as the par value of the bond with interest. The par value of a bond, also called the 
face amount or face value, is paid at a specified future date known as the bond’s maturity date. 
Most bonds also require the issuer to make semiannual interest payments. The amount of inter- 
est paid each period is determined by multiplying the par value of the bond by the bond’s 
contract rate of interest for that same period. This section explains both advantages and disad- 
vantages of bond financing. 





A Compare bond financing 
with stock financing. 











Advantages of Bonds There are three main advantages of bond financing: 


1. Bonds do not affect owner control. Equity financing reflects ownership in a company, 
whereas bond financing does not. A person who contributes $1,000 of a company’s 
$10,000 equity financing typically controls one-tenth of all owner decisions. A person 

vore hene who owns a $1,000, 11%, 20-year bond has no ownership right. This person, or bond- 

holder, is to receive from the bond issuer 11% interest, or $110, each year the bond is 
outstanding and $1,000 when it matures in 20 years. 


2. Interest on bonds is tax deductible. Bond interest payments are tax deductible for the 
issuer, but equity payments (distributions) to owners are not. To illustrate, assume that a 
corporation with no bond financing earns $15,000 in income before paying taxes at a 40% 
tax rate, which amounts to $6,000 ($15,000 X 40%) in taxes. If a portion of its financing 
is in bonds, however, the resulting bond interest is deducted in computing taxable income. 
That is, if bond interest expense is $10,000, the taxes owed would be $2,000 ([$15,000 — 
$10,000] X 40%), which is less than the $6,000 owed with no bond financing. 

3. Bonds can increase return on equity. A company that earns a higher return with borrowed 
funds than it pays in interest on those funds increases its return on equity. This process is 
called financial leverage or trading on the equity. 





Polito Finare ieverngereiegs iai To illustrate the third point, consider Magnum Co., which has $1 million in equity and is plan- 
ance of bonds, notes, or preferred stock. ning a $500,000 expansion to meet increasing demand for its product. Magnum predicts the 
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$500,000 expansion will yield $125,000 in additional income before paying any interest. It cur- 
rently earns $100,000 per year and has no interest expense. Magnum is considering three plans. 
Plan A is to not expand. Plan B is to expand and raise $500,000 from equity financing. Plan C is 
to expand and issue $500,000 of bonds that pay 10% annual interest ($50,000). Exhibit 14.1 
shows how these three plans affect Magnum’s net income, equity, and return on equity (net 
income/equity). The owner(s) will earn a higher return on equity if expansion occurs. Moreover, 
the preferred expansion plan is to issue bonds. Projected net income under Plan C ($175,000) is 
smaller than under Plan B ($225,000), but the return on equity is larger because of less equity 
investment. Plan C has another advantage if income is taxable. This illustration reflects a gen- 
eral rule: Return on equity increases when the expected rate of return from the new assets is 
higher than the rate of interest expense on the debt financing. 


Plan B: Plan C: 
Bond 


Financing 


Equity 
Financing 














Income before interest expense ........ $ 100,000 $ 225,000 $ 225,000 
Interest expense ................0008. — — (50,000) 
Net income ..................00005 $100,000 $225,000 $175,000 
Equity ecrane nran nn e a eE EE $1,000,000 $1,500,000 $1,000,000 
Return on equity .................. 10.0% 15.0% 17.5% 


Disadvantages of Bonds The two main disadvantages of bond financing are these: 


1. Bonds can decrease return on equity. When a company earns a lower return with the bor- 
rowed funds than it pays in interest, it decreases its return on equity. This downside risk 
of financial leverage is more likely to arise when a company has periods of low income 
or net losses. 

2. Bonds require payment of both periodic interest and the par value at maturity. Bond pay- 
ments can be especially burdensome when income and cash flow are low. Equity financ- 
ing, in contrast, does not require any payments because cash withdrawals (dividends) are 
paid at the discretion of the owner (or board). 


A company must weigh the risks and returns of the disadvantages and advantages of bond 
financing when deciding whether to issue bonds to finance operations. 


Bond Trading 


Bonds are securities that can be readily bought and sold. A large number of bonds trade on both 
the New York Exchange and the American Exchange. A bond issue consists of a number of 
bonds, usually in denominations of $1,000 or $5,000, and is sold to many different lenders. 
After bonds are issued, they often are bought and sold by investors, meaning that any particular 
bond probably has a number of owners before it matures. Since bonds are exchanged (bought 
and sold) in the market, they have a market value (price). For convenience, bond market values 
are expressed as a percent of their par (face) value. For example, a company’s bonds might be 
trading at 103, meaning they can be bought or sold for 103.5% of their par value. Bonds can 
also trade below par value. For instance, if a company’s bonds are trading at 95, they can be 
bought or sold at 95% of their par value. 


@ Decision 





Bonds Mat Yid Vol 
IBM 7 25 5.9 130 


Close 


119%, 


Quotes The IBM bond quote here is interpreted Rate 
(left to right) as Bonds, issuer name; Rate, contract 
interest rate (7%); Mat, matures in year 2025 when 
principal is paid; Yld, yield rate (5.9%) of bond at current price; Vol, daily dollar worth ($130,000) of trades 
(in 1,000s); Close, closing price (119.25) for the day as percentage of par value; Chg, change (+1.25) 


in closing price from prior day's close. W 


Chg 
+1% 
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Example: Compute return on equity 
for all three plans if Magnum currently 
earns $150,000 instead of $100,000. 
Answer ($ 000s): 
Plan A = 15% 
Plan B = 18.3% 
Plan C = 22.5% 


($150/$1,000) 
($275/$1,500) 
($225/$1,000) 


EXHIBIT 14.1 


Financing with Bonds 
versus Equity 


Point: Debt financing is desirable when 
interest is tax deductible, when owner 
control is preferred, and when return on 
equity exceeds the debt’s interest rate. 
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EXHIBIT 14.2 
Bond Certificate 


Point: Indenture refers to a bond’s 
legal contract; debenture refers to an 
unsecured bond. 
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Bond-Issuing Procedures 


State and federal laws govern bond issuances. Bond issuers also want to ensure that they do not 
violate any of their existing contractual agreements when issuing bonds. Authorization of bond 
issuances includes the number of bonds authorized, their par value, and the contract interest 
rate. The legal document identifying 
the rights and obligations of both the 
bondholders and the issuer is called 





10000 


10000 


TAL, COMPANY py s012 


BETY OLUENTURE OUT MAY 1, 2000 


RX 9012 t 


Sow (ammat Kayane vanae tk mpeg e nanny ota B m 9th Satine ce ah Baaai a smi nt pm d py 
8.875% 
‘UE 2000 


8.875% © mu warens IPIT 
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the bond indenture, which is the legal 
contract between the issuer and the 
bondholders. A bondholder may also 
receive a bond certificate as evidence of 
the company’s debt. A bond certifi- 
cate, such as that shown in Exhibit 14.2, 
includes specifics such as the issuer’s 
name, the par value, the contract inter- 


p a A A CAs lifi 


est rate, and the maturity date. Many 
companies reduce costs by not issuing 
paper certificates to bondholders.! 














BOND ISSUANCES 





P Prepare entries to record 
bond issuance and interest 
expense. 











Assets 
+800,000 


= Liabilities + Equity 
+800,000 


Assets 
—36,000 


= Liabilities + Equity 
—36,000 


Point: The spread between the dealer’s 
cost and what buyers pay can be huge. 
Dealers earn more than $25 billion in 
annual spread revenue. 


Global: In the United Kingdom, 
government bonds are called gilts— 
short for gilt-edged investments. 


This section explains accounting for bond issuances at par, below par (discount), and above par 
(premium). It also describes how to amortize a discount or premium and record bonds issued 
between interest payment dates. 


Issuing Bonds at Par 


To illustrate an issuance of bonds at par value, suppose a company receives authorization to 
issue $800,000 of 9%, 20-year bonds dated January 1, 2011, that mature on December 31, 2030, 
and pay interest semiannually on each June 30 and December 31. After accepting the bond 
indenture on behalf of the bondholders, the trustee can sell all or a portion of the bonds to an 
underwriter. If all bonds are sold at par value, the issuer records the sale as follows. 


2011 

Jan. | Cashen alesse: susteas satay sosnstevsuevevsuasisesvsuala, suave suave 800,000 
Bonds Payable cue cee eo ener s-ssaiers steve sven AE 800,000 

Sold bonds at par. 
This entry reflects increases in the issuer’s cash and long-term liabilities. 
The issuer records the first semiannual interest payment as follows. 

2011 

June 30 BondiinterestExpense a r aT E itt et nt nar 36,000 
Casha E E Cramer acre eT: 36,000 


Paid semiannual interest (9% X $800,000 X / year). 


1 The issuing company normally sells its bonds to an investment firm called an underwriter, which resells them to the 
public. An issuing company can also sell bonds directly to investors. When an underwriter sells bonds to a large num- 
ber of investors, a trustee represents and protects the bondholders’ interests. The trustee monitors the issuer to ensure 
that it complies with the obligations in the bond indenture. Most trustees are large banks or trust companies. The 
trustee writes and accepts the terms of a bond indenture before it is issued. When bonds are offered to the public, called 
floating an issue, they must be registered with the Securities and Exchange Commission (SEC). SEC registration re- 
quires the issuer to file certain financial information. Most company bonds are issued in par value units of $1,000 or 
$5,000. A baby bond has a par value of less than $1,000, such as $100. 
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The issuer pays and records its semiannual interest obligation every six months until the bonds 
mature. When they mature, the issuer records its payment of principal as follows. 


2030 
Dec. 31 Bonds Payable cece ooa eeen ee E E csserere 800,000 
Cashin eea aae a e E T IEAA E ays 800,000 
Paid bond principal at maturity. 


Bond Discount or Premium 


The bond issuer pays the interest rate specified in the indenture, the contract rate, also referred 
to as the coupon rate, stated rate, or nominal rate. The annual interest paid is determined by 
multiplying the bond par value by the contract rate. The contract rate is usually stated on an an- 
nual basis, even if interest is paid semiannually. For example, if a company issues a $1,000, 8% 
bond paying interest semiannually, it pays annual interest of $80 (8% X $1,000) in two semian- 
nual payments of $40 each. 

The contract rate sets the amount of interest the issuer pays in cash, which is not necessarily the 
bond interest expense actually incurred by the issuer. Bond interest expense depends on the bond’s 
market value at issuance, which is determined by market expectations of the risk of lending to the 
issuer. The bond’s market rate of interest is the rate that borrowers are willing to pay and lenders 
are willing to accept for a particular bond and its risk level. As the risk level increases, the rate 
increases to compensate purchasers for the bonds’ increased risk. Also, the market rate is generally 
higher when the time period until the bond matures is longer due to the risk of adverse events oc- 
curring over a longer time period. 

Many bond issuers try to set a contract rate of interest equal to the market rate they expect as 
of the bond issuance date. When the contract rate and market rate are equal, a bond sells at par 
value, but when they are not equal, a bond does not sell at par value. Instead, it is sold at a pre- 
mium above par value or at a discount below par value. Exhibit 14.3 shows the relation between 
the contract rate, market rate, and a bond’s issue price. 


Se Sn. 


Bond Sets Market Sets Bond Price Determined 


tract rate Market rate Contract rate > Market rate = Bond sells at premium 





Contract rate = Market rate =$ Bond sells at par 


Contract rate < Market rate => Bond sells at discount 








Answers — p. 579 [vi 


1. A company issues $10,000 of 9%, 5-year bonds dated January 1, 2011, that mature on 
December 31, 2015, and pay interest semiannually on each June 30 and December 31. 
Prepare the entry to record this bond issuance and the first semiannual interest payment. 


Quick Check 


2. How do you compute the amount of interest a bond issuer pays in cash each year? 


3. When the contract rate is above the market rate, do bonds sell at a premium or a discount? 
Do purchasers pay more or less than the par value of the bonds? 


Issuing Bonds at a Discount 


A discount on bonds payable occurs when a company issues bonds with a contract rate less 
than the market rate. This means that the issue price is less than par value. To illustrate, assume 
that Fila announces an offer to issue bonds with a $100,000 par value, an 8% annual contract 
rate (paid semiannually), and a two-year life. Also assume that the market rate for Fila bonds is 
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Assets = Liabilities + Equity 
—800,000 — 800,000 


EXHIBIT 14.3 


Relation between Bond Issue 
Price, Contract Rate, and 
Market Rate 





P Compute and record 
amortization of bond 
discount. 
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Point: The difference between the con- 
tract rate and the market rate of interest 
on a new bond issue is usually a fraction 
of a percent.We use a difference of 2% 
to emphasize the effects. 


EXHIBIT 14.4 


Cash Flows for Fila Bonds 


Assets = Liabilities + Equity 
+96,454 + 100,000 
—3,546 


Point: Book value at issuance always 
equals the issuer’s cash borrowed. 


EXHIBIT 14.5 


Balance Sheet Presentation of 
Bond Discount 


Point: Zero-coupon bonds do not pay 
periodic interest (contract rate is zero). 
These bonds always sell at a discount 
because their 0% contract rate is always 
below the market rate. 
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10%. These bonds then will sell at a discount since the contract rate is less than the market rate. 
The exact issue price for these bonds is stated as 96.454 (implying 96.454% of par value, or 
$96,454); we show how to compute this issue price later in the chapter. These bonds obligate the 
issuer to pay two separate types of future cash flows: 


1. Par value of $100,000 cash at the end of the bonds’ two-year life. 


2. Cash interest payments of $4,000 (4% X $100,000) at the end of each semiannual period 
during the bonds’ two-year life. 


The exact pattern of cash flows for the Fila bonds is shown in Exhibit 14.4. 





$100,000 
$4,000 $4,000 $4,000 $4,000 
o o o o o 
0 6 mo. 12 mo. 18 mo. 24 mo. 


When Fila accepts $96,454 cash for its bonds on the issue date of December 31, 2011, it records 
the sale as follows. 


Dec. 31 96,454 


Discount on Bonds Payable 3,546 


Bonds) Payables sissa seis eunenan rnn e a as 100,000 


Sold bonds at a discount on their issue date. 


These bonds are reported in the long-term liability section of the issuer’s December 31, 2011, 
balance sheet as shown in Exhibit 14.5. A discount is deducted from the par value of bonds to 
yield the carrying (book) value of bonds. Discount on Bonds Payable is a contra liability 
account. 


Long-term liabilities 
Bonds payable, 8%, due December 31,2013 ......... 
Less discount on bonds payable ............... 


$100,000 


3,546 $96,454 


Amortizing a Bond Discount Fila receives $96,454 for its bonds; in return it must pay 
bondholders $100,000 after two years (plus semiannual interest payments). The $3,546 discount 
is paid to bondholders at maturity and is part of the cost of using the $96,454 for two years. The 
upper portion of panel A in Exhibit 14.6 shows that total bond interest expense of $19,546 is the 
difference between the total amount repaid to bondholders ($116,000) and the amount borrowed 
from bondholders ($96,454). Alternatively, we can compute total bond interest expense as the 
sum of the four interest payments and the bond discount. This alternative computation is shown 
in the lower portion of panel A. 

The total $19,546 bond interest expense must be allocated across the four semiannual periods 
in the bonds’ life, and the bonds’ carrying value must be updated at each balance sheet date. 
This is accomplished using the straight-line method (or the effective interest method in Appen- 
dix 14B). Both methods systematically reduce the bond discount to zero over the two-year life. 
This process is called amortizing a bond discount. 


Straight-Line Method The straight-line bond amortization method allocates an equal 
portion of the total bond interest expense to each interest period. To apply the straight-line 
method to Fila’s bonds, we divide the total bond interest expense of $19,546 by 4 (the number 
of semiannual periods in the bonds’ life). This gives a bond interest expense of $4,887 per 
period, which is $4,886.5 rounded to the nearest dollar per period (all computations, including 
those for assignments, are rounded to the nearest whole dollar). Alternatively, we can find this 
number by first dividing the $3,546 discount by 4, which yields the $887 amount of discount to 
be amortized each interest period. When the $887 is added to the $4,000 cash payment, the bond 
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EXHIBIT 14.6 


Interest Computation and Entry for 
Bonds Issued at a Discount 


Panel A: Interest Computations 


Amount repaid to bondholders 






































Four interest payments of $4,000 ............... 2. cee cece eee eee $ 16,000 
Par value iat: maturity ce. 10;c, sss sre sensio E E EE E ESNE ENNIS 100,000 
Total repaidito bondholders a sae e a a sree eisiess eyes clase ornare aii one 116,000 
Less amount borrowed from bondholders ..................0 esses eee eee (96,454) 
Total bond interest expense ............. 0... c cece ccc eee eee $19,546 
Alternative Computation 
Four payments:of $4000) oe aiae E cau mee cae ea E $ 16,000 Equal 
Pltisi ISCO UM tenet cer ccrero ne eR A rs Te POET To E SIN ET TA 3,546 
Total bond interest expense ............. 0.00. cece ccc eee $19,546 
Bond interest expense Total bond interest expense $19,546 $4,887 
(per interest period) Number of interest periods 4 í 
Panel B: Entry to Record Interest Payment and Amortization 
2012-2013 
June 30 and Bond Interest Expense .................. 4,887 Dissewmg g 
Dec. 31 Discount on Bonds Payable........... 887 «— peden 
Casha E E I S 4,000 «— Pir value X 
To record semiannual interest and discount CANTECE AE 











amortization (straight-line method). 


interest expense for each period is $4,887. Panel B of Exhibit 14.6 shows how the issuer records 
bond interest expense and updates the balance of the bond liability account at the end of each of 
the four semiannual interest periods (June 30, 2012, through December 31, 2013). 

Exhibit 14.7 shows the pattern of decreases in the Discount on Bonds Payable account and the 
pattern of increases in the bonds’ carrying value. The following points summarize the discount 


bonds’ straight-line amortization: EXHIBIT 14.7 

















. Semiannual Unamortized Carrying 
1. At issuance, the $100,000 par Period-End Discount* Valuet Straight-Line Amortization 
value consists of the $96,454 cash of Bond Discount 
received by the issuer plus the (0) 12/31/2011 ........ $3,546 $ 96,454 
$3 546 discount (1) 6/30/2012 ........ 2,659 97,341 
E rae 2) 12/31/2012 see 1,772 98,228 
2. During the bonds’ life, the (unam- © 
ortized) discount decreases each ee 5 pang 
R : : (4) 12/31/2013 ........ 0? 100,000 
period by the $887 amortization A The two columns always sum to 
($3,546/4), and the carrying value — * Total bond discount (of $3,546) less accumulated periodic amortization par value for a discount bond. 
(par value less unamortized dis- ($887 per semiannual interest period). 
count) increases each period by t Bond par value (of $100,000) less unamortized discount. 
$887. + Adjusted for rounding. 


3. At maturity, the unamortized dis- 
count equals zero, and the carrying value equals the $100,000 par value that the issuer 
pays the holder. 


We see that the issuer incurs a $4,887 bond interest expense each period but pays only $4,000 
cash. The $887 unpaid portion of this expense is added to the bonds’ carrying value. (The total 
$3,546 unamortized discount is “paid”? when the bonds mature; $100,000 is paid at maturity but 
only $96,454 was received at issuance.) 





@ Decision 


Ratings Game Many bond buyers rely on rating services to assess bond risk. The best known are Standard & 
Poor’s, Moody’s, and Fitch. These services focus on the issuer’s financial statements and other factors in setting 
ratings. Standard & Poor's ratings, from best quality to default, are AAA, AA, A, BBB, BB, B, CCC, CC, C, and D. 
Ratings can include a plus (+) or minus (—) to show relative standing within a category. E 
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P Compute and record 
amortization of bond 
premium. 











EXHIBIT 14.8 
Cash Flows for Adidas Bonds 


Assets = Liabilities + Equity 
+103,546 + 100,000 
+3,546 


EXHIBIT 14.9 


Balance Sheet Presentation 
of Bond Premium 
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Quick Check 
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Five-year, 6% bonds with a $100,000 par value are issued at a price of $91,893. Interest is paid semiannually, 
and the bonds’ market rate is 8% on the issue date. Use this information to answer the following questions: 


4. Are these bonds issued at a discount or a premium? Explain your answer. 
5. What is the issuer's journal entry to record the issuance of these bonds? 


6. What is the amount of bond interest expense recorded at the first semiannual period using 
the straight-line method? 


Issuing Bonds at a Premium 


When the contract rate of bonds is higher than the market rate, the bonds sell at a price higher 
than par value. The amount by which the bond price exceeds par value is the premium on bonds. 
To illustrate, assume that Adidas issues bonds with a $100,000 par value, a 12% annual contract 
rate, semiannual interest payments, and a two-year life. Also assume that the market rate for Adi- 
das bonds is 10% on the issue date. The Adidas bonds will sell at a premium because the contract 
rate is higher than the market rate. The issue price for these bonds is stated as 103.546 (implying 
103.546% of par value, or $103,546); we show how to compute this issue price later in the chap- 
ter. These bonds obligate the issuer to pay out two separate future cash flows: 


1. Par value of $100,000 cash at the end of the bonds’ two-year life. 


2. Cash interest payments of $6,000 (6% X $100,000) at the end of each semiannual period 
during the bonds’ two-year life. 


The exact pattern of cash flows for the Adidas bonds is shown in Exhibit 14.8. 


$100,000 
$6,000 $6,000 $6,000 $6,000 
_ O_O ee 
0 6 mo. 12 mo. 18 mo. 24 mo. 


When Adidas accepts $103,546 cash for its bonds on the issue date of December 31, 2011, it 
records this transaction as follows. 


Dec. 31 Cashis ehois dais ee aE ro A EEE E EE soars di RES 103,546 
Premium on Bonds Payable................... 3,546 
Bonds Payable so nsen arme aaneen naa a as 100,000 


Sold bonds at a premium on their issue date. 


These bonds are reported in the long-term liability section of the issuer’s December 31, 2011, bal- 
ance sheet as shown in Exhibit 14.9. A premium is added to par value to yield the carrying (book) 
value of bonds. Premium on Bonds Payable is an adjunct (also called accretion) liability account. 


Long-term liabilities 
Bonds payable, 12%, due December 31,2013 ......... 
Plus premium on bonds payable ................ 


$100,000 


3,546 $103,546 


Amortizing a Bond Premium Adidas receives $103,546 for its bonds; in return, it pays 
bondholders $100,000 after two years (plus semiannual interest payments). The $3,546 premium 
not repaid to issuer’s bondholders at maturity goes to reduce the issuer’s expense of using the 
$103,546 for two years. The upper portion of panel A of Exhibit 14.10 shows that total bond inter- 
est expense of $20,454 is the difference between the total amount repaid to bondholders ($124,000) 
and the amount borrowed from bondholders ($103,546). Alternatively, we can compute total bond 
interest expense as the sum of the four interest payments less the bond premium. The premium is 
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Panel A: Interest Computations 


Amount repaid to bondholders 



































Four interest payments of $6,000 ....................... eee eee ee $ 24,000 
Par value sat simatu nity s<ctcscvsyerstesersyeveiersusmtctanetevseareacvenciers A A NE 100,000 
Totalirepaid to bondholders moe- seo eas ae aAA EE a ciate © 124,000 
Less amount borrowed from bondholders .................0 20s ee eee eee (103,546) 
Total bond interest expense ............ 00. c cc cee ee eee eee nes - $20,454 <—_ 
Alternative Computation 
Four:payments:of: $6,000" ise. nee sire E E ie were E E causes snertmmnnare $ 24,000 Equal 
Less: preEmiUm, anonest aaa as ee ve TA A E EEN EES (3,546) 
Total bond'interesť expense 22/54). sss cis haves sieve tne EE EAEE $20,454 <— 
Bond interest expense Total bond interest expense $20,454 
(per interest period) Number of interest periods 4 E 


Panel B: Entry to Record Interest Payment and Amortization 





2012-2013 
June 30and Bond Interest Expense..............-..200005- 5,113 «<A Premium + 
Dec. 31 Premium on Bonds Payable .................... 887 <—___{ periods 


To record semiannual interest and premium 
amortization (straight-line method). 





6,000 Par value X 
contract rate 


subtracted because it will not be paid to bondholders when the bonds mature; see the lower portion 
of panel A. Total bond interest expense must be allocated over the four semiannual periods using 
the straight-line method (or the effective interest method in Appendix 14B). 


Straight-Line Method The straight-line method allocates an equal portion of total bond 
interest expense to each of the bonds’ semiannual interest periods. To apply this method to 
Adidas bonds, we divide the two years’ total bond interest expense of $20,454 by 4 (the number 
of semiannual periods in the bonds’ life). This gives a total bond interest expense of $5,113 per 
period, which is $5,113.5 rounded down 
so that the journal entry balances and 
for simplicity in presentation (alterna- 
tively, one could carry cents). Panel B of 
Exhibit 14.10 shows how the issuer re- 


Unamortized 
Premium* 


Semiannual Carrying 


Value 


Period-End 


: (0) 12/31/2011 ........ $3,546 $103,546 
cords bond interest expense and updates (1) 6/30/2012 ........ 2,659 102,659 
the balance of the bond liability account (2) 12/31/2012 ........ 1772 101,772 
for each semiannual period (June 30, (3) 6/30/2013 ........ 885 100,885 
2012, through December 31, 2013). (4) 12/31/2013 ........ ot 100,000 


Exhibit 14.11 shows the pattern of 





559 


EXHIBIT 14.10 


Interest Computation and Entry for 
Bonds Issued at a Premium 


Point: A premium decreases Bond 
Interest Expense; a discount increases it. 


EXHIBIT 14.11 


Straight-Line Amortization of 
Bond Premium 





During the bond life, carrying 





* Total bond premium (of $3,546) less accumulated periodic amortization 
($887 per semiannual interest period). 


decreases in the unamortized Premium 
on Bonds Payable account and in the 
bonds’ carrying value. The following 
points summarize straight-line amorti- 
zation of the premium bonds: 


1. At issuance, the $100,000 par value plus the $3,546 premium equals the $103,546 cash 
received by the issuer. 


İt Bond par value (of $100,000) plus unamortized premium. 


* Adjusted for rounding. 


2. During the bonds’ life, the (unamortized) premium decreases each period by the $887 
amortization ($3,546/4), and the carrying value decreases each period by the same $887. 

3. At maturity, the unamortized premium equals zero, and the carrying value equals the $100,000 
par value that the issuer pays the holder. 





The next section describes bond pricing. An instructor can choose to cover bond pricing or not. Assignments 
requiring the next section are Quick Study 14-5, and Exercises 14-9 & | 4-10. 











value is adjusted to par and the 
amortized premium to zero. 
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Point: InvestingInBonds.com is a 
bond research and learning source. 





Point: A bond’s market value (price) at 
issuance equals the present value of its 
future cash payments, where the interest 
(discount) rate used is the bond’s market 
rate. 


Point: Many calculators have present 
value functions for computing bond 
prices. 


EXHIBIT 14.12 


Computing Issue Price for the 
Fila Discount Bonds 


Point: There are nearly 5 million 
individual U.S. bond issues, ranging from 
huge treasuries to tiny municipalities. This 
compares to about 12,000 individual U.S. 
stocks that are traded. 


EXHIBIT 14.13 


Computing Issue Price for the 
Adidas Premium Bonds 
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Bond Pricing 


Prices for bonds traded on an organized exchange are often published in newspapers and through 
online services. This information normally includes the bond price (called quote), its contract 
rate, and its current market (called yield) rate. However, only a fraction of bonds are traded on 
organized exchanges. To compute the price of a bond, we apply present value concepts. This 
section explains how to use present value concepts to price the Fila discount bond and the 
Adidas premium bond described earlier. 


Present Value of a Discount Bond The issue price of bonds is found by computing 
the present value of the bonds’ cash payments, discounted at the bonds’ market rate. When com- 
puting the present value of the Fila bonds, we work with semiannual compounding periods be- 
cause this is the time between interest payments; the annual market rate of 10% is considered a 
semiannual rate of 5%. Also, the two-year bond life is viewed as four semiannual periods. The 
price computation is twofold: (1) Find the present value of the $100,000 par value paid at matu- 
rity and (2) find the present value of the series of four semiannual payments of $4,000 each; see 
Exhibit 14.4. These present values can be found by using present value tables. Appendix B at 
the end of this book shows present value tables and describes their use. Table B.1 at the end of 
Appendix B is used for the single $100,000 maturity payment, and Table B.3 in Appendix B is 
used for the $4,000 series of interest payments. Specifically, we go to Table B.1, row 4, and 
across to the 5% column to identify the present value factor of 0.8227 for the maturity payment. 
Next, we go to Table B.3, row 4, and across to the 5% column, where the present value factor 
is 3.5460 for the series of interest payments. We compute bond price by multiplying the cash 
flow payments by their corresponding present value factors and adding them together; see 
Exhibit 14.12. 


Present Value Present 
Cash Flow Table Factor Amount Value 
$100,000 par (maturity) value ......... B.I 0.8227 X $100,000 = $82,270 
$4,000 interest payments ............. B.3 3.5460 x 4000 = 14,184 
Price of bond -oero :dss55 5405065 $96,454 





Present Value of a Premium Bond We find the issue price of the Adidas bonds by using 
the market rate to compute the present value of the bonds’ future cash flows. When computing the 
present value of these bonds, we again work with semiannual compounding periods because this is 
the time between interest payments. The annual 10% market rate is applied as a semiannual rate of 
5%, and the two-year bond life is viewed as four semiannual periods. The computation is twofold: 
(1) Find the present value of the $100,000 par value paid at maturity and (2) find the present value 
of the series of four payments of $6,000 each; see Exhibit 14.8. These present values can be found 
by using present value tables. First, go to Table B.1, row 4, and across to the 5% column where the 
present value factor is 0.8227 for the maturity payment. Second, go to Table B.3, row 4, and across 
to the 5% column, where the present value factor is 3.5460 for the series of interest payments. The 
bonds’ price is computed by multiplying the cash flow payments by their corresponding present 
value factors and adding them together; see Exhibit 14.13. 


Present Value Present 
Cash Flow LELLIG Factor Amount Value 
$100,000 par (maturity) value ......... B.I 0.8227 Xx $100,000 = $ 82,270 
$6,000 interest payments ............ B.3 3.5460 x 6,000 = 21,276 


Price of bond 466s 65sec nkeswo kee $103,546 
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Quick Check Answers — p. 579 [vi 


On December 31, 2010, a company issues 16%, 10-year bonds with a par value of $100,000. Interest is 
paid on June 30 and December 31. The bonds are sold to yield a 14% annual market rate at an issue price 
of $110,592. Use this information to answer questions 7 through 9: 


7. Are these bonds issued at a discount or a premium? Explain your answer. 

8. Using the straight-line method to allocate bond interest expense, the issuer records the 
second interest payment (on December 31, 2011) with a debit to Premium on Bonds Payable 
in the amount of (a) $7,470, (b) $530, (c) $8,000, or (d) $400. 

9. How are these bonds reported in the long-term liability section of the issuer's balance sheet 
as of December 31, 2011? 
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BOND RETIREMENT 


This section describes the retirement of bonds (1) at maturity, (2) before maturity, and (3) by 
conversion to stock. 


Bond Retirement at Maturity 


The carrying value of bonds at maturity always equals par value. For example, both Exhibits 14.7 
(a discount) and 14.11 (a premium) show that the carrying value of bonds at the end of their 
lives equals par value ($100,000). The retirement of these bonds at maturity, assuming interest 
is already paid and entered, is recorded as follows: 


2013 
Dec. 31 100,000 
100,000 


To record retirement of bonds at maturity. 


Bond Retirement before Maturity 


Issuers sometimes wish to retire some or all of their bonds prior to maturity. For instance, if inter- 
est rates decline greatly, an issuer may wish to replace high-interest-paying bonds with new low- 
interest bonds. Two common ways to retire bonds before maturity are to (1) exercise a call option 
or (2) purchase them on the open market. In the first instance, an issuer can reserve the right to 
retire bonds early by issuing callable bonds. The bond indenture can give the issuer an option to 
call the bonds before they mature by paying the par value plus a call premium to bondholders. In 
the second case, the issuer retires bonds by repurchasing them on the open market at their current 
price. Whether bonds are called or repurchased, the issuer is unlikely to pay a price that exactly 
equals their carrying value. When a difference exists between the bonds’ carrying value and the 
amount paid, the issuer records a gain or loss equal to the difference. 

To illustrate the accounting for retiring callable bonds, assume that a company issued callable 
bonds with a par value of $100,000. The call option requires the issuer to pay a call premium of 
$3,000 to bondholders in addition to the par value. Next, assume that after the June 30, 2011, 
interest payment, the bonds have a carrying value of $104,500. Then on July 1, 2011, the issuer 
calls these bonds and pays $103,000 to bondholders. The issuer recognizes a $1,500 gain from 
the difference between the bonds’ carrying value of $104,500 and the retirement price of 
$103,000. The issuer records this bond retirement as follows. 


July | Bondsipayableaeee rennin er reer renin rn 100,000 
Premium on Bonds Payable ....................... 4,500 

Gain on Bond Retirement ..............000005 1,500 

Cashier enne a T ENE AEE T 103,000 


To record retirement of bonds before maturity. 





P Record the retirement 
of bonds. 











Assets 
— 100,000 


= Liabilities + Equity 
— 100,000 


Point: Bond retirement is also referred 
to as bond redemption. 


Point: Gains and losses from retiring 
bonds were previously reported as 
extraordinary items. New standards 
require that they now be judged by 
the “unusual and infrequent” criteria 
for reporting purposes. 


Assets 
— 103,000 


= Liabilities + Equity 
— 100,000 +1,500 
—4,500 
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Convertible Bond 


Assets = Liabilities + Equity 
— 100,000 +30,000 
+70,000 
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An issuer usually must call all bonds when it exercises a call option. However, to retire as many 
or as few bonds as it desires, an issuer can purchase them on the open market. If it retires less 
than the entire class of bonds, it recognizes a gain or loss for the difference between the carrying 
value of those bonds retired and the amount paid to acquire them. 


Bond Retirement by Conversion 


Holders of convertible bonds have the right to convert their bonds to stock. When conversion oc- 
curs, the bonds’ carrying value is transferred to equity accounts and no gain or loss is recorded. 
(We further describe convertible bonds in the Decision Analysis section of this chapter.) 

To illustrate, assume that on January | the $100,000 par value bonds of Converse, with a 
carrying value of $100,000, are converted to 15,000 shares of $2 par value common stock. The 
entry to record this conversion follows (the market prices of the bonds and stock are not relevant 
to this entry; the material in Chapter 13 is helpful in understanding this transaction): 


Jan. | Bonds Payable sceo cenene sos ssrivassva) nas sosi samsas 100,000 
Common Stock <a... eee e a E EE was 30,000 
Paid-In Capital in Excess of Par Value ........... 70,000 


To record retirement of bonds by conversion. 





@ Decision 


Junk Bonds Junk bonds are company bonds with low credit ratings due to a higher than average likeli- 
hood of default. On the upside, the high risk of junk bonds can yield high returns if the issuer survives and 
repays its debt. E 


Quick Check Answer — p. 579 [ví 


10. Six years ago, a company issued $500,000 of 6%, eight-year bonds at a price of 95. The 
current carrying value is $493,750. The company decides to retire 50% of these bonds by 
buying them on the open market at a price of 102’. What is the amount of gain or loss on 
the retirement of these bonds? 


LONG-TERM NOTES PAYABLE 





C Explain the types and 
payment patterns of notes. 











Like bonds, notes are issued to obtain assets such as cash. Unlike bonds, notes are typically 
transacted with a single lender such as a bank. An issuer initially records a note at its selling 
price—that is, the note’s face value minus any discount or plus any premium. Over the note’s 
life, the amount of interest expense allocated to each period is computed by multiplying the 
market rate (at issuance of the note) by the beginning-of-period note balance. The note’s carry- 
ing (book) value at any time equals its face value minus any unamortized discount or plus any 
unamortized premium; carrying value is also computed as the present value of all remaining 
payments, discounted using the market rate at issuance. 


Installment Notes 


An installment note is an obligation requiring a series of payments to the lender. Install- 
ment notes are common for franchises and other businesses when lenders and borrowers 
agree to spread payments over several periods. To illustrate, assume that Foghog borrows 
$60,000 from a bank to purchase equipment. It signs an 8% installment note requiring six 
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annual payments of principal plus interest and it records the note’s issuance at January 1, 
2011, as follows. 


Jan. | ashes a E tee medru sons votbestaton cama osen a mire ace Bees 60,000 
NotesiPayablemra crime rriera ee 60,000 


Borrowed $60,000 by signing an 8%, six-year 
installment note. 


Payments on an installment note normally include the accrued interest expense plus a portion 
of the amount borrowed (the principal). This section describes an installment note with equal 
payments. 

The equal total payments pattern consists of changing amounts of both interest and principal. 
To illustrate, assume that Foghog borrows $60,000 by signing a $60,000 note that requires six 
equal payments of $12,979 at the end of each year. (The present value of an annuity of six annual 
payments of $12,979, discounted at 8%, equals $60,000; we show this computation in footnote 2 
on the next page.) The $12,979 includes both interest and principal, the amounts of which change 
with each payment. Exhibit 14.14 shows the pattern of equal total payments and its two parts, 
interest and principal. Column A shows the note’s beginning balance. Column B shows accrued 
interest for each year at 8% of the beginning note balance. Column C shows the impact on the 
note’s principal, which equals the difference between the total payment in column D and the in- 
terest expense in column B. Column E shows the note’s year-end balance. 























Payments 
GY) (G2) (C) (D) (3) 
Debit Debit Credit 
Beginning Interest Notes Ending 
Balance Expense Payable Cash Balance 
8% x (A) (>) em (=) (computed) (A) — (C) 
(1) 12/31/2011 ....... $60,000 $ 4,800 $ 8,179 $12,979 $51,821 
(2) 2/3202 ere 51,821 4,146 8,833 12,979 42,988 
(3) MI2B 20S eer reer 42,988 3,439 9,540 12,979 33,448 
(4) 12/31/2014........ 33,448 2,676 10,303 12,979 23,145 
(5) ae l2/B 20) Sierra 23,145 1,852 11,127 12,979 12,018 
(6) 12/31/2016........ 12,018 961 12,018 12,979 0 
$17,874 $60,000 $77,874 
_ Decreasing Increasing Equal 
) Interest L Principal í Accrued Principal Total 
J Interest Component Payments 
2011 f $4,800 $8,179 
2012 $4,146 | $8,833 
2 2013 || $3,439 $9,540 
6 z 
g 2014 $2,676 $10,303 
w 
2015 [$1,852 $11,127 
2016 ||$961 $12,018 

















0 $2,500 $5,000 $7,500 $10,000 $12,500 $15,000 
Cash Payment Pattern 
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Assets = Liabilities + Equity 
+60,000 +60,000 


Years 
2011 2012 2013 2014 2015 2016 





D D D D D D 
DS A N A N N 
a © e © a a 
a q a S] S] a 
ea eo a a a a 





Point: Most consumer notes are 
installment notes that require equal total 
payments. 


EXHIBIT 14.14 


Installment Note: Equal 
Total Payments 
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P Prepare entries to account 











for notes. 
Assets = Liabilities + Equity 
= 12,979 —8,179 —4,800 
Assets = Liabilities + Equity 


—12,979 — 8,833 —4,146 


Point: The Truth-in-Lending Act 
requires lenders to provide information 
about loan costs including finance 
charges and interest rate. 


Global: Countries vary in the prefer- 


ence given to debtholders vs. stockhold- 


ers when a company is in financial 
distress. Some countries such as 
Germany, France, and Japan give prefer- 
ence to stockholders over debtholders. 


Example: Suppose the $60,000 
installment loan has an 8% interest rate 


with eight equal annual payments. What is 


the annual payment? Answer (using 
Table B.3): $60,000/5.7466 = $10,441 
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@ Decision 





Hidden Debt A study reports that 13% of employees in finance and accounting witnessed the falsifying 
or manipulating of accounting information in the past year (KPMG 2009). This is of special concern with 
long-term liabilities. For example, Enron violated GAAP to keep debt off its balance sheet. This concern ex- 
tends to hidden environment liabilities. That same study reports 27% of employees in quality, safety, and 
environmental areas observed violations of environmental standards, which can yield massive liabilities. E 


Although the six cash payments are equal, accrued interest decreases each year because the 
principal balance of the note declines. As the amount of interest decreases each year, the portion 
of each payment applied to principal increases. This pattern is graphed in the lower part of 
Exhibit 14.14. Foghog uses the amounts in Exhibit 14.14 to record its first two payments (for 
years 2011 and 2012) as follows: 


2011 
Dec. 31 Interest Expense: ..<j5/s.5:ccsrece.s: suaiisve oi arroes anenee 4,800 
Notes!Payable oone e eee e aE EEE sushens scien 8,179 
EISE E SAT NEN E T T ate 12,979 
To record first installment payment. 
2012 
Dec. 31 Interest Expense sroin eaa en stoveisis muses vevene 4,146 
Notes Payable ccas. enee aee soni E E RE 8,833 
E N E ete cme re A te 12,979 


To record second installment payment. 


Foghog records similar entries but with different amounts for each of the remaining four 
payments. After six years, the Notes Payable account balance is zero.? 


Mortgage Notes and Bonds 


A mortgage is a legal agreement that helps protect a lender if a borrower fails to make required 
payments on notes or bonds. A mortgage gives the lender a right to be paid from the cash pro- 
ceeds of the sale of a borrower’s assets identified in the mortgage. A legal document, called a 
mortgage contract, describes the mortgage terms. 

Mortgage notes carry a mortgage contract pledging title to specific assets as security for the 
note. Mortgage notes are especially popular in the purchase of homes and the acquisition of plant 
assets. Less common mortgage bonds are backed by the issuer’s assets. Accounting for mort- 
gage notes and bonds is similar to that for unsecured notes and bonds, except that the mortgage 
agreement must be disclosed. For example, TIBCO Software reports that its “mortgage note pay- 
able ...is collateralized by the commercial real property acquired [corporate headquarters]. 


? Table B.3 in Appendix B is used to compute the dollar amount of the six payments that equal the initial note balance 
of $60,000 at 8% interest. We go to Table B.3, row 6, and across to the 8% column, where the present value factor is 
4.6229. The dollar amount is then computed by solving this relation: 


Present Value 
$60,000 


Dollar Amount 
x ? = 


Table Present Value Factor 
B.3 4.6229 


The dollar amount is computed by dividing $60,000 by 4.6229, yielding $12,979. 
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m Decision Answer — p. 579 





Entrepreneur You are an electronics retailer planning a holiday sale on a custom stereo system that re- 
quires no payments for two years. At the end of two years, buyers must pay the full amount. The system's 
suggested retail price is $4,100, but you are willing to sell it today for $3,000 cash. What is your holiday 
sale price if payment will not occur for two years and the market interest rate is 10%? E 






Quick Check Answers — p. 579 [ví 


11. Which of the following is true for an installment note requiring a series of equal total cash 
payments? (a) Payments consist of increasing interest and decreasing principal; (b) payments 
consist of changing amounts of principal but constant interest; or (c) payments consist of 
decreasing interest and increasing principal. 

12. How is the interest portion of an installment note payment computed? 


13. When a borrower records an interest payment on an installment note, how are the balance 
sheet and income statement affected? 


GLOBAL VIEW 
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This section discusses similarities and differences between U.S. GAAP and IFRS in accounting and 
reporting for long-term liabilities such as bonds and notes. 


Accounting for Bonds and Notes The definitions and characteristics of bonds and notes are 
broadly similar for both U.S. GAAP and IFRS. Although slight differences exist, accounting for bonds 
and notes under U.S. GAAP and IFRS is similar. Specifically, the accounting for issuances (including 
recording discounts and premiums), market pricing, and retirement of both bonds and notes follows the 
procedures in this chapter. Nokia describes its accounting for bonds, which follows the amortized cost 
approach explained in this chapter (and in Appendix 14B), as follows: Loans payable [bonds] are recog- 
nized initially at fair value, net of transaction costs incurred. In the subsequent periods, they are stated at 
amortized cost. 

Both U.S. GAAP and IFRS allow companies to account for bonds and notes using fair value (different 
from the amortized value described in this chapter). This method is referred to as the fair value option. 
This method is similar to that applied in measuring and accounting for debt and equity securities. Fair 
value is the amount a company would receive if it settled a liability (or sold an asset) in an orderly transac- 
tion as of the balance sheet date. Companies can use several sources of inputs to determine fair value, and 
those inputs fall into three classes (ranked in order of preference): 


Level 1: Observable quoted market prices in active markets for identical items. 

Level 2: Observable inputs other than those in Level 1 such as prices from inactive markets or from simi- 
lar, but not identical, items. 

Level 3: Unobservable inputs reflecting a company’s assumptions about value. 


The exact procedures for marking liabilities to fair value at each balance sheet date are in advanced 
courses. 


Accounting for Leases and Pensions Both U.S. GAAP and IFRS require companies to dis- 
tinguish between operating leases and capital leases; the latter is referred to as finance leases under IFRS. 
The accounting and reporting for leases are broadly similar for both U.S. GAAP and IFRS. The main dif- 
ference is the criteria for identifying a lease as a capital lease are more general under IFRS. However, the 


basic approach applies. Nokia describes its accounting for operating leases as follows: the payments ... 


are treated as rentals and recognized in the profit and loss account. 
For pensions, both U.S. GAAP and IFRS require companies to record costs of retirement benefits as 
employees work and earn them. The basic methods are similar in accounting and reporting for pensions. 
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Decision Analysis ()@0) Debt Features and the Debt-to-Equity Ratio 





Collateral agreements can reduce the risk of loss for both bonds and notes. Unsecured bonds and notes are 
riskier because the issuer’s obligation to pay interest and principal has the same priority as all other unse- 
cured liabilities in the event of bankruptcy. If a company is unable to pay its debts in full, the unsecured 
creditors (including the holders of debentures) lose all or a portion of their balances. These types of legal 
agreements and other characteristics of long-term liabilities are crucial for effective business decisions. 
The first part of this section describes the different types of features sometimes included with bonds and 
notes. The second part explains and applies the debt-to-equity ratio. 





A Assess debt features and | Features of Bonds and Notes 


their implications. This section describes common features of debt securities. 











Secured or Unsecured Secured bonds (and notes) have specific as- 
sets of the issuer pledged (or mortgaged) as collateral. This arrangement gives 
holders added protection against the issuer’s default. If the issuer fails to pay 
interest or par value, the secured holders can demand that the collateral be sold 
and the proceeds used to pay the obligation. Unsecured bonds (and notes), 
also called debentures, are backed by the issuer’s general credit standing. Un- 
secured debt is riskier than secured debt. Subordinated debentures are liabili- 
ties that are not repaid until the claims of the more senior, unsecured (and 
secured) liabilities are settled. 





Secured Debt Unsecured Debt 


Term or Serial Term bonds (and notes) are scheduled for maturity on one specified date. Serial 
bonds (and notes) mature at more than one date (often in series) and thus are usually repaid over a number 
of periods. For instance, $100,000 of serial bonds might mature at the rate of $10,000 each year from 6 to 
15 years after they are issued. Many bonds are sinking fund bonds, which to reduce the holder’s risk require 
the issuer to create a sinking fund of assets set aside at specified amounts and dates to repay the bonds. 


Registered or Bearer Bonds issued in the names and addresses of their holders are registered 
bonds. The issuer makes bond payments by sending checks (or cash transfers) to registered holders. A reg- 
istered holder must notify the issuer of any ownership change. Registered bonds offer the issuer the practical 
advantage of not having to actually issue bond certificates. Bonds payable to whoever holds them (the 
bearer) are called bearer bonds or unregistered bonds. Sales or exchanges might not be recorded, so the 
holder of a bearer bond is presumed to be its rightful owner. As a result, lost bearer bonds are difficult to 
replace. Many bearer bonds are also coupon bonds. This term reflects interest coupons that are attached to 
the bonds. When each coupon matures, the holder presents it to a bank or broker for collection. At maturity, 
the holder follows the same process and presents the bond certificate for collection. Issuers of coupon bonds 
cannot deduct the related interest expense for taxable income. This is to prevent abuse by taxpayers who own 
coupon bonds but fail to report interest income on their tax returns. 


Convertible and/or Callable Convertible bonds (and notes) can be exchanged 
for a fixed number of shares of the issuing corporation’s common stock. Convertible debt 
offers holders the potential to participate in future increases in stock price. Holders still 
receive periodic interest while the debt is held and the par value if they hold the debt to 
maturity. In most cases, the holders decide whether and when to convert debt to stock. 
Callable bonds (and notes) have an option exercisable by the issuer to retire them at a 











Convertible Debt $ 
stated dollar amount before maturity. 
Munis More than a million municipal bonds, or “munis,” exist, and many are tax exempt. Munis are 
issued by state, city, town, and county governments to pay for public projects including schools, libraries, 
roads, bridges, and stadiums. E 
A Compute the debt-to- Debt-to-Equity Ratio 
PRIA Wer onae piain Beyond assessing different characteristics of debt as just described, we want to know the level of debt, 
its use. : i 3 : : ne i 
especially in relation to total equity. Such knowledge helps us assess the risk of a company’s financing 
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structure. A company financed mainly with debt is more risky because liabilities must be repaid—ausually 
with periodic interest—whereas equity financing does not. A measure to assess the risk of a company’s 
financing structure is the debt-to-equity ratio (see Exhibit 14.15). 


Debt-to-equity = Total equity 


The debt-to-equity ratio varies across companies and industries. Industries that are more variable tend to 
have lower ratios, while more stable industries are less risky and tend to have higher ratios. To apply the 
debt-to-equity ratio, let’s look at this measure for Cedar Fair in Exhibit 14.16. 


($ millions) 2009 2008 2007 2006 2005 

Total liabilities ................ $2,017.577 $2,079.297 $2,133.576  $2,100.306 $590.560 
Total equity. esso eneee $ 127.862 $ 106.786 $ 285.092 $ 410.615 $434.234 
Debt-to-equity.............. 15.8 19.5 7.5 5.1 1.4 
Industry debt-to-equity ........ 11.4 10.3 5.7 32 1.2 


Cedar Fair’s 2009 debt-to-equity ratio is 15.8, meaning that debtholders contributed $15.8 for each $1 
contributed by equityholders. This implies a fairly risky financing structure for Cedar Fair. A similar 
concern is drawn from a comparison of Cedar Fair with its competitors, where the 2009 industry ratio 
is 11.4. Analysis across the years shows that Cedar Fair’s financing structure has grown increasingly 
risky in recent years. Given its sluggish revenues and increasing operating expenses in recent years (see 
its annual report), Cedar Fair is increasingly at risk of financial distress. 





© Decision 


Answer — p. 579 


Bond Investor You plan to purchase debenture bonds from one of two companies in the same industry 
that are similar in size and performance. The first company has $350,000 in total liabilities, and $1,750,000 

in equity. The second company has $1,200,000 in total liabilities, and $1,000,000 in equity. Which company's 

debenture bonds are less risky based on the debt-to-equity ratio? Ml 


DEMONSTRATION PROBLEM 


Water Sports Company (WSC) patented and successfully test-marketed a new product. To expand its abil- 
ity to produce and market the new product, WSC needs to raise $800,000 of financing. On January 1, 
2011, the company obtained the money in two ways: 


a. WSC signed a $400,000, 10% installment note to be repaid with five equal annual installments to be 
made on December 31 of 2011 through 2015. 
b. WSC issued five-year bonds with a par value of $400,000. The bonds have a 12% annual contract rate 


and pay interest on June 30 and December 31. The bonds’ annual market rate is 10% as of January 1, 
2011. 


Required 

|. For the installment note, (a) compute the size of each annual payment, (b) prepare an amortization 
table such as Exhibit 14.14, and (c) prepare the journal entry for the first payment. 

2. For the bonds, (a) compute their issue price; (b) prepare the January 1, 2011, journal entry to record 
their issuance; (c) prepare an amortization table using the straight-line method; (d) prepare the June 30, 
2011, journal entry to record the first interest payment; and (e) prepare a journal entry to record retiring 
the bonds at a $416,000 call price on January 1, 2013. 

3.5Redo parts 2(c), 2(d), and 2(e) assuming the bonds are amortized using the effective interest method. 
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EXHIBIT 14.15 
Debt-to-Equity Ratio 


EXHIBIT 14.16 
Cedar Fair's Debt-to-Equity Ratio 


20.0 
18.0 
16.0 
14.0 
12.0 
10.0 
8.0 
6.0 
40 
2.0 


2009 2008 2007 2006 2005 


| Debt-to-Equity Ratio: Industry | Cedar Fair Í 
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PLANNING THE SOLUTION 


© For the installment note, divide the borrowed amount by the annuity factor (from Table B.3) using 
the 10% rate and five payments to compute the amount of each payment. Prepare a table similar to 
Exhibit 14.14 and use the numbers in the table’s first line for the journal entry. 

@ Compute the bonds’ issue price by using the market rate to find the present value of their cash flows 
(use tables found in Appendix B). Then use this result to record the bonds’ issuance. Next, prepare an 
amortization table like Exhibit 14.11 (and Exhibit 14B.2) and use it to get the numbers needed for the 
journal entry. Also use the table to find the carrying value as of the date of the bonds’ retirement that 
you need for the journal entry. 


SOLUTION TO DEMONSTRATION PROBLEM 


Part I: Installment Note 


a. Annual payment = Note balance/Annuity factor = $400,000/3.7908 = $105,519 (The annuity factor 
is for five payments and a rate of 10%.) 


b. An amortization table follows. 


























[Elie Edt vew eet Format Took Gita accountng Window ab =lelx] 
AE ISAS EA E E EASAG ++ BZU S%, BB 
ER Payments = 
2 (a) (b) (c) (d) 

3 BUTE] Debit Debit Credit 

4 Boer) Beginning Interest Notes Ending 

5 i Ending Balance Expense + Payable = Cash Balance 

6! (1) 12/31/2011 $400,000 $ 40,000 $ 65,519 $105,519 $334,481 

7. (2) 12/31/2012 334,481 33,448 72,071 105,519 262,410 

8 (3) 12/31/2013 262,410 26,241 79,278 105,519 183,132 

91 (4) 12/31/2014 183,132 18,313 87,206 105,519 95,926 

101 (5) 12/31/2015 95,926 9,593 95,926 105,519 (0) 

ia] $127,595 $400,000 $527,595 

M ccam i Sihi porem me ef Ar] 








Dec. 31 Interest: Expense! nonae a E staraeie wernt 40,000 
Notes!Payablewiniws oars ety enero heats 65,519 
Cas heera ee a E S aay AAA 105,519 


To record first installment payment. 


Part 2: Bonds (Straight-Line Amortization) 


a. Compute the bonds’ issue price. 





Present Value Present 
Cash Flow Table Factor* Amount Value 
Par (maturity) value ........ B.I in App. B (PV of 1) 0.6139 Xx 400,000 = $245,560 
Interest payments .......... B.3 in App. B (PV of annuity) 7.7217 x 24,000 = 185,321 
Price of bond.............. $430,881 





* Present value factors are for 10 payments using a semiannual market rate of 5%. 


b. Journal entry for January 1, 2011, issuance. 


Jan. | Gas Ngee eee T AA cetera ye ears AN, 430,88 | 
Premium on Bonds Payable................... 30,881 
Bonds Payable << o.512 ssaseie aseenaan eaae aens 400,000 
Sold bonds at a premium. 
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c. Straight-line amortization table for premium bonds. 


Semiannual 


Unamortized Carrying 








Period-End Premium Value 
(0) VAPE $30,881 $430,881 
(1) 6/30/2011 ........ 27,793 427,793 
(2) 12/31/2011 ........ 24,705 424,705 
(3) 6/30/2012 ........ 21,617 421,617 
(4) 12/31/2012 ........ 18,529 418,529 
(5) 6/30/2013 ........ 15,441 415,441 
(6) 12/31/2013 ........ 12,353 412,353 
(7) 6/30/2014 ........ 9,265 409,265 
(8) 12/31/2014 ........ 6,177 406,177 
(9) 6/30/2015 ........ 3,089 403,089 
(10) 12/31/2015 ........ o* 400,000 
* Adjusted for rounding. 
d. Journal entry for June 30, 2011, bond payment. 
June 30 Bondiinterest Expense mer me tate tant eter 20,912 
Premium on Bonds Payable....................... 3,088 
CaN AE E E A E AAE 24,000 
Paid semiannual interest on bonds. 
e. Journal entry for January 1, 2013, bond retirement. 
Jan. | Bonds Payable eco ciic ates nense nten ae as es 400,000 
Premium on Bonds Payable ..................-5:- 18,529 
Cash eaa eve Doa a E E EEE R EEE ensues 416,000 
Gain on Retirement of Bonds ................ 2,529 
To record bond retirement (carrying value as 
of Dec. 31, 2012). 
Part 3: Bonds (Effective Interest Amortization)® 
c. The effective interest amortization table for premium bonds. 
[$] Ele Edt View Insert Format Toos Data Accounting Window Help =la x! 






Semiannual 
Interest 
Period 















(0) = 1/1/2011 
(1) 6/30/2011 
(2) 12/31/2011 
(3) 6/30/2012 
(4) 12/31/2012 
40 (5) 6/30/2013 
11. (6) 12/31/2013 
42. (7) 6/30/2014 
13) (8) 12/31/2014 
44. (9) 6/30/2015 
15) (10) 12/31/2015 


Dee 6QY taan- 


(A) 
Cash 


BS Eh HF Me B 10x~ B) 


(B) 


Interest 


Interest Paid Expense 


6% x $400,000 


$ 24,000 
24,000 
24,000 
24,000 
24,000 
24,000 
24,000 
24,000 
24,000 
24,000 

$240,000 


$ 21,544 
21,421 
21,292 
21,157 
21,015 
20,866 
20,709 
20,544 
20,371 
20,200* 

$209,119 


5% x Prior (E) 





(C) (22) 
Premium Unamortized 
Amortization Premium 
(A) — (B) Prior (D) — (C) 


$30,881 
$ 2,456 28,425 
2,579 25,846 
2,708 23,138 
2,843 20,295 
2,985 17,310 
3,134 14,176 
3,291 10,885 
3,456 7,429 
3,629 3,800 
3,800 0 
$30,881 








=o» BZU SK, RB 






13) 
Carrying 
Value 
$400,000 + (D) 
$430,881 
428,425 
425,846 
423,138 
420,295 
417,310 
414,176 
410,885 
407,429 
403,800 
400,000 











[STRIPIN Sheet! A SRERE J Sheets 7” 





* Adjusted for rounding 
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d. Journal entry for June 30, 2011, bond payment. 


June 30 BondilnteresGEXPense mr tt itt ttt tn nents 21,544 
Premium on Bonds Payable....................04. 2,456 
Cash oein Aer ER chet eine ateneusucvave EE E 24,000 


Paid semiannual interest on bonds. 


e. Journal entry for January 1, 2013, bond retirement. 


Jan. | Bonds: Payable seee ceee nee e nnee asa e 400,000 
Premium on Bonds Payable....................04. 20,295 

CaS herna E TOST A N E 416,000 

Gain on Retirement of Bonds .................-. 4,295 


To record bond retirement (carrying value 
as of December 31, 2012). 


APPENDIX 


14A 








C2 Explain and compute 
the present value of an 
amount(s) to be paid at a 
future date(s). 











EXHIBIT 14A.1 


Components of a 
One-Year Loan 


Point: Benjamin Franklin is said to have 
described compounding as “the money, 
money makes, makes more money.” 


EXHIBIT 14A.2 


Components of a Two-Year Loan 


Present Values of Bonds and Notes 


This appendix explains how to apply present value techniques to measure a long-term liability when it is 
created and to assign interest expense to the periods until it is settled. Appendix B at the end of the book 
provides additional discussion of present value concepts. 


Present Value Concepts The basic present value concept is that cash paid (or received) in the 
future has less value now than the same amount of cash paid (or received) today. To illustrate, if we must 
pay $1 one year from now, its present value is less than $1. To see this, assume that we borrow $0.9259 
today that must be paid back in one year with 8% interest. Our interest expense for this loan is computed 
as $0.9259 X 8%, or $0.0741. When the $0.0741 
interest is added to the $0.9259 borrowed, we get 





CSTR GTI ipo one 8 WW the $1 payment necessary to repay our loan with in- 
Interest for one year at 8% ......... 0.0741 terest. This is formally computed in Exhibit 14A.1. 
Amount owed after | year ......... $ 1.0000 The $0.9259 borrowed is the present value of the $1 








future payment. More generally, an amount bor- 

rowed equals the present value of the future pay- 
ment. (This same interpretation applies to an investment. If $0.9259 is invested at 8%, it yields $0.0741 in 
revenue after one year. This amounts to $1, made up of principal and interest.) 

To extend this example, assume that we owe $1 two years from now instead of one year, and the 8% 
interest is compounded annually. Compounded means that interest during the second period is based on 
the total of the amount borrowed plus the interest accrued from the first period. The second period’s 
interest is then computed as 8% multiplied by the sum of the amount borrowed plus interest earned in 
the first period. Exhibit 14A.2 shows how we compute the present value of $1 to be paid in two years. 
This amount is $0.8573. The first year’s interest of $0.0686 is added to the principal so that the second 
year’s interest is based on $0.9259. Total interest for this two-year period is $0.1427, computed as 
$0.0686 plus $0.0741. 


Amount borrowed .................0000005 $0.8573 
Interest for first year ($0.8573 X 8%) ........... 0.0686 
Amount owed after | year .................05. 0.9259 
Interest for second year ($0.9259 X 8%) ......... 0.0741 





Amount owed after 2 years ................04. $ 1.0000 
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Present Value Tables The present value of $1 that we must repay at some future date can be 
computed by using this formula: 1/(1 + i)". The symbol i is the interest rate per period and n is the 
number of periods until the future payment must be made. Applying this formula to our two-year loan, 
we get $1/(1.08)*, or $0.8573. This is the same value shown in Exhibit 14A.2. We can use this formula 
to find any present value. However, a simpler method is to use a present value table, which lists pres- 
ent values computed with this formula for various 
interest rates and time periods. Many people find 
it helpful in learning present value concepts to 
first work with the table and then move to using a 
calculator. Periods 6% 8% 

Exhibit 14A.3 shows a present value table for a 
future payment of 1 for up to 10 periods at three 
different interest rates. Present values in this table 
are rounded to four decimal places. This table is 
drawn from the larger and more complete Table B.1 
in Appendix B at the end of the book. Notice that 
the first value in the 8% column is 0.9259, the value 
we computed earlier for the present value of a $1 
loan for one year at 8% (see Exhibit 14A.1). Go to 
the second row in the same 8% column and find the 
present value of 1 discounted at 8% for two years, 
or 0.8573. This $0.8573 is the present value of our 
obligation to repay $1 after two periods at 8% 
interest (see Exhibit 14A.2). 


Rate 


0.9434 0.9259 0.9091 
0.8900 0.8573 0.8264 
0.8396 0.7938 0.7513 
0.7921 0.7350 0.6830 
0.7473 0.6806 0.6209 
0.7050 0.6302 0.5645 
0.6651 0.5835 0.5132 
0.6274 0.5403 0.4665 
0.5919 0.5002 0.4241 
0.5584 0.4632 0.3855 


COO MON DOH BWY — 


Applying a Present Value Table Toil- 


lustrate how to measure a liability using a present Present Present 
Value of Value of 

value table, assume that a company plans to bor- > 5 

. Periods Payments I|at10% Payments 
row cash and repay it as follows: $2,000 after one 
year, $3,000 after two years, and $5,000 after l $2,000 0.9091 $ 1,818 
three years. How much does this company receive 2 3,000 0.8264 2,479 
today if the interest rate on this loan is 10%? To 3 5.000 0.7513 3.757 


answer, we need to compute the present value of 
the three future payments, discounted at 10%. 
This computation is shown in Exhibit 14A.4 us- 
ing present values from Exhibit 14A.3. The company can borrow $8,054 today at 10% interest in 
exchange for its promise to make these three payments at the scheduled dates. 


Present value of all payments ....... $8,054 





Present Value of an Annuity The $8,054 present value for the loan in Exhibit 14A.4 equals 
the sum of the present values of the three payments. When payments are not equal, their combined 
present value is best computed by adding the individual present values as shown in Exhibit 14A.4. 
Sometimes payments follow an annuity, which is a series of equal payments at equal time intervals. 
The present value of an annuity is readily computed. 

To illustrate, assume that a company must repay a 6% loan with a $5,000 payment at each year-end for 
the next four years. This loan amount equals the present value of the four payments discounted at 6%. 
Exhibit 14A.5 shows how to compute this loan’s 
present value of $17,326 by multiplying each pay- 
ment by its matching present value factor taken 


PE Present Present 
from Exhibit 14A.3. Value of Value of 
However, the series of $5,000 payments is an Periods Payments lat6% Payments 


annuity, so we can compute its present value with 


either of two shortcuts. First, the third column of $5,000 0.9434 $ 4,717 





l 
Exhibit 14A.5 shows that the sum of the present 2 5,000 0.8900 4,450 
values of 1 at 6% for periods 1 through 4 equals 3 5,000 0.8396 4,198 
3.4651. One shortcut is to multiply this total of 4 5,000 0.7921 3,961 
3.4651 by the $5,000 annual payment to get the Present value of 
combined present value of $17,326. It requires one all payments ....... 3.4651 $17,326 








multiplication instead of four. 











571 


EXHIBIT 14A.3 


Present Value of 1 


Example: Use Exhibit 14A.3 to find 
the present value of $1 discounted for 
2 years at 6%. Answer: $0.8900 


EXHIBIT 144.4 


Present Value of a Series of 
Unequal Payments 


EXHIBIT 144.5 


Present Value of a Series of 
Equal Payments (Annuity) by 
Discounting Each Payment 
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EXHIBIT 144.6 


Present Value of an Annuity of 1 


Example: Use Exhibit 14A.6 to find 
the present value of an annuity of eight 
$15,000 payments with an 8% interest 
rate. Answer: $15,000 X 5.7466 = $86,199 


Example: If this borrower makes five 
semiannual payments of $8,000, what is 
the present value of this annuity at a 12% 
rate? Answer: 4.2124 X $8,000 = $33,699 
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The second shortcut uses an annuity table such 
as the one shown in Exhibit 14A.6, which is drawn 
from the more complete Table B.3 in Appendix B. 
We go directly to the annuity table to get the present 





Oou SURE U value factor for a specific number of payments and 
2 Lado Me Seis interest rate. We then multiply this factor by the 
3 2.6730 2.5771 2.4869 amount of the payment to find the present value of 
4 3.4651 3.3121 3.1699 the annuity. Specifically, find the row for four peri- 
5 4.2124 3.9927 3.7908 ods and go across to the 6% column, where the fac- 
6 4.9173 4.6229 4.3553 tor is 3.4651. This factor equals the present value of 
7 5.5824 5.2064 4.8684 an annuity with four payments of 1, discounted at 
9 6.8017 6.2469 5.7590 $17,326 present value of the annuity. 
10 7.3601 6.7101 6.1446 


Compounding Periods Shorter Than 
a Year The present value examples all involved 
periods of one year. In many situations, however, interest is compounded over shorter periods. For exam- 
ple, the interest rate on bonds is usually stated as an annual rate but interest is often paid every six months 
(semiannually). This means that the present value of interest payments from such bonds must be com- 
puted using interest periods of six months. 

Assume that a borrower wants to know the present value of a series of 10 semiannual payments of 
$4,000 made over five years at an annual interest rate of 12%. The interest rate is stated as an annual 
rate of 12%, but it is actually a rate of 6% per semiannual interest period. To compute the present 
value of this series of $4,000 payments, go to row 10 of Exhibit 14A.6 and across to the 6% column to 
find the factor 7.3601. The present value of this annuity is $29,440 (7.3601 X $4,000). 

Appendix B further describes present value concepts and includes more complete present value tables 
and assignments. 









Quick Check Answers — p. 579 


14. A company enters into an agreement to make four annual yearend payments of $1,000 each, 
starting one year from now. The annual interest rate is 8%. The present value of these four 
payments is (a) $2,923, (b) $2,940, or (c) $3,312. 


15. Suppose a company has an option to pay either (a) $10,000 after one year or (b) $5,000 
after six months and another $5,000 after one year. Which choice has the lower present 
value? 


APPENDIX 


14b 





Point: The effective interest method 
computes bond interest expense using 
the market rate at issuance. This rate is 
applied to a changing carrying value. 


Effective Interest Amortization 


Effective Interest Amortization of a Discount Bond The straight-line method yields 
changes in the bonds’ carrying value while the amount for bond interest expense remains constant. This 
gives the impression of a changing interest rate when users divide a constant bond interest expense over a 
changing carrying value. As a result, accounting standards allow use of the straight-line method only 
when its results do not differ materially from those obtained using the effective interest method. The 
effective interest method, or simply interest method, allocates total bond interest expense over the bonds’ 
life in a way that yields a constant rate of interest. This constant rate of interest is the market rate at the 
issue date. Thus, bond interest expense for a period equals the carrying value of the bond at the beginning 
of that period multiplied by the market rate when issued. 

Exhibit 14B.1 shows an effective interest amortization table for the Fila bonds (as described in 
Exhibit 14.4). The key difference between the effective interest and straight-line methods lies in com- 
puting bond interest expense. Instead of assigning an equal amount of bond interest expense to each 


Chapter 14 Long-Term Liabilities 


period, the effective interest method assigns a bond interest expense amount that increases over the life 
of a discount bond. Both methods allocate the same $19,546 of total bond interest expense to the 
bonds’ life, but in different patterns. Specifically, the amortization table in Exhibit 14B.1 shows that 
the balance of the discount (column D) is amortized until it reaches zero. Also, the bonds’ carrying 
value (column E) changes each period until it equals par value at maturity. Compare columns D and E 
to the corresponding columns in Exhibit 14.7 to see the amortization patterns. Total bond interest 
expense is $19,546, consisting of $16,000 of semiannual cash payments and $3,546 of the original bond 
discount, the same for both methods. 






























$) Edit View Insert Format Too’ Data Accounting Window Help 18) x! 
Dee SRY BRC H--- SS 54-413) MIB wo%e Miss ~to~ BIY SX, BY 

1 Bonds: $100,000 Par Value, Semiannual Interest Payments, Two-Year Life, 

2 4% Semiannual Contract Rate, 5% Semiannual Market Rate 

3 CY) (G) (C) (D) (3) 

4 Semiannual Cash Bond 

5 Interest Interest Interest Discount Unamortized Carrying 

6 Period-End Paid Expense Amortization Discount Value 

7 (0) 12/31/2011 $3,546 $ 96,454 

8 (1) 6/30/2012 $4,000 — $4,823 $ 823 2,723 97,277 

9 (2) 12/31/2012 4,000 4,864 864 98,141 

10. (3) 6/30/2013 4,000 4,907 907 99,048 

1141. (4) 12/31/2013 4,000 4,952 952 o 100,000 

12 $16,000 $19,546 $3,546 

43 
ATAP MN Sheet X Sheet? X Sheet! / ( Shen? { Sheet 7 (Kil |] gig] 





Column (A) is the par value ($100,000) multiplied by the semiannual contract rate (4%). 

Column (B) is the prior period’s carrying value multiplied by the semiannual market rate (5%). 
Column (C) is the difference between interest paid and bond interest expense, or [(B) — (A)]. 
Column (D) is the prior period’s unamortized discount less the current period’s discount amortization. 
Column (E) is the par value less unamortized discount, or [$100,000 — (D)]. 


Except for differences in amounts, journal entries recording the expense and updating the liability bal- 
ance are the same under the effective interest method and the straight-line method. We can use the num- 
bers in Exhibit 14B.1 to record each semiannual entry during the bonds’ two-year life (June 30, 2012, 
through December 31, 2013). For instance, we record the interest payment at the end of the first semian- 
nual period as follows: 








2012 
JCM Bond Interest Expense .....................0565- 4,823 
Discount on Bonds Payable .................. 823 
(Chee edame so acemaeo Senna E E 4,000 <—_—___ 


To record semiannual interest and discount 
amortization (effective interest method). 


Effective Interest Amortization of a Premium Bond Exhibit 14B.2 shows the amortiza- 
tion table using the effective interest method for the Adidas bonds (as described in Exhibit 14.8). Column A 
lists the semiannual cash payments. Column B shows the amount of bond interest expense, computed as 
the 5% semiannual market rate at issuance multiplied by the beginning-of-period carrying value. The 
amount of cash paid in column A is larger than the bond interest expense because the cash payment is 
based on the higher 6% semiannual contract rate. The excess cash payment over the interest expense 
reduces the principal. These amounts are shown in column C. Column E shows the carrying value after 





EXHIBIT 14B.1 
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Effective Interest Amortization 
of Bond Discount 


Assets 
—4,000 


= Liabilities + Equity 


+823 


—4,823 
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EXHIBIT 14B.2 


Effective Interest Amortization 
of Bond Premium 


Assets = Liabilities + Equity 
— 6,000 —823 =5,177 
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$) Fle Edit View Insert Format Tools Data Accounting Window Help 1a) x 
DÉ RY BRS na SSO AS MPSA 10%~ @ lvl ~tOe BI U BK, BH 
1 Bonds: $100,000 Par Value, Semiannual Interest Payments, Two-Year Life, + 
2 6% Semiannual Contract Rate, 5% Semiannual Market Rate 
3 (A) (B) (C) (>) 
4 Semiannual Cash Bond 
5 Interest Interest Interest Premium Unamortized Carrying 
6 Period-End Paid Expense Amortization Premium Value 
7 (0) 12/31/2011 $3,546 $103,546 
8 (1) 6/30/2012 — $6,000 — $5,177 $ 823 2,723 102,723 
9 (2) 12/31/2012 6,000 5,136 864 1,859 101,859 
10 (3) 6/30/2013 6,000 5,093 907 952 100,952 
11. (4) 12/31/2013 6,000 5,048 952 oO 100,000 
12 $24,000 $20,454 $3,546 
43 
id 4b MÀ Sheet 4 Sheet2 Z Sheet / { Sheet? { Sheet 7 Isl J Sig 








Column (A) is the par value ($100,000) multiplied by the semiannual contract rate (6%). 

Column (B) is the prior period’s carrying value multiplied by the semiannual market rate (5%). 
Column (C) is the difference between interest paid and bond interest expense, or [(A) — (B)]. 

Column (D) is the prior period’s unamortized premium less the current period’s premium amortization. 
Column (E) is the par value plus unamortized premium, or [$100,000 + (D)]. 


deducting the amortized premium in column C from the prior period’s carrying value. Column D shows 
the premium’s reduction by periodic amortization. When the issuer makes the first semiannual interest 
payment, the effect of premium amortization on bond interest expense and bond liability is recorded 
as follows: 














2012 
June 30 Bondllnterest Expense nn e a a: 5,177 
Premium on Bonds Payable...................-4:- 823 < 
P Cashis eseas eye. EREE EES EAEE REESS 6,000 


To record semiannual interest and premium 
amortization (effective interest method). 


Similar entries with different amounts are recorded at each payment date until the bond matures at the end 
of 2013. The effective interest method yields decreasing amounts of bond interest expense and increasing 
amounts of premium amortization over the bonds’ life. 


ri 

@ IFRS 
Unlike U.S. GAAP IFRS requires that interest expense be computed using the effective interest method 
with no exemptions. W 
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Issuing Bonds between Interest Dates 











C3 Describe interest accrual 
when bond payment 
periods differ from 
accounting periods. 








An issuer can sell bonds at a date other than an interest payment date. When this occurs, the buyers nor- 
mally pay the issuer the purchase price plus any interest accrued since the prior interest payment date. This 
accrued interest is then repaid to these buyers on the next interest payment date. To illustrate, suppose 
Avia sells $100,000 of its 9% bonds at par on March 1, 2011, 60 days after the stated issue date. The inter- 
est on Avia bonds is payable semiannually on each June 30 and December 31. Since 60 days have passed, 
the issuer collects accrued interest from the buyers at the time of issuance. This amount is $1,500 
($100,000 X 9% X eo year). This case is reflected in Exhibit 14C.1. 
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First interest 
date June 30 


Date of sale 
March 1 


Stated issue 
date January 1 





$3,000 earned 
Bondholder pays Issuer pays 
$1,500 to issuer $4,500 to bondholder 
Avia records the issuance of these bonds on March 1, 2011, as follows: 
Mar. | asin scenery rer ha ee erent era a crater 101,500 
Interest Payable ii ier ee e sistenereiers 1,500 
Bonds Payable. sass miss ames sues cassas soe satsis 100,000 


Sold bonds at par with accrued interest. 


Liabilities for interest payable and bonds payable are recorded in separate accounts. When the June 30, 
2011, semiannual interest date arrives, Avia pays the full semiannual interest of $4,500 ($100,000 X 9% x 
2 year) to the bondholders. This payment includes the four months’ interest of $3,000 earned by the bond- 
holders from March 1 to June 30 plus the repayment of the 60 days’ accrued interest collected by Avia 
when the bonds were sold. Avia records this first semiannual interest payment as follows: 


June 30 1,500 
3,000 
4,500 


Paid semiannual interest on the bonds. 


The practice of collecting and then repaying accrued interest with the next interest payment is to simplify 
the issuer’s administrative efforts. To explain, suppose an issuer sells bonds on 15 or 20 different dates be- 
tween the stated issue date and the first interest payment date. If the issuer does not collect accrued interest 
from buyers, it needs to pay different amounts of cash to each of them according to the time that passed 
after purchasing the bonds. The issuer needs to keep detailed records of buyers and the dates they bought 
bonds. Issuers avoid this recordkeeping by having each buyer pay accrued interest at purchase. Issuers then 
pay the full semiannual interest to all buyers, regardless of when they bought bonds. 


Accruing Bond Interest Expense Ifa bond’s interest period does not coincide with the issuer’s 
accounting period, an adjusting entry is needed to recognize bond interest expense accrued since the 
most recent interest payment. To illustrate, assume that the stated issue date for Adidas bonds described 
in Exhibit 14.10 is September 1, 2011, instead of December 31, 2011, and that the bonds are sold on 
September 1, 2011. As a result, four months’ interest (and premium amortization) accrue before the end 
of the 2011 calendar year. Interest for this period equals $3,409, or % of the first six months’ interest of 
$5,113. Also, the premium amortization is $591, or % of the first six months’ amortization of $887. The 
sum of the bond interest expense and the amortization is $4,000 ($3,409 + $591), which equals % of the 
$6,000 cash payment due on February 28, 2012. Adidas records these effects with an adjusting entry at 
December 31, 2011. 


Dec. 31 Bond Interest Expense 3,409 
T T E E 591 


Intérest Payable sacarse eee eaae 


Premium on Bonds Payable 
4,000 


To record four months’ accrued interest and 
premium amortization. 


Similar entries are made on each December 31 throughout the bonds’ two-year life. When the $6,000 
cash payment occurs on each February 28 interest payment date, Adidas must recognize bond interest 
expense and amortization for January and February. It must also eliminate the interest payable liability 
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EXHIBIT 14C.1 


Accruing Interest between Interest 
Payment Dates 


Assets 
+101,500 


= Liabilities + Equity 
+ 100,000 
+1,500 


Example: How much interest is col- 
lected from a buyer of $50,000 of Avia 
bonds sold at par 150 days after the 
contract issue date? Answer: $1,875 (com- 
puted as $50,000 x 9% x '°%eo year) 


Assets 
—4,500 


= Liabilities + Equity 
—1,500 —3,000 


Point: Computation of accrued bond 
interest may use months instead of days 
for simplicity purposes. For example, the 
accrued interest computation for the 
Adidas bonds is based on months. 


Assets = Liabilities + Equity 
—591 —3,409 
+4,000 
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Assets = Liabilities + Equity 
— 6,000 —4,000 — 1,704 
—296 
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created by the December 31 adjusting entry. For example, Adidas records its payment on February 28, 
2012, as follows: 


Feb. 28 Interest Payable: ....<.6515:6,ssesere, iene ese cessisiais, sa igas 4,000 
Bond Interest Expense ($5,113 X %) ............... 1,704 
Premium on Bonds Payable ($887  %) ............ 296 

Cashia ren sna, E vier stu EE AR E eure: ennai 6,000 


To record 2 months’ interest and amortization, and 
eliminate accrued interest liability. 


The interest payments made each August 31 are recorded as usual because the entire six-month interest 
period is included within this company’s calendar-year reporting period. 





C) Decision Answer — p. 579 


Bond Rater You must assign a rating to a bond that reflects its risk to bondholders. Identify factors you 
consider in assessing bond risk. Indicate the likely levels (relative to the norm) for the factors you identify 
for a bond that sells at a discount. E 









Quick Check Answer — p. 579 


16. On May 1, a company sells 9% bonds with a $500,000 par value that pay semiannual interest 
on each January 1 and July 1. The bonds are sold at par plus interest accrued since January 1. 
The issuer records the first semiannual interest payment on July 1 with (a) a debit to Interest 
Payable for $15,000, (b) a debit to Bond Interest Expense for $22,500, or (c) a credit to Interest 
Payable for $7500. 
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Leases and Pensions 








C Describe accounting for 
leases and pensions. 











Point: Home Depot reports that its 
rental expenses from operating leases 
total more than $900 million. 


Assets = Liabilities + Equity 
—300 —300 


This appendix briefly explains the accounting and analysis for both leases and pensions. 


Lease Liabilities A lease is a contractual agreement between a lessor (asset owner) and a lessee (asset 
renter or tenant) that grants the lessee the right to use the asset for a period of time in return for cash (rent) 
payments. Nearly one-fourth of all equipment purchases are financed with leases. The advantages of lease 
financing include the lack of an immediate large cash payment and the potential to deduct rental payments in 
computing taxable income. From an accounting perspective, leases can be classified as either operating or 
capital leases. 


Operating Leases Operating leases are short-term (or cancelable) leases in which the lessor retains 
the risks and rewards of ownership. Examples include most car and apartment rental agreements. The 
lessee records such lease payments as expenses; the lessor records them as revenue. The lessee does not 
report the leased item as an asset or a liability (it is the lessor’s asset). To illustrate, if an employee of 
Amazon leases a car for $300 at an airport while on company business, Amazon (lessee) records this 
cost as follows: 


July 4 RentaliExpenseaer een ttt terre 300 
(CEG loonie Roo AAmG ob ean on COG ome ae ane Gone 300 
To record lease rental payment. 
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Capital Leases Capital leases are long-term (or noncancelable) leases by which the lessor transfers 
substantially all risks and rewards of ownership to the lessee.* Examples include most leases of airplanes 
and department store buildings. The lessee records the leased item as its own asset along with a lease lia- 
bility at the start of the lease term; the amount recorded equals the present value of all lease payments. To 
illustrate, assume that K2 Co. enters into a six-year lease of a building in which it will sell sporting equip- 
ment. The lease transfers all building ownership risks and rewards to K2 (the present value of its $12,979 
annual lease payments is $60,000). K2 records this transaction as follows: 


2011 
Jan. | leased'Asset = Building a a tiene tsisisls 60,000 
Lease Liability) ssc wisicuese Gives susyscenare ees er aia 60,000 
To record leased asset and lease liability. 


K2 reports the leased asset as a plant asset and the lease liability as a long-term liability. The portion of the 
lease liability expected to be paid in the next year is reported as a current liability. At each year-end, K2 
records depreciation on the leased asset (assume straight-line depreciation, six-year lease term, and no 
salvage value) as follows: 


Dec. 31 Depreciation Expense—Building .................. 10,000 
Accumulated Depreciation—Building........... 10,000 
To record depreciation on leased asset. 


K2 also accrues interest on the lease liability at each year-end. Interest expense is computed by multi- 
plying the remaining lease liability by the interest rate on the lease. Specifically, K2 records its annual 
interest expense as part of its annual lease payment ($12,979) as follows (for its first year): 


2011 
Dec. 31 Interest Expense si/sye. seus cre neues S a ers 4,800 
Lease liability sslecepacacisusisueyeaysvsusecs,sieic dcoyaus,anauarseaneees 8,179 
Gaskets sunmeriene verona waren ene cue ee eaten 12,979 


To record first annual lease payment.* 


* These numbers are computed from a lease payment schedule. For simplicity, we use the same numbers from Exhibit 14.14 
for this lease payment schedule—with different headings as follows: 








Payments 
(A) (B) (C) (D) (E) 
Debit Debit Credit 

Ending 

Beginning Interest Balance 

Period Balance on Lease + Lease = Cash of Lease 
Ending of Lease Liability Liability Lease Liability 
Date Liability 8% x (A) (D) — (B) Payment (A) — (C) 
12/31/2011 ......... $60,000 $ 4,800 $ 8,179 $12,979 $51,821 
12/31/2012 rariss 51,821 4,146 8,833 12,979 42,988 
T2/B 1/2013! erya 42,988 3,439 9,540 12,979 33,448 
12/31/2014 oo ee ewes 33,448 2,676 10,303 12,979 23,145 
12/31/2015: 03.5 50.008 23,145 1,852 11,127 12,979 12,018 
12/31/2016 ......... 12,018 961 12,018 12,979 0 





$17,874 $60,000 $77,874 








3 A capital lease meets any one or more of four criteria: (1) transfers title of leased asset to lessee, (2) contains a bar- 
gain purchase option, (3) has a lease term that is 75% or more of the leased asset’s useful life, or (4) has a present value 
of lease payments that is 90% or more of the leased asset’s market value. 

4 Most lessees try to keep leased assets and lease liabilities off their balance sheets by failing to meet any one of the 
four criteria of a capital lease. This is because a lease liability increases a company’s total liabilities, making it more 
difficult to obtain additional financing. The acquisition of assets without reporting any related liabilities (or other asset 
outflows) on the balance sheet is called off-balance-sheet financing. 
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Assets = Liabilities + Equity 
+60,000 +60,000 


Point: Home Depot reports “certain 
locations ... are leased under capital leases.” 
The net present value of this Lease 
Liability is about $400 million. 


Assets = Liabilities + Equity 
— 10,000 — 10,000 


Assets = Liabilities + Equity 
=12;979 =8,179 —4,800 
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Point: Fringe benefits are often 40% 
or more of salaries and wages, and 
pension benefits make up nearly 15% 
of fringe benefits. 


Point: Two types of pension plans are 
(1) defined benefit plan—the retirement 
benefit is defined and the employer 
estimates the contribution necessary to 
pay these benefits—and (2) defined contri- 
bution plan—the pension contribution is 
defined and the employer and/or em- 
ployee contributes amounts specified in 


Chapter 14 Long-Term Liabilities 


Pension Liabilities A pension plan is a contractual agreement between an employer and its em- 
ployees for the employer to provide benefits (payments) to employees after they retire. Most employers 
pay the full cost of the pension, but sometimes employees pay part of the cost. An employer records its 
payment into a pension plan with a debit to Pension Expense and a credit to Cash. A plan administrator 
receives payments from the employer, invests them in pension assets, and makes benefit payments to 
pension recipients (retired employees). Insurance and trust companies often serve as pension plan 
administrators. 

Many pensions are known as defined benefit plans that define future benefits; the employer’s contribu- 
tions vary, depending on assumptions about future pension assets and liabilities. Several disclosures are 
necessary in this case. Specifically, a pension liability is reported when the accumulated benefit obligation 
is more than the plan assets, a so-called underfunded plan. The accumulated benefit obligation is the 
present value of promised future pension payments to retirees. Plan assets refer to the market value of 
assets the plan administrator holds. A pension asset is reported when the accumulated benefit obligation is 
less than the plan assets, a so-called overfunded plan. An employer reports pension expense when it re- 
ceives the benefits from the employees’ services, which is sometimes decades before it pays pension 
benefits to employees. (Other Postretirement Benefits refer to nonpension benefits such as health care and 
life insurance benefits. Similar to a pension, costs of these benefits are estimated and liabilities accrued 


the pension agreement. when the employees earn them.) 


Summary 


C1 Explain the types and payment patterns of notes. Notes re- 

paid over a period of time are called installment notes and usu- 
ally follow one of two payment patterns: (1) decreasing payments of 
interest plus equal amounts of principal or (2) equal total payments. 
Mortgage notes also are common. 


C24 Explain and compute the present value of an amount(s) to 
be paid at a future date(s). The basic concept of present value 
is that an amount of cash to be paid or received in the future is worth 
less than the same amount of cash to be paid or received today. An- 
other important present value concept is that interest is compounded, 
meaning interest is added to the balance and used to determine interest 
for succeeding periods. An annuity is a series of equal payments oc- 
curring at equal time intervals. An annuity’s present value can be com- 
puted using the present value table for an annuity (or a calculator). 


¢3 Describe interest accrual when bond payment periods 

differ from accounting periods. Issuers and buyers of debt 
record the interest accrued when issue dates or accounting periods 
do not coincide with debt payment dates. 


C 4P Describe accounting for leases and pensions. A lease is a 
rental agreement between the lessor and the lessee. When the 
lessor retains the risks and rewards of asset ownership (an operating 
lease), the lessee debits Rent Expense and credits Cash for its lease 
payments. When the lessor substantially transfers the risks and re- 
wards of asset ownership to the lessee (a capital lease), the lessee 
capitalizes the leased asset and records a lease liability. Pension 
agreements can result in either pension assets or pension liabilities. 


M Compare bond financing with stock financing. Bond 
financing is used to fund business activities. Advantages of 

bond financing versus stock include (1) no effect on owner control, 

(2) tax savings, and (3) increased earnings due to financial leverage. 

Disadvantages include (1) interest and principal payments and 

(2) amplification of poor performance. 


A2 Assess debt features and their implications. Certain bonds 
are secured by the issuer’s assets; other bonds, called deben- 
tures, are unsecured. Serial bonds mature at different points in time; 


term bonds mature at one time. Registered bonds have each bond- 
holder’s name recorded by the issuer; bearer bonds are payable to the 
holder. Convertible bonds are exchangeable for shares of the issuer’s 
stock. Callable bonds can be retired by the issuer at a set price. Debt 
features alter the risk of loss for creditors. 


A3 Compute the debt-to-equity ratio and explain its use. Both 
creditors and equity holders are concerned about the relation 
between the amount of liabilities and the amount of equity. A compa- 
ny’s financing structure is at less risk when the debt-to-equity ratio is 
lower, as liabilities must be paid and usually with periodic interest. 


P1 Prepare entries to record bond issuance and interest 

expense. When bonds are issued at par, Cash is debited and 
Bonds Payable is credited for the bonds’ par value. At bond interest 
payment dates (usually semiannual), Bond Interest Expense is deb- 
ited and Cash credited—the latter for an amount equal to the bond 
par value multiplied by the bond contract rate. 


Compute and record amortization of bond discount. Bonds 

are issued at a discount when the contract rate is less than the 
market rate, making the issue (selling) price less than par. When this 
occurs, the issuer records a credit to Bonds Payable (at par) and 
debits both Discount on Bonds Payable and Cash. The amount of 
bond interest expense assigned to each period is computed using 
either the straight-line or effective interest method. 


P3 Compute and record amortization of bond premium. 
Bonds are issued at a premium when the contract rate is higher 
than the market rate, making the issue (selling) price greater than 
par. When this occurs, the issuer records a debit to Cash and credits 
both Premium on Bonds Payable and Bonds Payable (at par). The 
amount of bond interest expense assigned to each period is com- 
puted using either the straight-line or effective interest method. 
The Premium on Bonds Payable is allocated to reduce bond interest 
expense over the life of the bonds. 


P Record the retirement of bonds. Bonds are retired at matu- 
rity with a debit to Bonds Payable and a credit to Cash at 
par value. The issuer can retire the bonds early by exercising a call 


option or purchasing them in the market. Bondholders can also re- 
tire bonds early by exercising a conversion feature on convertible 
bonds. The issuer recognizes a gain or loss for the difference be- 
tween the amount paid and the bond carrying value. 


P5 Prepare entries to account for notes. Interest is allocated 
to each period in a note’s life by multiplying its beginning- 


Guidance Answers to Decision Maker 


Entrepreneur This is a “present value” question. The market in- 
terest rate (10%) and present value ($3,000) are known, but the pay- 
ment required two years later is unknown. This amount ($3,630) can 
be computed as $3,000 X 1.10 X 1.10. Thus, the sale price is $3,630 
when no payments are received for two years. The $3,630 received 
two years from today is equivalent to $3,000 cash today. 


Bond Investor The debt-to-equity ratio for the first company is 


0.2 ($350,000/$1,750,000) and for the second company is 1.2 
($1,200,000/$1,000,000), suggesting that the financing structure of 


Guidance Answers to Quick Checks 


T 2011 
Jan. | CaM E E E Oe 10,000 
BondsiPaya ble me A 10,000 
June 30 Bond Interest Expense ................. 450 
CEN cnssoocenopunaintsouvcdooas 450 


2. Multiply the bond’s par value by its contract rate of interest. 

3. Bonds sell at a premium when the contract rate exceeds the 
market rate and the purchasers pay more than their par value. 

4. The bonds are issued at a discount, meaning that issue price is 
less than par value. A discount occurs because the bond contract 
rate (6%) is less than the market rate (8%). 


Cash 
Discount on Bonds Payable ................... 8,107 


BondsiRayable fants tee enn enn: 100,000 


6. $3,811 (total bond interest expense of $38,107 divided by 
10 periods; or the $3,000 semiannual cash payment plus the 
$8,107 discount divided by 10 periods). 

7. The bonds are issued at a premium, meaning issue price is 
higher than par value. A premium occurs because the bonds’ 
contract rate (16%) is higher than the market rate (14%). 

8. (b) For each semiannual period: $10,592/20 periods = $530 
premium amortization. a 
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period carrying value by its market rate at issuance. If a note is 
repaid with equal payments, the payment amount is computed by 
dividing the borrowed amount by the present value of an annuity 
factor (taken from a present value table) using the market rate and 
the number of payments. 


n 


) 


the second company is more risky than that of the first company. 
Consequently, as a buyer of unsecured debenture bonds, you prefer 
the first company (all else equal). 


Bond Rater Bonds with longer repayment periods (life) have 
higher risk. Also, bonds issued by companies in financial difficulties 
or facing higher than normal uncertainties have higher risk. More- 
over, companies with higher than normal debt and large fluctuations 
in earnings are considered of higher risk. Discount bonds are more 


risky on one or more of these factors. 
$100,000 


9,532* $109,532 


Bonds payable, 16%, due 12/31/2020 ......... 


Plus premium on bonds payable ............ 


* Original premium balance of $10,592 less $530 and $530 amortized on 6/30/2011 
and 12/31/2011, respectively. 

10. $9,375 loss, computed as the difference between the repurchase 
price of $256,250 [50% of ($500,000 x 102.5%)] and the car- 
rying value of $246,875 (50% of $493,750). 

11. (c) 

12. The interest portion of an installment payment equals the peri- 
od’s beginning loan balance multiplied by the market interest 
rate at the time of the note’s issuance. 

13. On the balance sheet, the account balances of the related liabil- 
ity (note payable) and asset (cash) accounts are decreased. On 
the income statement, interest expense is recorded. 

14. (c), computed as 3.3121 X $1,000 = $3,312. 

15. The option of paying $10,000 after one year has a lower present 
value. It postpones paying the first $5,000 by six months. More 
generally, the present value of a further delayed payment is 
always lower than a less delayed payment. 

16. (a) Reflects payment of accrued interest recorded back on 
May 1; $500,000 X 9% X %2 = $15,000. 


Key Terms mhhe.com/wildFAP20e 


Annuity (p. 571) 
Bearer bonds (p. 566) 
Bond (p. 552) 


Bond certificate (p. 554) 
Bond indenture (p. 554) 
Callable bonds (p. 566) 


Capital leases (p. 577) 
Carrying (book) value of bonds (p. 556) 
Contract rate (p. 555) 
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Convertible bonds (p. 566) 
Coupon bonds (p. 566) 
Debt-to-equity ratio (p. 567) 
Discount on bonds payable (p. 555) 
Effective interest method (p. 572) 
Fair value option (p. 565) 
Installment note (p. 562) 

Lease (p. 576) 


Market rate (p. 555) 

Mortgage (p. 564) 
Off-balance-sheet financing (p. 577) 
Operating leases (p. 576) 

Par value of a bond (p. 552) 
Pension plan (p. 578) 


Secured bonds (p. 566) 

Serial bonds (p. 566) 

Sinking fund bonds (p. 566) 
Straight-line bond amortization (p. 556) 
Term bonds (p. 566) 

Unsecured bonds (p. 566) 

Premium on bonds (p. 558) 

Registered bonds (p. 566) 


mhhe.com/wildFAP20e 


Multiple Choice Quiz 


Answers on p. 593 





Additional Quiz Questions are available at the book’s Website. 


1. A bond traded at 97/4 means that 
a. The bond pays 97%% interest. 
b. The bond trades at $975 per $1,000 bond. 4. 
c. The market rate of interest is below the contract rate of in- 
terest for the bond. 
d. The bonds can be retired at $975 each. 


d. $800,000. 

e. $400,000. 

A company issued 5-year, 5% bonds with a par value of $100,000. 
The company received $95,735 for the bonds. Using the straight- 
line method, the company’s interest expense for the first semian- 
nual interest period is 


e. The bond’s interest rate is 2/2%. a. $2,926.50. 
2. A bondholder that owns a $1,000, 6%, 15-year bond has b. $5,853.00. 
a. The right to receive $1,000 at maturity. c. $2,500.00. 
b. Ownership rights in the bond issuing entity. d. $5,000.00. 
c. The right to receive $60 per month until maturity. e. $9,573.50. 
d. The right to receive $1,900 at maturity. 5. A company issued 8-year, 5% bonds with a par value of 


e. The right to receive $600 per year until maturity. $350,000. The company received proceeds of $373,745. Inter- 





. A company issues 8%, 20-year bonds with a par value of 


$500,000. The current market rate for the bonds is 8%. The 
amount of interest owed to the bondholders for each semiannual 


est is payable semiannually. The amount of premium amortized 
for the first semiannual interest period, assuming straight-line 
bond amortization, is 


interest payment is a. $2,698. 
a. $40,000. b. $23,745. 
b. $0. c. $8,750. 
c. $20,000. d. $9,344. 

e. $1,484. 


B(C,D) Superscript letter B(C, D) denotes assignments based on Appendix 14B (14C, 14D). 
(1) Icon denotes assignments that involve decision making. 


Discussion Questions 


1. What is the main difference between a bond and a share of 8.29 Does the straight-line or effective interest method 
stock? produce an interest expense allocation that yields a constant 
2. What is the main difference between notes payable and bonds rate of interest over a bond’s life? Explain. 
payable? 9.°Why does a company that issues bonds between interest 
3. What is the advantage of issuing bonds instead of obtain- dates collect accrued interest from the bonds’ purchasers? 


ing financing from the company’s owners? 


10. 


4] If you know the par value of bonds, the contract rate, and 


4. What are the duties of a trustee for bondholders? the market rate, how do you compute the bonds’ price? 

5. What is a bond indenture? What provisions are usually included 11. What is the issue price of a $2,000 bond sold at 98/4? What is 
in it? the issue price of a $6,000 bond sold at 1014? 

6. What are the contract rate and the market rate for bonds? 12. Describe the debt-to-equity ratio and explain how creditors and 


N 


: t) What factors affect the market rates for bonds? 


owners would use this ratio to evaluate a company’s risk. 
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13. o What obligation does an entrepreneur (owner) have to in- 17. Refer to the annual report for Apple in Appendix A. 
vestors that purchase bonds to finance the business? For the year ended September 26, 2009, what is its 
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Apple 


14. Refer to Research In Motion’s annual report in Ap- RIM debt-to-equity ratio? What does this ratio tell us? 


pendix A. Is there any indication that RIM has issued 
bonds? lessee? 


18P When can a lease create both an asset and a liability for the 


15. By what amount did Palm’s long-term debt increase Palm 19.PCompare and contrast an operating lease with a capital 


or decrease in 2009? lease. 


16. Refer to the statement of cash flows for Nokia in 
Appendix A. For the year ended December 31, NEII 
2009, what was the amount for repayment of bank loans? 


m connect 








Round dollar amounts to the nearest whole dollar. 








Enter the letter of the description A through H that best fits each term or phrase 1 through 8. 
Records and tracks the bondholders’ names. 

Is unsecured; backed only by the issuer’s credit standing. 

Has varying maturity dates for amounts owed. 

Identifies rights and responsibilities of the issuer and the bondholders. 

Can be exchanged for shares of the issuer’s stock. 

Is unregistered; interest is paid to whoever possesses them. 

Maintains a separate asset account from which bondholders are paid at maturity. 
Pledges specific assets of the issuer as collateral. 

Debenture 5. Sinking fund bond 

Bond indenture 6. Convertible bond 

Bearer bond 7. Secured bond 

Registered bond 8 Serial bond 




















PYNeaTOnMGOOMPD 








20." Describe the two basic types of pension plans. 


QUICK STUDY 


QS 14-1 
Bond features and terminology 


A2 








Alberto Company issues 8%, 10-year bonds with a par value of $350,000 and semiannual interest OS 14-2 

payments. On the issue date, the annual market rate for these bonds is 10%, which implies a selling price Bond computations— 
of 87’. The straight-line method is used to allocate interest expense. straight-line 

1. What are the issuer’s cash proceeds from issuance of these bonds? P1 P2 

2. What total amount of bond interest expense will be recognized over the life of these bonds? 

3. What is the amount of bond interest expense recorded on the first interest payment date? 

Sanchez Company issues 10%, 15-year bonds with a par value of $120,000 and semiannual interest QOS 14-35 


payments. On the issue date, the annual market rate for these bonds is 8%, which implies a selling price of 
117'4. The effective interest method is used to allocate interest expense. 


Bond computations — 
effective interest 





1. What are the issuer’s cash proceeds from issuance of these bonds? P1 P3 

2. What total amount of bond interest expense will be recognized over the life of these bonds? 

3. What amount of bond interest expense is recorded on the first interest payment date? 

Prepare the journal entries for the issuance of the bonds in both QS 14-2 and QS 14-3. Assume that both QS 14-4 


bonds are issued for cash on January 1, 2011. 


Journalize bond issuance P1 





Using the bond details in both QS 14-2 and QS 14-3, confirm that the bonds’ selling prices given in each 
problem are approximately correct. Use the present value tables B.1 and B.3 in Appendix B. 


QS 14-5 
Computing bond price P2 P3 
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QS 14-6 
Recording bond issuance and 
discount amortization P1 P2 


Bellvue Company issues 10%, five-year bonds, on December 31, 2010, with a par value of $100,000 and 
semiannual interest payments. Use the following straight-line bond amortization table and prepare journal 
entries to record (a) the issuance of bonds on December 31, 2010; (b) the first interest payment on 
June 30, 2011; and (c) the second interest payment on December 31, 2011. 
Unamortized Discount 


Semiannual Period-End Carrying Value 


(0) 12/31/2010 ............. $7,360 $92,640 
(1) 6/8.0/2 0) errs er ree 6,624 93,376 
@) IASON cocoosceccoen 5,888 94,112 





QS 14-7 
Bond retirement by call option 


P4 


On July 1, 2011, Jackson Company exercises a $5,000 call option (plus par value) on its outstanding 
bonds that have a carrying value of $208,000 and par value of $200,000. The company exercises the call 
option after the semiannual interest is paid on June 30, 2011. Record the entry to retire the bonds. 





QS 14-8 
Bond retirement by stock 
conversion P4 


On January 1, 2011, the $1,000,000 par value bonds of Gruden Company with a carrying value of 
$1,000,000 are converted to 500,000 shares of $0.50 par value common stock. Record the entry for the 
conversion of the bonds. 





Qs 14-9 
Computing payments for 
an installment note C1 


Valdez Company borrows $170,000 cash from a bank and in return signs an installment note for five 
annual payments of equal amount, with the first payment due one year after the note is signed. Use 
Table B.3 in Appendix B to compute the amount of the annual payment for each of the following annual 
market rates: (a) 4%, (b) 8%, and (c) 12%. 





QS 14-10 
Debt-to-equity ratio 


A 


Compute the debt-to-equity ratio for each of the following companies. Which company appears to have a 
riskier financing structure? Explain. 


Canal Company Sears Company 


$492,000 $ 384,000 
656,000 1,200,000 


Total liabilities ........ 
Total equity .......... 





QS 14-11° 
Issuing bonds between 
interest dates P1 


Kemper Company plans to issue 6% bonds on January 1, 2011, with a par value of $1,000,000. The 
company sells $900,000 of the bonds on January 1, 2011. The remaining $100,000 sells at par on March 1, 
2011. The bonds pay interest semiannually as of June 30 and December 31. Record the entry for the 
March 1 cash sale of bonds. 





QS 14-12? 
Recording operating leases C4 


Lauren Wright, an employee of ETrain.com, leases a car at O’ Hare airport for a three-day business trip. 
The rental cost is $350. Prepare the entry by ETrain.com to record Lauren’s short-term car lease cost. 





QS 14-13° 
Recording capital leases C4 


Juicyfruit, Inc., signs a five-year lease for office equipment with Office Solutions. The present value of the 
lease payments is $20,859. Prepare the journal entry that Juicyfruit records at the inception of this capital 
lease. 





QS 14-14 
International liabilities 
disclosures 


P1 P2 


Vodafone Group Plc reports the following information among its bonds payable as of March 31, 2009 
(pounds in millions). 


Financial Long-Term Liabilities Measured at Amortised Cost 


(£ millions) Nominal (par)Value Carrying Value Fair Value 





4.625% (US dollar 500 million) bond 
due} julys2 Ol Sine e ee nratre ae £350 £392 £315 
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a. What is the par value of the 4.625% bond issuance? What is its book (carrying) value? 
b. Was the 4.625% bond sold at a discount or a premium? Explain. 
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Refer to the information in QS 14-14 for Vodafone Group Plc. The following price quotes (from Yahoo! 
Finance Bond Center) relate to its bonds payable as of late 2009. For example, the price quote indicates 
that the 4.625% bonds have a market price of 98.0 (98.0% of par value), resulting in a yield to maturity 
of 4.899%. 

Contract Rate (coupon) 


Maturity Date Market Rate (YTM) 


4.625% 15-Jul-2018 4.899% 

a. Assuming that the 4.625% bonds were originally issued at par value, what does the market price 
reveal about interest rate changes since bond issuance? (Assume that Vodafone’s credit rating has 
remained the same.) 

b. Does the change in market rates since the issuance of these bonds affect the amount of interest ex- 
pense reported on Vodafone’s income statement? Explain. 

c. How much cash would Vodafone need to pay to repurchase the 4.625% bonds at the quoted market 
price of 98.0? (Assume no interest is owed when the bonds are repurchased.) 

d. Assuming that the 4.625% bonds remain outstanding until maturity, at what market price will the 
bonds sell on the due date in 2018? 


m connect 


Round dollar amounts to the nearest whole dollar. Assume no reversing entries are used. 














On January 1, 2011, Kidman Enterprises issues bonds that have a $1,700,000 par value, mature in 20 years, 
and pay 9% interest semiannually on June 30 and December 31. The bonds are sold at par. 


1. How much interest will Kidman pay (in cash) to the bondholders every six months? 


2. Prepare journal entries to record (a) the issuance of bonds on January 1, 2011; (b) the first interest 
payment on June 30, 2011; and (c) the second interest payment on December 31, 2011. 


3. Prepare the journal entry for issuance assuming the bonds are issued at (a) 98 and (b) 102. 


QS 14-15 
International liabilities 
disclosures and interpretations 


P1 P2 


EXERCISES 


Exercise 14-1 
Recording bond issuance and 
interest 


P1 





Moss issues bonds with a par value of $90,000 on January 1, 2011. The bonds’ annual contract rate is 
8%, and interest is paid semiannually on June 30 and December 31. The bonds mature in three years. 
The annual market rate at the date of issuance is 10%, and the bonds are sold for $85,431. 


1. What is the amount of the discount on these bonds at issuance? 
2. How much total bond interest expense will be recognized over the life of these bonds? 


3. Prepare an amortization table like the one in Exhibit 14.7 for these bonds; use the straight-line method 
to amortize the discount. 


Exercise 14-2 
Straight-line amortization of 
bond discount 


P2 





Welch issues bonds dated January 1, 2011, with a par value of $250,000. The bonds’ annual contract rate is 
9%, and interest is paid semiannually on June 30 and December 31. The bonds mature in three years. The 
annual market rate at the date of issuance is 12%, and the bonds are sold for $231,570. 


1. What is the amount of the discount on these bonds at issuance? 
2. How much total bond interest expense will be recognized over the life of these bonds? 


3. Prepare an amortization table like the one in Exhibit 14B.1 for these bonds; use the effective interest 
method to amortize the discount. 


Exercise 14-38 
Effective interest amortization 
of bond discount 


P2 





Prairie Dunes Co. issues bonds dated January 1, 2011, with a par value of $800,000. The bonds’ annual 
contract rate is 13%, and interest is paid semiannually on June 30 and December 31. The bonds mature in 
three years. The annual market rate at the date of issuance is 12%, and the bonds are sold for $819,700. 


1. What is the amount of the premium on these bonds at issuance? 
2. How much total bond interest expense will be recognized over the life of these bonds? 


3. Prepare an amortization table like the one in Exhibit 14.11 for these bonds; use the straight-line 
method to amortize the premium. 


Exercise 14-4 
Straight-line amortization of 
bond premium 


P3 
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Exercise 14-55 
Effective interest amortization of 
bond premium P3 


Refer to the bond details in Exercise 14-4 and prepare an amortization table like the one in Exhibit 14B.2 
for these bonds using the effective interest method to amortize the premium. 





Exercise 14-6 
Recording bond issuance and 
premium amortization 


P1 P3 


Jobbs Company issues 10%, five-year bonds, on December 31, 2010, with a par value of $100,000 and 
semiannual interest payments. Use the following straight-line bond amortization table and prepare journal 
entries to record (a) the issuance of bonds on December 31, 2010; (b) the first interest payment on June 30, 
2011; and (c) the second interest payment on December 31, 2011. 


Semiannual Period-End Unamortized Premium Carrying Value 


(0) 2/30200 eerr scree $8,111 $108,111 
(6/30/2010 E rence 7,300 107,300 
OY TZT 0E a e 6,489 106,489 





Exercise 14-7 
Recording bond issuance and 
discount amortization 


P1 P2 


Matchbox Company issues 6%, four-year bonds, on December 31, 2011, with a par value of $100,000 and 
semiannual interest payments. Use the following straight-line bond amortization table and prepare journal 
entries to record (a) the issuance of bonds on December 31, 2011; (b) the first interest payment on June 30, 
2012; and (c) the second interest payment on December 31, 2012. 


Semiannual Period-End Unamortized Discount Carrying Value 


(O PP a encsuceseae $6,733 $93,267 
(i ARUP) e e E 5,891 94,109 
OV ILIO e e a vcrasiee 5,049 94,951 





Exercise 14-8 
Recording bond issuance and 
discount amortization 


P1 P2 


Oneil Company issues 5%, two-year bonds, on December 31, 2011, with a par value of $100,000 and semi- 
annual interest payments. Use the following straight-line bond amortization table and prepare journal 
entries to record (a) the issuance of bonds on December 31, 2011; (b) the first through fourth interest pay- 
ments on each June 30 and December 31; and (c) the maturity of the bond on December 31, 2013. 


Semiannual Period-End Unamortized Discount Carrying Value 


(0O22 $6,000 $ 94,000 
(6/30/20 2 PE 4,500 95,500 
(2) 2/31/20 eerie ee ee ee 3,000 97,000 
(3) 6/30/20 3 PEE riyh et: 1,500 98,500 
(4) SIZ 3/2013 error ee re 0 100,000 





Exercise 14-9 
Computing bond interest and 
price; recording bond issuance 


e A 


Check (4) $518,465 


Jester Company issues bonds with a par value of $600,000 on their stated issue date. The bonds mature in 
10 years and pay 6% annual interest in semiannual payments. On the issue date, the annual market rate for 
the bonds is 8%. 


1. What is the amount of each semiannual interest payment for these bonds? 
2. How many semiannual interest payments will be made on these bonds over their life? 


3. Use the interest rates given to determine whether the bonds are issued at par, at a discount, or at a 
premium. 


4. Compute the price of the bonds as of their issue date. 
5. Prepare the journal entry to record the bonds’ issuance. 





Exercise 14-10 
Computing bond interest and 
price; recording bond issuance 


"A 


Metro Company issues bonds with a par value of $75,000 on their stated issue date. The bonds mature in 


five years and pay 10% annual interest in semiannual payments. On the issue date, the annual market rate 
for the bonds is 8%. 


1. What is the amount of each semiannual interest payment for these bonds? 
2. How many semiannual interest payments will be made on these bonds over their life? 


3. Use the interest rates given to determine whether the bonds are issued at par, at a discount, or at a 
premium. 
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4. Compute the price of the bonds as of their issue date. 
5. Prepare the journal entry to record the bonds’ issuance. 
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Check (4) $81,086 





On January 1, 2011, Steadman issues $350,000 of 10%, 15-year bonds at a price of 97%. Six years later, on 

January 1, 2017, Steadman retires 20% of these bonds by buying them on the open market at 104%. All 

interest is accounted for and paid through December 31, 2016, the day before the purchase. The straight- 

line method is used to amortize any bond discount. 

1. How much does the company receive when it issues the bonds on January 1, 2011? 

2. What is the amount of the discount on the bonds at January 1, 2011? 

3. How much amortization of the discount is recorded on the bonds for the entire period from January 1, 
2011, through December 31, 2016? 

4. What is the carrying (book) value of the bonds as of the close of business on December 31, 2016? 
What is the carrying value of the 20% soon-to-be-retired bonds on this same date? 

5. How much did the company pay on January 1, 2017, to purchase the bonds that it retired? 


D 


What is the amount of the recorded gain or loss from retiring the bonds? 
7. Prepare the journal entry to record the bond retirement at January 1, 2017. 


Exercise 14-11 
Bond computations, straight-line 
amortization, and bond 


retirement 
P2 P4 
Check (6) $4,095 loss 





On May 1, 2011, Fellenger Enterprises issues bonds dated January 1, 2011, that have a $1,700,000 par 
value, mature in 20 years, and pay 9% interest semiannually on June 30 and December 31. The bonds are 
sold at par plus four months’ accrued interest. 


1. How much accrued interest do the bond purchasers pay Fellenger on May 1, 2011? 


2. Prepare Fellenger’s journal entries to record (a) the issuance of bonds on May 1, 2011; (b) the first 
interest payment on June 30, 2011; and (c) the second interest payment on December 31, 2011. 


Exercise 14-12¢ 
Recording bond issuance with 
accrued interest 


(4 Pi 


Check (1) $51,000 





Simon issues four-year bonds with a $50,000 par value on June 1, 2011, at a price of $47,974. The annual 

contract rate is 7%, and interest is paid semiannually on November 30 and May 31. 

1. Prepare an amortization table like the one in Exhibit 14.7 for these bonds. Use the straight-line method 
of interest amortization. 


2. Prepare journal entries to record the first two interest payments and to accrue interest as of December 31, 
2011. 


Exercise 14-13 
Straight-line amortization and 
accrued bond interest expense 


P1 P2 





On January 1, 2011, Randa borrows $25,000 cash by signing a four-year, 7% installment note. The note 
requires four equal total payments of accrued interest and principal on December 31 of each year from 
2011 through 2014. 


1. Compute the amount of each of the four equal total payments. 
2. Prepare an amortization table for this installment note like the one in Exhibit 14.14. 


Exercise 14-14 
Installment note with equal 
total payments C1 P5 


Check (1) $7381 





Use the information in Exercise 14-14 to prepare the journal entries for Randa to record the loan on January 1, 
2011, and the four payments from December 31, 2011, through December 31, 2014. 


Exercise 14-15 
Installment note entries P) 





Ramirez Company is considering a project that will require a $500,000 loan. It presently has total liabilities 
of $220,000, and total assets of $620,000. 


1. Compute Ramirez’s (a) present debt-to-equity ratio and (b) the debt-to-equity ratio assuming it bor- 
rows $500,000 to fund the project. 


2. Evaluate and discuss the level of risk involved if Ramirez borrows the funds to pursue the project. 


Exercise 14-16 
Applying debt-to-equity ratio 


3 @ 





Indicate whether the company in each separate case | through 3 has entered into an operating lease or a 

capital lease. 

1. The present value of the lease payments is 95% of the leased asset’s market value, and the lease term 
is 70% of the leased asset’s useful life. 

2. The title is transferred to the lessee, the lessee can purchase the asset for $1 at the end of the lease, and 
the lease term is five years. The leased asset has an expected useful life of six years. 

3. The lessor retains title to the asset, and the lease term is three years on an asset that has a five-year 
useful life. 


Exercise 14-17° 
Identifying capital and 
operating leases 


C4 
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Exercise 14-18° 
Accounting for capital lease 


(4 


Flyer (lessee) signs a five-year capital lease for office equipment with a $20,000 annual lease payment. The 
present value of the five annual lease payments is $82,000, based on a 7% interest rate. 


1. Prepare the journal entry Flyer will record at inception of the lease. 


2. If the leased asset has a five-year useful life with no salvage value, prepare the journal entry Flyer will 
record each year to recognize depreciation expense related to the leased asset. 





Exercise 14-19" 
Analyzing lease options 


(2 C3 (4 


General Motors advertised three alternatives for a 25-month lease on a new Blazer: (1) zero dollars down 
and a lease payment of $1,750 per month for 25 months, (2) $5,000 down and $1,500 per month for 
25 months, or (3) $38,500 down and no payments for 25 months. Use the present value Table B.3 in Ap- 
pendix B to determine which is the best alternative (assume you have enough cash to accept any alternative 
and the annual interest rate is 12% compounded monthly). 





Exercise 14-20 
Accounting for long-term 
liabilities under IFRS 


P1 P2 P3 


PROBLEM SET A 


Problem 14-1A 
Computing bond price and 
recording issuance 


P1 P2 P3 


Check (1) Premium, $2,718 


(3) Discount, $2,294 


Heineken N.Y. reports the following information for its Loans and Borrowings as of December 31, 2008, 
including proceeds and repayments for the year ended December 31, 2008 (euros in millions). 


Loans and borrowings (noncurrent liabilities) 


Loans and borrowings, December 31,2008 .................... € 9,084 
Proceeds (cash) from issuances of loans and borrowings ......... 6,361 
Repayments (in cash) of loans and borrowings ................. (2,532) 


1. Prepare Heineken’s journal entry to record its cash proceeds from issuances of its loans and borrow- 
ings for 2008. Assume that the par value of these issuances is €6,000. 


2. Prepare Heineken’s journal entry to record its cash repayments of its loans and borrowings for 2008. 
Assume that the par value of these issuances is €2,400, and the premium on them is €32. 


3. Compute the discount or premium on its loans and borrowings as of December 31, 2008, assuming 
that the par value of these liabilities is €9,000. 


4. Given the facts in part 3 and viewing the entirety of loans and borrowings as one issuance, was the 
contract rate on these loans and borrowings higher or lower than the market rate at the time of issu- 
ance? Explain. (Assume that Heineken’s credit rating has remained the same.) 


m connect’ 


Round dollar amounts to the nearest whole dollar. Assume no reversing entries are used. 














Stowers Research issues bonds dated January 1, 2011, that pay interest semiannually on June 30 and December 
31. The bonds have a $20,000 par value and an annual contract rate of 10%, and they mature in 10 years. 


Required 

For each of the following three separate situations, (a) determine the bonds’ issue price on January 1, 
2011, and (b) prepare the journal entry to record their issuance. 

1. The market rate at the date of issuance is 8%. 

2. The market rate at the date of issuance is 10%. 

3. The market rate at the date of issuance is 12%. 





Problem 14-2A 
Straight-line amortization of 
bond discount 


P1 P2 
eXcel 
mhhe.com/wildFAP20e 


Check (3) $2,071,776 


(4) 12/31/2012 carrying 
value, $1,764,460 


Heathrow issues $2,000,000 of 6%, 15-year bonds dated January 1, 2011, that pay interest semiannually 
on June 30 and December 31. The bonds are issued at a price of $1,728,224. 


Required 
1. Prepare the January 1, 2011, journal entry to record the bonds’ issuance. 


2. For each semiannual period, compute (a) the cash payment, (b) the straight-line discount amortization, 
and (c) the bond interest expense. 


3. Determine the total bond interest expense to be recognized over the bonds’ life. 


A 


Prepare the first two years of an amortization table like Exhibit 14.7 using the straight-line method. 
5. Prepare the journal entries to record the first two interest payments. 
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Refer to the bond details in Problem 14-2A, except assume that the bonds are issued at a price of 
$2,447,990. 


Required 


1. Prepare the January 1, 2011, journal entry to record the bonds’ issuance. 


2. For each semiannual period, compute (a) the cash payment, (b) the straight-line premium amortiza- 
tion, and (c) the bond interest expense. 


3. Determine the total bond interest expense to be recognized over the bonds’ life. 
4. Prepare the first two years of an amortization table like Exhibit 14.7 using the straight-line method. 
5. Prepare the journal entries to record the first two interest payments. 


Problem 14-3A 
Straight-line amortization of 
bond premium 


P1 P3 


Check (3) $1,352,010 
(4) 12/31/2012 carrying 


value, $2,388,258 





Saturn issues 6.5%, five-year bonds dated January 1, 2011, with a $500,000 par value. The bonds pay in- 
terest on June 30 and December 31 and are issued at a price of $510,666. The annual market rate is 6% on 
the issue date. 


Required 

1. Calculate the total bond interest expense over the bonds’ life. 

2. Prepare a straight-line amortization table like Exhibit 14.11 for the bonds’ life. 
3. Prepare the journal entries to record the first two interest payments. 


Problem 14-4A 
Straight-line amortization of 
bond premium 


mhhe.com/wildFAP20e 
Check (2) 6/30/2013 carrying 


value, $505,331 





Refer to the bond details in Problem 14-4A. 


Required 

1. Compute the total bond interest expense over the bonds’ life. 

2. Prepare an effective interest amortization table like the one in Exhibit 14B.2 for the bonds’ life. 
3. Prepare the journal entries to record the first two interest payments. 
4 


. Use the market rate at issuance to compute the present value of the remaining cash flows for these 
bonds as of December 31, 2013. Compare your answer with the amount shown on the amortization 
table as the balance for that date (from part 2) and explain your findings. 


Problem 14-5A® 
Effective interest amortization of 
bond premium; computing bond 


price P1 P3 


Check (2) 6/30/2013 carrying 


value, $505,728 


(4) $504,653 





Patton issues $650,000 of 5%, four-year bonds dated January 1, 2011, that pay interest semiannually on 
June 30 and December 31. They are issued at $584,361 and their market rate is 8% at the issue date. 


Required 
1. Prepare the January 1, 2011, journal entry to record the bonds’ issuance. 
2. Determine the total bond interest expense to be recognized over the bonds’ life. 


3. Prepare a straight-line amortization table like the one in Exhibit 14.7 for the bonds’ first two years. 
4. Prepare the journal entries to record the first two interest payments. 


Analysis Component 


5. Assume the market rate on January 1, 2011, is 4% instead of 8%. Without providing numbers, describe 
how this change affects the amounts reported on Patton’s financial statements. 


Problem 14-6A 
Straight-line amortization of 
bond discount 


P1 P2 
Check (2) $195,639 


(3) 12/31/2012 carrying 
value, $617,181 





Refer to the bond details in Problem 14-6A. 


Required 
1. Prepare the January 1, 2011, journal entry to record the bonds’ issuance. 
2. Determine the total bond interest expense to be recognized over the bonds’ life. 


3. Prepare an effective interest amortization table like the one in Exhibit 14B.1 for the bonds’ first two 
years. 


4. Prepare the journal entries to record the first two interest payments. 


Problem 14-7A® 
Effective interest amortization of 


bond discount P1 P2 


Check (2) $195,639 
(3) 12/31/2012 carrying 


value, $614,614 


eXcel 


mhhe.com/wildFAP20e 
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Problem 14-8A® 
Effective interest amortization of 
bond premium; retiring bonds 


P1 P3 P4 


Check (3) 6/30/2012 carrying 


value, $91,224 
(5) $2,635 gain 


eXcel 


mhhe.com/wildFAP20e 


McFad issues $90,000 of 11%, three-year bonds dated January 1, 2011, that pay interest semiannually on 
June 30 and December 31. They are issued at $92,283. Their market rate is 10% at the issue date. 
Required 

. Prepare the January 1, 2011, journal entry to record the bonds’ issuance. 

. Determine the total bond interest expense to be recognized over the bonds’ life. 


1 
2 
3. Prepare an effective interest amortization table like Exhibit 14B.2 for the bonds’ first two years. 
4. Prepare the journal entries to record the first two interest payments. 

5 


. Prepare the journal entry to record the bonds’ retirement on January 1, 2013, at 98. 


Analysis Component 


6. Assume that the market rate on January 1, 2011, is 12% instead of 10%. Without presenting numbers, 
describe how this change affects the amounts reported on McFad’s financial statements. 





Problem 14-9A 
Installment notes 


Ci P5 


Check (2) 10/31/2015 ending 


balance, $92,759 


On November 1, 2011, Leetch Ltd. borrows $400,000 cash from a bank by signing a five-year installment 
note bearing 8% interest. The note requires equal total payments each year on October 31. 


Required 
1. Compute the total amount of each installment payment. 
2. Complete an amortization table for this installment note similar to the one in Exhibit 14.14. 


3. Prepare the journal entries in which Leetch records (a) accrued interest as of December 31, 2011 
(the end of its annual reporting period), and (b) the first annual payment on the note. 





Problem 14-10A 
Applying the debt-to-equity ratio 


iA 


At the end of the current year, the following information is available for both Kumar Company and 


Asher Company. 
Kumar Company Asher Company 
Total assets .......... $2,254,500 $1,123,500 
Total liabilities ........ 904,500 598,500 
Total equity .......... 1,350,000 525,000 
Required 


1. Compute the debt-to-equity ratios for both companies. 
2. Comment on your results and discuss the riskiness of each company’s financing structure. 





Problem 14-11A° 
Capital lease accounting 


C4 


Check (1) $79,854 


(3) Year 3 ending balance, 
$35,664 





Montana Company signs a five-year capital lease with Elway Company for office equipment. The annual 
lease payment is $20,000, and the interest rate is 8%. 


Required 

1. Compute the present value of Montana’s five-year lease payments. 

2. Prepare the journal entry to record Montana’s capital lease at its inception. 

3. Complete a lease payment schedule for the five years of the lease with the following headings. Assume 
that the beginning balance of the lease liability (present value of lease payments) is $79,854. (Hint: To find 
the amount allocated to interest in year 1, multiply the interest rate by the beginning-of-year lease liability. 
The amount of the annual lease payment not allocated to interest is allocated to principal. Reduce the lease 
liability by the amount allocated to principal to update the lease liability at each year-end.) 


Beginning 
Balance of 
Lease 
Liability 


Ending 
Balance of 
Lease 
Liability 


Cash 
Lease 
Payment 


Reduction of 
Lease 
Liability 


Interest on 
Lease 
Liability 


Period 


Ending 
Date 


4. Use straight-line depreciation and prepare the journal entry to depreciate the leased asset at the end of 
year 1. Assume zero salvage value and a five-year life for the office equipment. 
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Round dollar amounts to the nearest whole dollar. Assume no reversing entries are used. 








Sedona Systems issues bonds dated January 1, 2011, that pay interest semiannually on June 30 and 
December 31. The bonds have a $45,000 par value and an annual contract rate of 12%, and they mature in 
five years. 


Required 

For each of the following three separate situations, (a) determine the bonds’ issue price on January 1, 
2011, and (b) prepare the journal entry to record their issuance. 

1. The market rate at the date of issuance is 10%. 

2. The market rate at the date of issuance is 12%. 

3. The market rate at the date of issuance is 14%. 
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PROBLEM SET B 


Problem 14-1B 
Computing bond price and 
recording issuance 


P1 P2 P3 


Check (1) Premium, $3,475 


(3) Discount, $3,162 





ParFour issues $1,700,000 of 10%, 10-year bonds dated January 1, 2011, that pay interest semiannually 
on June 30 and December 31. The bonds are issued at a price of $1,505,001. 


Required 
1. Prepare the January 1, 2011, journal entry to record the bonds’ issuance. 


2. For each semiannual period, compute (a) the cash payment, (b) the straight-line discount amortization, 
and (c) the bond interest expense. 


3. Determine the total bond interest expense to be recognized over the bonds’ life. 
4. Prepare the first two years of an amortization table like Exhibit 14.7 using the straight-line method. 
5. Prepare the journal entries to record the first two interest payments. 


Problem 14-2B 
Straight-line amortization of 
bond discount 


P1 P2 


Check (3) $1,894,999 
(4) 6/30/2012 carrying 


value, $1,534,251 





Refer to the bond details in Problem 14-2B, except assume that the bonds are issued at a price of 
$2,096,466. 


Required 
1. Prepare the January 1, 2011, journal entry to record the bonds’ issuance. 


2. For each semiannual period, compute (a) the cash payment, (b) the straight-line premium amortiza- 
tion, and (c) the bond interest expense. 


3. Determine the total bond interest expense to be recognized over the bonds’ life. 
4. Prepare the first two years of an amortization table like Exhibit 14.7 using the straight-line method. 
5. Prepare the journal entries to record the first two interest payments. 


Problem 14-3B 
Straight-line amortization of 
bond premium 


P1 P3 
Check (3) $1,303,534 
(4) 6/30/2012 carrying value, 
$2,036,997 





Zooba Company issues 9%, five-year bonds dated January 1, 2011, with a $160,000 par value. The bonds 
pay interest on June 30 and December 31 and are issued at a price of $166,494. Their annual market rate 
is 8% on the issue date. 


Required 
1. Calculate the total bond interest expense over the bonds’ life. 


2. Prepare a straight-line amortization table like Exhibit 14.11 for the bonds’ life. 
3. Prepare the journal entries to record the first two interest payments. 


Problem 14-4B 
Straight-line amortization of 
bond premium 


P1 P3 


Check (2) 6/30/2013 carrying 


value, $163,249 





Refer to the bond details in Problem 14-4B. 


Required 

1. Compute the total bond interest expense over the bonds’ life. 

2. Prepare an effective interest amortization table like the one in Exhibit 14B.2 for the bonds’ life. 
3. Prepare the journal entries to record the first two interest payments. 
4 


- Use the market rate at issuance to compute the present value of the remaining cash flows for these 
bonds as of December 31, 2013. Compare your answer with the amount shown on the amortization 
table as the balance for that date (from part 2) and explain your findings. 


Problem 14-5B® 
Effective interest amortization of 
bond premium; computing bond 


price P1 P3 


Check (2) 6/30/2013 carrying 


value, $163,568 


(4) $162,903 
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Problem 14-6B 
Straight-line amortization of 
bond discount 


PI P2 


Check (2) $128,753 
(3) 6/30/2012 carrying 


value, $101,323 


Roney issues $120,000 of 6%, 15-year bonds dated January 1, 2011, that pay interest semiannually on 
June 30 and December 31. They are issued at $99,247, and their market rate is 8% at the issue date. 


Required 

1. Prepare the January 1, 2011, journal entry to record the bonds’ issuance. 

2. Determine the total bond interest expense to be recognized over the life of the bonds. 

3. Prepare a straight-line amortization table like the one in Exhibit 14.7 for the bonds’ first two years. 
4. Prepare the journal entries to record the first two interest payments. 





Problem 14-7B® 
Effective interest amortization of 
bond discount 


P1 z: A 


Check (2) $128,753; 
(3) 6/30/2012 carrying 


value, $100,402 


Refer to the bond details in Problem 14-6B. 


Required 
1. Prepare the January 1, 2011, journal entry to record the bonds’ issuance. 
2. Determine the total bond interest expense to be recognized over the bonds’ life. 


3. Prepare an effective interest amortization table like the one in Exhibit 14B.1 for the bonds’ first two 
years. 


4. Prepare the journal entries to record the first two interest payments. 





Problem 14-8B® 
Effective interest amortization of 
bond premium; retiring bonds 


Pi P3 Pd ge 
Check (3) 6/30/2012 carrying value, 
$958,406 
(5) $6,174 loss 


Hutton issues $900,000 of 13%, four-year bonds dated January 1, 2011, that pay interest semiannually on 
June 30 and December 31. They are issued at $987,217, and their market rate is 10% at the issue date. 


Required 
1. Prepare the January 1, 2011, journal entry to record the bonds’ issuance. 
2. Determine the total bond interest expense to be recognized over the bonds’ life. 


3. Prepare an effective interest amortization table like the one in Exhibit 14B.2 for the bonds’ first two 
years. 


4. Prepare the journal entries to record the first two interest payments. 
5. Prepare the journal entry to record the bonds’ retirement on January 1, 2013, at 106. 


Analysis Component 


6. Assume that the market rate on January 1, 2011, is 14% instead of 10%. Without presenting numbers, 
describe how this change affects the amounts reported on Hutton’s financial statements. 





Problem 14-9B 
Installment notes 


Ci P5 


Check (2) 9/30/2013 ending 


balance, $109,673 


On October 1, 2011, Milan Enterprises borrows $300,000 cash from a bank by signing a three-year install- 
ment note bearing 10% interest. The note requires equal total payments each year on September 30. 


Required 
1. Compute the total amount of each installment payment. 
2. Complete an amortization table for this installment note similar to the one in Exhibit 14.14. 


3. Prepare the journal entries to record (a) accrued interest as of December 31, 2011 (the end of its 
annual reporting period) and (b) the first annual payment on the note. 





Problem 14-10B 
Applying the debt-to-equity ratio 


ce i | 


At the end of the current year, the following information is available for both West Elm Company and 
East Park Company. 


West Elm Company East Park Company 


Total assets .......... $396,396 $1,650,000 
Total liabilities ........ 178,596 1,237,500 
Total equity .......... 217,800 412,500 


Required 
1. Compute the debt-to-equity ratios for both companies. 


2. Comment on your results and discuss what they imply about the relative riskiness of these 
companies. 
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Preston Company signs a five-year capital lease with Starbuck Company for office equipment. The annual Problem 14-11B° 


lease payment is $10,000, and the interest rate is 10%. Capital lease accounting 

Required C4 

1. Compute the present value of Preston’s lease payments. Check (1) $37,908 

2. Prepare the journal entry to record Preston’s capital lease at its inception. 

3. Complete a lease payment schedule for the five years of the lease with the following headings. As- (3) Year 3 ending balance, 
sume that the beginning balance of the lease liability (present value of lease payments) is $37,908. $17,356 


(Hint: To find the amount allocated to interest in year 1, multiply the interest rate by the beginning-of- 
year lease liability. The amount of the annual lease payment not allocated to interest is allocated to 
principal. Reduce the lease liability by the amount allocated to principal to update the lease liability at 
each year-end.) 


Beginning Ending 
Period Balance of Interest on Reduction of Cash Balance of 


Ending Lease Lease Lease Lease Lease 
Date Liability Liability Liability Payment Liability 





4. Use straight-line depreciation and prepare the journal entry to depreciate the leased asset at the end of 
year 1. Assume zero salvage value and a five-year life for the office equipment. 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter SERIAL PROBLEM 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to Business Solutions 
use the Working Papers that accompany the book.) AL A3 


SP 14 Santana Rey has consulted with her local banker and is considering financing an expansion of her 
business by obtaining a long-term bank loan. Selected account balances at March 31, 2012, for Business 
Solutions follow. 


Total assets ........ $120,268 Total liabilities....... $875 Total equity ....... $119,393 


Required 


1. The bank has offered a long-term secured note to Business Solutions. The bank’s loan procedures re- Check (1) $94,639 
quire that a client’s debt-to-equity ratio not exceed 0.8. As of March 31, 2012, what is the maximum 
amount that Business Solutions could borrow from this bank (rounded to nearest dollar)? 

2. If Business Solutions borrows the maximum amount allowed from the bank, what percentage of assets 
would be financed (a) by debt and (b) by equity? 

3. What are some factors Santana Rey should consider before borrowing the funds? 


Beyond the Numbers 


BTN 14-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. REPORTING IN 
1. Identify the items, if any, that make up RIM’s long-term debt as reported on its balance sheet at ACTION 


February 27, 2010. AV A2 
2. Assume that RIM has $402,000 thousand in convertible debentures that carry a 2.25% contract rate of = 
interest. How much annual cash interest must be paid on those convertible debentures? RIM 


3. How much cash did it generate from issuance of debt for the year-ended February 27, 2010? How 
much cash did it use for repayments of debt for that same year? 





Fast Forward 


4. Access Research In Motion’s financial statements for the years ending after February 27, 2010, from 
its Website (RIM.com) or the SEC’s EDGAR database (Www.sSEC.gov). Has it issued additional long- 
term debt since the year-end February 27, 2010? If yes, identify the amount(s). 
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COMPARATIVE BTN 14-2 Key figures for Research In Motion and Apple follow. 
LIS Research In Motion Apple 
A3 t) Current Prior Current Prior 
($ millions) Year Year Year Year 
RIM 
Total assets ........... $10,204 $8,101 $47,501 $36,171 
Apple Total liabilities ......... 2,602 2,227 15,861 13,874 
Total equity ........... 7,603 5,874 31,640 22,297 
Required 
1. Compute the debt-to-equity ratios for Research In Motion and Apple for both the current year and the 
prior year. 
2. Use the ratios you computed in part 1 to determine which company’s financing structure is least risky. 
Assume an industry average of 0.64 for debt-to-equity. 
ETHICS BTN 14-3 Holly County needs a new county government building that would cost $24 million. The 
CHALLENGE politicians feel that voters will not approve a municipal bond issue to fund the building since it would in- 


(4 A 


crease taxes. They opt to have a state bank issue $24 million of tax-exempt securities to pay for the build- 
ing construction. The county then will make yearly lease payments (of principal and interest) to repay the 
obligation. Unlike conventional municipal bonds, the lease payments are not binding obligations on the 
county and, therefore, require no voter approval. 


Required 


1. Do you think the actions of the politicians and the bankers in this situation are ethical? 


2. How do the tax-exempt securities used to pay for the building compare in risk to a conventional 
municipal bond issued by Holly County? 





COMMUNICATING 
IN PRACTICE 
P3 


BTN 14-4 Your business associate mentions that she is considering investing in corporate bonds cur- 
rently selling at a premium. She says that since the bonds are selling at a premium, they are highly valued 
and her investment will yield more than the going rate of return for the risk involved. Reply with a memo- 
randum to confirm or correct your associate’s interpretation of premium bonds. 





TAKING IT TO 
THE NET 


K @ 


BTN 14-5 Access the March 25, 2010, filing of the 10-K report of Home Depot for the year ended 
January 31, 2010, from www.sEC.gov (Ticker: HD). Refer to Home Depot’s balance sheet, including its 
note 4 (on debt). 


Required 

1. Identify Home Depot’s long-term liabilities and the amounts for those liabilities from Home Depot’s 
balance sheet at January 31, 2010. 

2. Review Home Depot’s note 5. The note reports that as of January 31, 2010, it had $2.96 billion of 
“5.875% Senior Notes; due December 16, 2036; interest payable semiannually on June 16 and Decem- 
ber 16.” These notes have a face value of $3.0 billion and were originally issued at $2.958 billion. 

a. Why would Home Depot issue $3.0 billion of its notes for only $2.958 billion? 
b. How much cash interest must Home Depot pay each June 16 and December 16 on these notes? 





TEAMWORK IN 
ACTION 


P2 A 


BTN 14-6ë Break into teams and complete the following requirements related to effective interest 

amortization for a premium bond. 

1. Each team member is to independently prepare a blank table with proper headings for amortization of 
a bond premium. When all have finished, compare tables and ensure that all are in agreement. 


Parts 2 and 3 require use of these facts: On January 1, 2010, Caleb issues $100,000, 9%, five-year bonds at 

104.1. The market rate at issuance is 8%. Caleb pays interest semiannually on June 30 and December 31. 

2. In rotation, each team member must explain how to complete one line of the bond amortization table, 
including all computations for his or her line. (Round amounts to the nearest dollar.) All members are 
to fill in their tables during this process. You need not finish the table; stop after all members have 
explained a line. 
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3. In rotation, each team member is to identify a separate column of the table and indicate what the final 
number in that column will be and explain the reasoning. 

4. Reach a team consensus as to what the total bond interest expense on this bond issue will be if the 
bond is not retired before maturity. 

5. As a team, prepare a list of similarities and differences between the amortization table just prepared 
and the amortization table if the bond had been issued at a discount. 
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Hint: Rotate teams to report on parts 
4 and 5. Consider requiring entries for 
issuance and interest payments. 





BTN 14-7 Warren Brown is the founder of Cake Love. Assume that his company currently has 
$250,000 in equity, and he is considering a $100,000 expansion to meet increased demand. The 
$100,000 expansion would yield $16,000 in additional annual income before interest expense. Assume 
that the business currently earns $40,000 annual income before interest expense of $10,000, yielding a 
return on equity of 12% ($30,000/$250,000). To fund the expansion, he is considering the issuance of 
a 10-year, $100,000 note with annual interest payments (the principal due at the end of 10 years). 


Required 


1. Using return on equity as the decision criterion, show computations to support or reject the expansion 
if interest on the $100,000 note is (a) 10%, (b) 15%, (c) 16%, (d) 17%, and (e) 20%. 


2. What general rule do the results in part 1 illustrate? 


ENTREPRENEURIAL 
DECISION 


B? 





BTN 14-8 Visit your city or county library. Ask the librarian to help you locate the recent financial 
records of your city or county government. Examine those records. 


Required 


1. Determine the amount of long-term bonds and notes currently outstanding. 

2. Read the supporting information to your municipality’s financial statements and record 
a. The market interest rate(s) when the bonds and/or notes were issued. 
b. The date(s) when the bonds and/or notes will mature. 


c. Any rating(s) on the bonds and/or notes received from Moody’s, Standard & Poor’s, or another 
rating agency. 


HITTING THE 
ROAD 


| i 





BTN 14-9 Nokia (www.Nokia.com), Research In Motion, and Apple are competitors in the global 
marketplace. Selected results from these companies follow. 


Nokia 
(EURm) 


Research In Motion 
($ millions) 


Apple 
($ millions) 


Current 
Year 


Prior 
Year 


Current 
Year 


Prior 
Year 


Current 
Year 


Prior 


Key Figures Year 





Total assets .............04. €35,738 €39,582 $10,204 $8,101 $47,501 $36,171 

Total liabilities.............. 20,989 23,072 2,602 2,227 15,861 13,874 

Total equity ............... 14,749 16,510 7,603 5,874 31,640 22,297 

Debt-to-equity ratio ........ ? ? 0.34 0.38 0.50 0.62 
Required 


1. Compute Nokia’s debt-to-equity ratios for the current year and the prior year. 


2. Use the data provided and the ratios computed in part 1 to determine which company’s financing 
structure is least risky. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


WN = 


; $500,000 x 0.08 X % year = $20,000 


GLOBAL 
DECISION 


“8 © 


NOKIA 


RIM 
Apple 


b 4. a; Cash interest paid = $100,000 X 5% X % year = $2,500 
a Discount amortization = ($100,000 — $95,735)/10 periods = $426.50 
E Interest expense = $2,500.00 + $426.50 = $2,926.50 


5. e; ($373,745 — $350,000)/16 periods = $1,484 


Investments and 
International Operations 


A Look Back 








A Look at This Chapter A Look Ahead 


Chapter 14 focused on long-term This chapter focuses on investments in Chapter 16 focuses on reporting and 
liabilities—a main part of most compa- securities. We explain how to identify, analyzing a company's cash flows. 

nies’ financing. We explained how to account for, and report investments in Special emphasis is directed at the 
value, record, amortize, and report these both debt and equity securities. We also statement of cash flows reported under 
liabilities in financial statements. explain accounting for transactions listed the indirect method. 


in a foreign currency. 


CAP 








CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Distinguish between debt and equity A Compute and analyze the P1 Account for trading securities. (p. 599) 
securities and between short-term components of return on total 


and long-term investments. (p. 596) assets. (p. 605) P? Account for held-to-maturity 


C2 Describe how to report equity securities. (p. 600) 


securities with controlling P3 Account for available-forsale 


securities. (p. 600) 


¢3 Appendix 15A—Explain foreign ro P4 Account for equity securities with 
exchange rates and record significant influence. (p. 602) 


influence. (p. 603) 











transactions listed in a foreign 
currency. (p. 610) LPI5 
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WASHINGTON, DC—Michael Chasen and Matthew Pittinsky 
had just finished college—Michael earning a degree in ac- 
counting and Matthew Pittinsky in education. Both took jobs 
at KPMG. “Matthew and | had decided to leave KPMG and 
start an e-learning business, which we called E 
(Blackboard.com),” explains Michael. “Campuses nationwide 
were beginning to connect to the Internet but had no way to 
put courses online.” 

What Michael and Matthew did was leverage online tech- 
nology to enhance education and learning for both students 
and instructors. “[Students and instructors] want improved 
ease of use,” insists Michael. “They want the teaching and 
learning kept not just inside the class, but outside the class- 
room.” Michael and Matthew have been so successful that 
their company’s operations now extend over many countries. 
“We not only continue to expand within higher education but 
we are expanding internationally,’ says Michael. “I! travel all 
over the world for Blackboard.” 

This broad reach has led to business challenges involving both 
investments and international operations. “| am asked a lot of 
questions about . . . education on the Internet,” explains Michael. 
“Investments are] often one of the better ways to deploy capital.” 


“Theres this whole new emerging category of academic 
technology” 


— MICHAEL CHASEN 


Blackboard's annual report states: “[We] pursue strategic relation- 
ships with, acquisitions of, and investments in, companies that 
would enhance the technological features of our products, offer 
complementary products, services and technologies, or broaden 
the scope of our product offerings.” Also, investments in interna- 
tional operations require them to translate their performance into 
U.S. dollars for financial reporting. Those tasks require knowledge 
of accounting and reporting requirements for investments, includ- 
ing investments in securities of other companies. 

Blackboard's annual report reveals that it has “a variety of 
marketable investments.” It reports that “for those investments 
in entities where the Company has significant influence over 
operations . . . [it] follows the equity method of accounting.” It also 
explains that Blackboard “consolidates investments where it has a 
controlling financial interest.” Still, Michael insists that their invest- 
ment in the future of learning is the key. “We are very much fo- 
cused on innovation,” says Michael. “[The market's] ripe for a 
technology explosion in e-learning.” 


[Sources: Blackboard Website, January 2011; Entrepreneur, March 2009; 
The NewYork Times, November 2009; The Washington Post, August 2007; 
Washington Business Journal, October 2008] 





Chapter Preview 





This chapter's main focus is investments in securities. Many com- 
panies have investments, and many of these are in the form of 
debt and equity securities issued by other companies. We describe 


increasing number of companies also invest in international opera- 
tions. We explain how to account for and report international trans- 
actions listed in foreign currencies. 


investments in these securities and how to account for them. An 
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Basics of Noninfluential Influential 
Investments Investments Investments 


e Motivation for e Trading securities e Securities with 


investments ¢ Held-to-maturity significant influence 
e Short-term versus securities e Securities with 
long-term e Available-for-sale controlling influence 
e Classification and securities e Accounting summary 
reporting 


e Accounting basics 





BASICS OF INVESTMENTS 


This section describes the motivation for investments, the distinction between short- and long- 
C1 term investments, and the different classes of investments. 





Distinguish between debt 
and equity securities and 
between short-term and 
long-term investments. 








Motivation for Investments 


Companies make investments for at least three reasons. First, companies transfer excess cash 
into investments to produce higher income. Second, some entities, such as mutual funds and 
pension funds, are set up to produce income from investments. Third, companies make invest- 
ments for strategic reasons. Examples are investments in competitors, suppliers, and even cus- 
tomers. Exhibit 15.1 shows short-term (S-T) 
and long-term (L-T) investments as a percent of 





EXHIBIT 15.1 





Investments of Selected Pfizer ii am total assets for several companies. 
Companies Gap S-T 2% L-T 1% . 
Short-Term Investments Cash equiva- 
Starbucks |]S-T 3% L-T 5% lents are investments that are both readily con- 
Coca-Cola L-T 18% verted to known amounts of cash and mature 
within three months. Many investments, how- 
0% 25% ever, mature between 3 and 12 months. These 


Percent of total assets investments are short-term investments, also 
called temporary investments and marketable 
securities. Specifically, short-term investments are securities that (1) management intends to 
convert to cash within one year or the operating cycle, whichever is longer, and (2) are readily 
convertible to cash. Short-term investments are reported under current assets and serve a purpose 


similar to cash equivalents. 


Long-Term Investments Long-term investments in securities are defined as those se- 
curities that are not readily convertible to cash or are not intended to be converted into cash in 
the short term. Long-term investments can also include funds earmarked for a special purpose, 
such as bond sinking funds and investments in land or other assets not used in the company’s 
operations. Long-term investments are reported in the noncurrent section of the balance sheet, 
often in its own separate line titled Long-Term Investments. 


Debt Securities versus Equity Securities Investments in securities can include both 
debt and equity securities. Debt securities reflect a creditor relationship such as investments in 
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notes, bonds, and certificates of deposit; they are issued by governments, companies, and individu- 
als. Equity securities reflect an owner relationship such as shares of stock issued by companies. 


Classification and Reporting 


Accounting for investments in securities depends on three factors: (1) security type, either debt 
or equity, (2) the company’s intent to hold the security either short term or long term, and (3) the 
company’s (investor’s) percent ownership in the other company’s (investee’s) equity securities. 
Exhibit 15.2 identifies five classes of securities using these three factors. It describes each of 
these five classes of securities and the standard reporting required under each class. 


Class 
Held-to-Maturity 


[Debt securities intended 
to be held until 


Trading Available-for-Sale Significant Influence 


[Debt and noninfluential 
equity? securities that 


[Equity securities with 
significant influence 


[Debt and noninfluential 
equity? securities] 


are actively traded] maturity] 
Reporting 
Fair Value* Amortized Cost Fair Value** Equity Method 


a Holding less than 20% of voting stock (equity securities only). P Holding 20% or more, but not more than 50%, of voting stock. 
€ Holding more than 50% of voting stock. 

* Unrealized gains and losses reported on the income statement. 

* Unrealized gains and losses reported in the equity section of the balance sheet and in comprehensive income. 


Debt Securities: Accounting Basics 


This section explains the accounting basics for debt securities, including 
that for acquisition, disposition, and any interest. 


Acquisition. Debt securities are recorded at cost when purchased. To il- 
lustrate, assume that Music City paid $29,500 plus a $500 brokerage fee on 
September 1, 2010, to buy Dell’s 7%, two-year bonds payable with a $30,000 
par value. The bonds pay interest semiannually on August 31 and February 
28. Music City intends to hold the bonds until they mature on August 31, 
2012; consequently, they are classified as held-to-maturity (HTM) securities. 
The entry to record this purchase follows. (If the maturity of the securities 
was short term, and management’s intent was to hold them until they mature, 
then they would be classified as Short-Term Investments—HTM. ) 


2010 


Sept. | 30,000 


30,000 


Purchased bonds to be held to maturity. 


Interest earned. Interest revenue for investments in debt securities is recorded when earned. 
To illustrate, on December 31, 2010, at the end of its accounting period, Music City accrues 
interest receivable as follows. 


Dec. 31 Interest Receivable 700 


700 


Interest Revenue 
Accrued interest earned ($30,000 X 7% X %3). 


The $700 reflects 4/6 of the semiannual cash receipt of interest—the portion Music City earned 
as of December 31. Relevant sections of Music City’s financial statements at December 31, 
2010, are shown in Exhibit 15.3. 
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EXHIBIT 15.2 


Investments in Securities 


Controlling Influence 


[Equity securities with 
controlling influence’ 


Consolidation 


custe anavet aa 7! 


EASTMAN KODAK COMPANY 


es CONVEATISLE BUBOREINA: 


TED OERENTUAE DUE 2007 


fado Kakek Crnspangs the fesnyseyprratce (home ibiied baste Empar } 
fs sakon sancvod heady proneasis á pay be 
f mo mL 


CARTOS TE 





Assets 
+30,000 
—30,000 


= Liabilities + Equity 


Assets = Liabilities + Equity 
+700 +700 
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EXHIBIT 15.3 


Financial Statement Presentation 
of Debt Securities 


Assets = Liabilities + Equity 
+1,050 +350 
—700 


Assets = Liabilities + Equity 
+30,000 
— 30,000 


Example:What is cost per share? 
Answer: Cost per share is the total cost 
of acquisition, including broker fees, 
divided by number of shares acquired. 


Assets = Liabilities + Equity 
+86,000 
— 86,000 


Assets = Liabilities + Equity 
+1,720 +1,720 


Assets = Liabilities + Equity 
+45,000 +2,000 
—43,000 
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On the income statement for year 2010: 
INGERESEEVERUC i Noa BO OE EES EEE N E TN $ 700 
On the December 31, 2010, balance sheet: 


Long-term investments—Held-to-maturity securities (at amortized cost) ......... $30,000 
On February 28, 2011, Music City records receipt of semiannual interest. 
Feb. 28 Cash aie Gin severe cape siete A seins onan sige etnies 1,050 
Interest Receivable ....................0000. 700 
Interest Revenue eote cm nese eiee ene ee eee eee 350 


Received six months’ interest on Dell bonds. 


Disposition. 
recorded as: 


When the bonds mature, the proceeds (not including the interest entry) are 


2012 
Aug. 31 (CAIN cosonenovensoncndonevouuaaeooneonenoveodo 
Long-Term Investments—HTM (Dell)........... 
Received cash from matured bonds. 


30,000 
30,000 


The cost of a debt security can be either higher or lower than its maturity value. When the in- 
vestment is long term, the difference between cost and maturity value is amortized over the re- 
maining life of the security. We assume for ease of computations that the cost of a long-term 
debt security equals its maturity value. 


Equity Securities: Accounting Basics 


This section explains the accounting basics for equity securities, including that for acquisition, 
dividends, and disposition. 


Acquisition. Equity securities are recorded at cost when acquired, including commissions or 
brokerage fees paid. To illustrate, assume that Music City purchases 1,000 shares of Intex com- 
mon stock at par value for $86,000 on October 10, 2010. It records this purchase of available- 
for-sale (AFS) securities as follows. 
Oct. 10 86,000 
86,000 
Purchased 1,000 shares of Intex. 


Dividend earned. Any cash dividends received are credited to Dividend Revenue and reported 
in the income statement. To illustrate, on November 2, Music City receives a $1,720 quarterly 
cash dividend on the Intex shares, which it records as: 


Nov. 2 Cashia a o AR En TE A Sn ore eRe eae ae te ae 1,720 
Dividend Revenue ........... a e cece a 1,720 
Received dividend of $1.72 per share. 


Disposition. When the securities are sold, sale proceeds are compared with the cost, and any 
gain or loss is recorded. To illustrate, on December 20, Music City sells 500 of the Intex shares 
for $45,000 cash and records this sale as: 


Dec. 20 SASH scare cuccevarsna da A CE O cine EA O EO ates 


Long-Term Investments—AFS (Intex) .......... 


45,000 
43,000 
Gain on Sale of Long-Term Investments ......... 2,000 
Sold 500 Intex shares ($86,000 x 500/ 1,000). 
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REPORTING OF NON INFLUENTIAL INVESTMENTS 


Companies must value and report most noninfluential investments at fair value. The exact 
reporting requirements depend on whether the investments are classified as (1) trading, (2) held- 
to-maturity, or (3) available-for-sale. 


Trading Securities 


Trading securities are debt and equity securities that the company intends to actively manage 
and trade for profit. Frequent purchases and sales are expected and are made to earn profits on 
short-term price changes. Trading securities are always reported as current assets. 


Valuing and reporting trading securities. The entire portfolio of trading securities is re- 
ported at its fair value; this requires a “fair value adjustment” from the cost of the portfolio. The 
term portfolio refers to a group of securities. Any unrealized gain (or loss) from a change in the 
fair value of the portfolio of trading securities is reported on the income statement. Most users 
believe accounting reports are more useful when changes in fair value for trading securities are 
reported in income. 

To illustrate, TechCom’s portfolio of trading securities had a total cost of $11,500 and a fair 
value of $13,000 on December 31, 2010, the first year it held trading securities. The difference 
between the $11,500 cost and the $13,000 fair value reflects a $1,500 gain. It is an unrealized 
gain because it is not yet confirmed by actual sales. The fair value adjustment for trading securi- 
ties is recorded with an adjusting entry at the end of each period to equal the difference between 
the portfolio’s cost and its fair value. TechCom records this gain as follows. 


Dec. 31 Fair Value Adjustment—Trading ................... 1,500 


Unrealized Gain—Income.............2.00005 1,500 


To reflect an unrealized gain in fair values 
of trading securities. 


The Unrealized Gain (or Loss) is reported in the Other Revenues and Gains (or Expenses and 
Losses) section on the income statement. Unrealized Gain (or Loss)—Income is a temporary 
account that is closed to Income Summary at the end of each period. Fair Value Adjustment— 
Trading is a permanent account, which adjusts the reported value of the trading securities port- 
folio from its prior period fair value to the current period fair value. The total cost of the trading 
securities portfolio is maintained in one account, and the fair value adjustment is recorded in a 
separate account. For example, TechCom’s investment in trading securities is reported in the 
current assets section of its balance sheet as follows. 


Current Assets 
Short-term investments—Trading (at cost) ................0. sees $11,500 
Fair Value adjustment—Trading ........... 0.00 cece cece e ewes eens 1,500 

















Short-term investments—Trading (at fair value) ..................... $13,000 
or simply 
Short-term investments—Trading (at fair value; cost is $11,500) ....... $13,000 


Selling trading securities. When individual trading securities are sold, the difference 
between the net proceeds (sale price less fees) and the cost of the individual trading securi- 
ties that are sold is recognized as a gain or a loss. Any prior period fair value adjustment to 
the portfolio is not used to compute the gain or loss from sale of individual trading securi- 
ties. For example, if TechCom sold some of its trading securities that had cost $1,000 for 
$1,200 cash on January 9, 2011, it would record the following. 





P Account for trading 
securities. 











Point: ‘Unrealized gain (or loss)’ refers 
to a change in fair value that is not yet 
realized through actual sale. 


Point: ‘Fair Value Adjustment— Trading’ 
is a permanent account, shown as a 
deduction or addition to ‘Short-Term 
Investments— Trading’ 


Assets = Liabilities + Equity 
+1,500 +1,500 


Example: If TechCom’s trading 

securities have a cost of $14,800 and a 

fair value of $16,100 at Dec. 31,2011, 

its adjusting entry is 

Unrealized Loss—Income .... . 200 
Fair Value Adj—Trading.... . 200 

This is computed as: $1,500 Beg. Dr. bal. 

+ $200 Cr. = $1,300 End. Dr. bal. 


Point: Reporting securities at fair 
value is referred to as mark-to-market 
accounting. 
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Assets = Liabilities + Equity 
+1,200 +200 
— 1,000 





P Account for held-to- 
maturity securities. 











Point: Only debt securities can be 
classified as held-to-maturity; equity 
securities have no maturity date. 





P Account for available-for- 
sale securities. 











Example: If fair value in Exhibit 15.4 is 
$70,000 (instead of $74,550), what entry 
is made? Answer: 
Unreal. Loss—Equity.... 3,000 

Fair Value Adj.—AFS. . . 3,000 


EXHIBIT 15.4 


Cost and Fair Value of 
Available-forSale Securities 


Assets = Liabilities + Equity 
+1,550 +1,550 
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Jan.9 CASH i ean sare Hee eS RE oe ROS 1,200 
Short-Term Investments—Trading ............. 1,000 
Gain on Sale of Short-Term Investments ........ 200 


Sold trading securities costing $1,000 for $1,200 cash. 


A gain is reported in the Other Revenues and Gains section on the income statement, whereas 
a loss is shown in Other Expenses and Losses. When the period-end fair value adjustment for 
the portfolio of trading securities is computed, it excludes the cost and fair value of any secu- 
rities sold. 


Held-to-Maturity Securities 


Held-to-maturity (HTM) securities are debt securities a company intends and is able to hold 
until maturity. They are reported in current assets if their maturity dates are within one year or 
the operating cycle, whichever is longer. HTM securities are reported in long-term assets when 
the maturity dates extend beyond one year or the operating cycle, whichever is longer. All HTM 
securities are recorded at cost when purchased, and interest revenue is recorded when earned. 

The portfolio of HTM securities is usually reported at (amortized) cost, which is explained in 
advanced courses. There is no fair value adjustment to the portfolio of HTM securities—neither 
to the short-term nor long-term portfolios. The basics of accounting for HTM securities were 
described earlier in this chapter. 


p Decision Answer — p. 613 





Money Manager You expect interest rates to sharply fall within a few weeks and remain at this lower 
rate. What is your strategy for holding investments in fixed-rate bonds and notes? E 


Available-for-Sale Securities 


Available-for-sale (AFS) securities are debt and equity securities not classified as trading or 
held-to-maturity securities. AFS securities are purchased to yield interest, dividends, or in- 
creases in fair value. They are not actively managed like trading securities. If the intent is to 
sell AFS securities within the longer of one year or operating cycle, they are classified as short- 
term investments. Otherwise, they are classified as long-term. 


Valuing and reporting available-for-sale securities. As with trading securities, companies 
adjust the cost of the portfolio of AFS securities to reflect changes in fair value. This is done 
with a fair value adjustment to its total portfolio cost. However, any unrealized gain or loss for 
the portfolio of AFS securities is not reported on the income statement. Instead, it is reported in 
the equity section of the balance sheet (and is part of comprehensive income, explained later). 
To illustrate, assume that Music City had no prior period investments in available-for-sale secu- 
rities other than those purchased in the current period. Exhibit 15.4 shows both the cost and fair 
value of those investments on December 31, 2010, the end of its reporting period. 





Cost Fair Value Unrealized Gain (Loss) 
Improv bonds -e osere neeme a tawene $30,000 $29,050 $ (950) 
Intex common stock, 500 shares ........ 43,000 45,500 2,500 
Total e a tare a a teers $73,000 $74,550 $1,550 











The year-end adjusting entry to record the fair value of these investments follows. 


Dec. 31 Fair Value Adjustment—Available-for-Sale (LT) ....... 1,550 
Unrealized Gain—Equity..................... 1,550 


To record adjustment to fair value of 
available-for-sale securities. 
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Exhibit 15.5 shows the December 31, 2010, balance sheet presentation—it assumes these invest- 
ments are long term, but they can also be short term. It is also common to combine the cost of invest- 
ments with the balance in the Fair Value Adjustment account and report the net as a single amount. 





























Assets 

Long-term investments—Available-for-sale (at cost) ............ 00.0 cece cece eee $73,000 
-—»Fair value adjustment— Available-for-sale ........ 0... cece eee ee eee 1,550 

Long-term investments—Available-for-sale (at fair value) ..................000000- $74,550 
2 
3 Long-term investments—Available-for-sale (at fair value; cost is $73,000) ............ $74,550 
È Equity 

... consists of usual equity accounts ... 

L» Add unrealized gain on available-for-sale securities* ............ 0... cess eee ee eee $ 1,550 


* Often included under the caption Accumulated Other Comprehensive Income. 


Let’s extend this illustration and assume that at the end of its next calendar year (December 31, 
2011), Music City’s portfolio of long-term AFS securities has an $81,000 cost and an $82,000 
fair value. It records the adjustment to fair value as follows. 


Dec. 31 Unrealized Gain—Equity 550 


Fair Value Adjustment—Available-for-Sale (LT). .. . . 


To record adjustment to fair value of 
available-for-sale securities. 





550 —_ 


The effects of the 2010 and 2011 securities transactions are reflected in the following T-accounts. 


Unrealized Gain—Equity 
—> Adj. 12/31/11 550 


Fair Value Adjustment—Available-for-Sale (LT) 
Bal. 12/31/10 1,550 | Adj. 12/31/11 











Bal. 12/31/10 1,550 550<— 





Bal. 12/31/11 





1,000 1,000 


tL f 


Accounting for the sale of individual AFS securities is 


Bal. 12/31/11 














Amounts reconcile. 





Selling available-for-sale securities. 


identical to that described for the sale of trading securities. When individual AFS securities are 
sold, the difference between the cost of the individual securities sold and the net proceeds (sale 
price less fees) is recognized as a gain or loss. 






Quick Check Answers — p. 613 
1. How are short-term held-to-maturity securities reported (valued) on the balance sheet? 
2. How are trading securities reported (valued) on the balance sheet? 

3. Where are unrealized gains and losses on available-for-sale securities reported? 

4. Where are unrealized gains and losses on trading securities reported? 
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Point: ‘Unrealized Loss—Equity’ and 
‘Unrealized Gain—Equity’ are permanent 
(balance sheet) equity accounts. 


EXHIBIT 15.5 


Balance Sheet Presentation of 
Available-forSale Securities 


Point: Income can be window-dressed 
upward by selling AFS securities with 
unrealized gains; income is reduced by 
selling those with unrealized losses. 


Assets = Liabilities + Equity 
—550 =550 


Example: If cost is $83,000 and fair 
value is $82,000 at Dec. 31, 201 1, it re- 
cords the following adjustment: 


Unreal. Gain—Equity..... 1,550 
Unreal. Loss—Equity ..... 1,000 
Fair Value Adj—AFS . . 2,550 


Point: ‘Fair Value Adjustment—. 
Available-for-Sale’ is a permanent 
account, shown as a deduction or 
addition to the Investment account. 





—Level |: Use quoted market values 
—Level 2: Use observable values from related assets or liabilities 
—Level 3: Use unobservable values from estimates or assumptions 





Alert Both U.S. GAAP (and IFRS) permit companies to use fair value in reporting financial assets (referred to as the fair value option). This option 
allows companies to report any financial asset at fair value and recognize value changes in income. This method was previously reserved only for trading 
securities, but is now an option for available-for-sale and held-to-maturity securities (and other ‘financial assets and liabilities’ such as accounts and notes 
receivable, accounts and notes payable, and bonds). U.S. standards also set a 3-level system to determine fair value: 


To date, a fairly small set of companies has chosen to broadly apply the fair value option—but, we continue to monitor its use... 
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REPORTING OF INFLUENTIAL INVESTMENTS 





p Account for equity 
securities with significant 
influence. 











Assets = Liabilities + Equity 
+70,650 
—70,650 


Assets = Liabilities + Equity 
+6,000 +6,000 


Assets = Liabilities + Equity 
+3,000 
—3,000 


EXHIBIT 15.6 


Investment in Star Common 
Stock (Ledger Account) 


Investment in Securities with Significant Influence 


A long-term investment classified as equity securities with significant influence implies that 
the investor can exert significant influence over the investee. An investor that owns 20% or more 
(but not more than 50%) of a company’s voting stock is usually presumed to have a significant 
influence over the investee. In some cases, however, the 20% test of significant influence is over- 
ruled by other, more persuasive, evidence. This evidence can either lower the 20% requirement 
or increase it. The equity method of accounting and reporting is used for long-term investments 
in equity securities with significant influence, which is explained in this section. 

Long-term investments in equity securities with significant influence are recorded at cost 
when acquired. To illustrate, Micron Co. records the purchase of 3,000 shares (30%) of Star Co. 
common stock at a total cost of $70,650 on January 1, 2010, as follows. 


Jan. | Long-Term Investments—Star .................05- 70,650 
Cashis nae ee anA EA EE E ETE ER 70,650 
To record purchase of 3,000 Star shares. 


The investee’s (Star) earnings increase both its net assets and the claim of the investor (Micron) 
on the investee’s net assets. Thus, when the investee reports its earnings, the investor records its 
share of those earnings in its investment account. To illustrate, assume that Star reports net in- 
come of $20,000 for 2010. Micron then records its 30% share of those earnings as follows. 


Dec. 31 Long-Term Investments—Star ..................4. 6,000 
Earnings from Long-Term Investment ........... 6,000 


To record 30% equity in investee earnings. 


The debit reflects the increase in Micron’s equity in Star. The credit reflects 30% of Star’s net in- 
come. Earnings from Long-Term Investment is a temporary account (closed to Income Summary at 
each period-end) and is reported on the investor’s (Micron’s) income statement. If the investee in- 
curs a net loss instead of a net income, the investor records its share of the loss and reduces (credits) 
its investment account. The investor closes this earnings or loss account to Income Summary. 

The receipt of cash dividends is not revenue under the equity method because the investor has 
already recorded its share of the investee’s earnings. Instead, cash dividends received by an in- 
vestor from an investee are viewed as a conversion of one asset to another; that is, dividends 
reduce the balance of the investment account. To illustrate, Star declares and pays $10,000 in 
cash dividends on its common stock. Micron records its 30% share of these dividends received 
on January 9, 2011, as: 


Jan.9 Cashia aU dc Pe tree a Rear een a hte een N 3,000 
Long-Term Investments—Star ................ 3,000 
To record share of dividend paid by Star. 


The book value of an investment under the equity method equals the cost of the investment plus 
(minus) the investor’s equity in the undistributed (distributed) earnings of the investee. Once 
Micron records these transactions, its Long-Term Investments account appears as in Exhibit 15.6. 


Long-Term Investment—Star 





1/ 1/2010 Investment acquisition 70,650 
12/31/2010 Share of earnings 6,000 
12/31/2010 Balance 76,650 





|/_ 9/2011 Share of dividend 3,000 





1/ 9/2011 Balance 73,650 
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Micron’s account balance on January 9, 2011, for its investment in Star is $73,650. This is the 
investment’s cost plus Micron’s equity in Star’s earnings since its purchase less Micron’s equity in 
Star’s cash dividends since its purchase. When an investment in equity securities is sold, the gain or 
loss is computed by comparing proceeds from the sale with the book value of the investment on the 
date of sale. If Micron sells its Star stock for $80,000 on January 10, 2011, it records the sale as: 

Jan. 10 80,000 
73,650 
6,350 


Long-Term Investments—Star ................ 
Gain on Sale of Investment ..............--+-- 
Sold 3,000 shares of stock for $80,000. 


Investment in Securities with Controlling Influence 


A long-term investment classified as equity securities with controlling influence implies that 
the investor can exert a controlling influence over the investee. An investor who owns more than 
50% of a company’s voting stock has control over the investee. This investor can dominate all 
other shareholders in electing the corporation’s board of directors and has control over the in- 
vestee’s management. In some cases, controlling influence can extend to situations of less than 
50% ownership. Exhibit 15.7 sum- 
marizes the accounting for invest- 
ments in equity securities based on 
an investor’s ownership in the 
stock. 

The equity method with con- 
solidation is used to account for 
long-term investments in equity 
securities with controlling influ- 
ence. The investor reports consolidated financial statements when owning such securities. The 
controlling investor is called the parent, and the investee is called the subsidiary. Many compa- 
nies are parents with subsidiaries. Examples are (1) McGraw-Hill, the parent of J.D. Power and 
Associates, Standard & Poor’s, and Platt’s; (2) Gap, Inc., the parent of Gap, Old Navy, and 
Banana Republic; and (3) Brunswick, the parent of Mercury Marine, Sea Ray, and U.S. Marine. 
A company owning all the outstanding stock of a subsidiary can, if it desires, take over the sub- 
sidiary’s assets, retire the subsidiary’s stock, and merge the subsidiary into the parent. However, 
there often are financial, legal, and tax advantages if a business operates as a parent controlling 
one or more subsidiaries. When a company operates as a parent with subsidiaries, each entity 
maintains separate accounting records. From a legal viewpoint, the parent and each subsidiary 
are separate entities with all rights, duties, and responsibilities of individual companies. 

Consolidated financial statements show the financial position, results of operations, and 
cash flows of all entities under the parent’s control, including all subsidiaries. These statements 
are prepared as if the business were organized as one entity. The parent uses the equity method 
in its accounts, but the investment account is not reported on the parent’s financial statements. 
Instead, the individual assets and liabilities of the parent and its subsidiaries are combined on 
one balance sheet. Their revenues and expenses also are combined on one income statement, 
and their cash flows are combined on one statement of cash flows. The procedures for preparing 
consolidated financial statements are in advanced courses. 


Equity Method 


Equity Method with (20%-50%) 


Consolidation 
(50% +) 





Fair Value Method 
(Under 20%) 


@ IFRS 


Unlike U.S. GAAP IFRS requires uniform accounting policies be used throughout the group of consolidated 
subsidiaries. Also, unlike U.S. GAAP IFRS offers no detailed guidance on valuation procedures. W 





Accounting Summary for Investments in Securities 


Exhibit 15.8 summarizes the standard accounting for investments in securities. Recall that many 
investment securities are classified as either short term or long term depending on management’s 
intent and ability to convert them in the future. Understanding the accounting for these investments 
enables us to draw better conclusions from financial statements in making business decisions. 
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Point: Security prices are sometimes 
listed in fractions. For example, a debt 
security with a price of 224 is the same 
as $22.25. 


Assets = Liabilities + Equity 
+80,000 +6,350 
—73,650 





C Describe how to report 
equity securities with 
controlling influence. 











EXHIBIT 15.7 


Accounting for Equity Investments 
by Percent of Ownership 
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EXHIBIT 15.8 


Accounting for Investments 
in Securities 


Apple 


Point: Some users believe that since 
AFS securities are not actively traded, 
reporting fair value changes in income 
would unnecessarily increase income 
variability and decrease usefulness. 
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Classification Accounting 


Short-Term Investment in Securities 


Investments and International Operations 


Held-to-maturity (debt) securities ................ Cost (without any discount or premium amortization) 


Trading (debt and equity) securities ............... Fair value (with fair value adjustment to income) 
Available-for-sale (debt and equity) securities ....... Fair value (with fair value adjustment to equity) 
Long-Term Investment in Securities 
Held-to-maturity (debt) securities ................ Cost (with any discount or premium amortization) 
Available-for-sale (debt and equity) securities ....... Fair value (with fair value adjustment to equity) 


Equity securities with significant influence Equity method 


Equity securities with controlling influence ......... Equity method (with consolidation) 


Comprehensive Income Comprehensive income is defined as all changes in equity 
during a period except those from owners’ investments and dividends. Specifically, comprehen- 
sive income is computed by adding or subtracting other comprehensive income to net income: 


NEHIRCOME:. A see oe E A EEI $# 
Other comprehensive income ........ # 
Comprehensive income ............. $# 


Other comprehensive income includes unrealized gains and losses on available-for-sale secu- 

rities, foreign currency adjustments, and pension adjustments. (Accumulated other comprehen- 

sive income is defined as the cumulative impact of other comprehensive income.) 
Comprehensive income can be reported in financial statements: 


1. As part of the statement of stockholders’ equity 
2. On the income statement 
3. Ina statement of comprehensive income 


Option 1 is the most common. Apple, for example, reports comprehensive income as part of its 
statement of shareholders’ equity in Appendix A near the end of the book as follows ($ millions): 





INGEtIMGOMe ace saeco E E E A oes $8,235 

Change in foreign currency translation............. (14) 

Change in unrealized loss on AFS securities......... 118 <- Other comprehensive:income 
Change in unrealized gain on derivatives ........... ___(18) 

Comprehensive income .................000 0005 $8,321 


The 2009 cumulative total of Apple’s other comprehensive income from all prior periods is $77, 
which is reported in its statement of shareholders’ equity and is its accumulated other compre- 
hensive income. That total is carried over to the equity section of its balance sheet as follows: 





Common stock eessen a aE ousee ner as $ 8,210 
Retained:earningS messes .spevs sus:ecsverevesdio ers eenia 23,353 
Accumulated other comprehensive income ........ 77 
Total shareholders’ equity....................00. $31,640 












Quick Check Answers — p. 613 





5. Give at least two examples of assets classified as long-term investments. 


6. What are the requirements for an equity security to be listed as a long-term investment? 

7. Identify similarities and differences in accounting for long-term investments in debt securities 
that are held-to-maturity versus those available-forsale. 

8. What are the three possible classifications of long-term equity investments? Describe the 
criteria for each class and the method used to account for each. 
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This section discusses similarities and differences for the accounting and reporting of investments when 
financial statements are prepared under U.S. GAAP vis-a-vis IFRS. 


Accounting for Noninfluential Securities The accounting for noninfluential securities is 
broadly similar between U.S. GAAP and IFRS. Trading securities are accounted for using fair values 
with unrealized gains and losses reported in net income as fair values change. Available-for-sale securi- 
ties are accounted for using fair values with unrealized gains and losses reported in other comprehen- 
sive income as fair values change (and later in net income when realized). Held-to-maturity securities 
are accounted for using amortized cost. Similarly, companies have the option under both systems to 
apply the fair value option for available-for-sale and held-to-maturity securities. Also, both systems 
review held-to-maturity securities for impairment. There are some differences in terminology under 
IFRS: (1) trading securities are commonly referred to as financial assets at fair value through profit and 
loss, and (2) available-for-sale securities are commonly referred to as available-for-sale financial as- 
sets. NOKIA reports the following categories for noninfluential securities: (1) Financial assets at fair 
value through profit or loss, consisting of financial assets held for trading and financial assets designated 
upon initial recognition as at fair value through profit or loss, (2) Available-for-sale financial assets, 
which are measured at fair value. 


Accounting for Influential Securities The accounting for influential securities is broadly 
similar across U.S. GAAP and IFRS. Specifically, under the equity method, the share of investee’s net 
income is reported in the investor’s income in the same period the investee earns that income; also, 
the investment account equals the acquisition cost plus the share of investee income less the share of in- 
vestee dividends (minus amortization of excess on purchase price above fair value of identifiable, limited- 
life assets). Under the consolidation method, investee and investor revenues and expenses are combined, 
absent intercompany transactions, and subtracting noncontrolling interests. Also, nonintercompany assets 
and liabilities are similarly combined (eliminating the need for an investment account), and noncontrol- 
ling interests are subtracted from equity. There are some differences in terminology: (1) U.S. GAAP 
companies commonly refer to earnings from long-term investments as equity in earnings of affiliates 
whereas IFRS companies commonly use equity in earnings of associated (or associate) companies, 
(2) U.S. GAAP companies commonly refer to noncontrolling interests in consolidated subsidiaries as 
minority interests whereas IFRS companies commonly use noncontrolling interests. 


NOKIA 





Components of Return on Total Assets OBC Decision Analysis 


A company’s return on total assets (or simply return on assets) is important in assessing financial 
performance. The return on total assets can be separated into two components, profit margin and total 
asset turnover, for additional analyses. Exhibit 15.9 shows how these two components determine return 
on total assets. 


Return on total assets = Profit margin x Total asset turnover 


Net income _ Net income Net sales 
Average total assets Net sales Average total assets 











Profit margin reflects the percent of net income in each dollar of net sales. Total asset turnover reflects a 
company’s ability to produce net sales from total assets. All companies desire a high return on total 
assets. By considering these two components, we can often discover strengths and weaknesses not 
revealed by return on total assets alone. This improves our ability to assess future performance and 
company strategy. 





A Compute and analyze the 
components of return on 
total assets. 











EXHIBIT 15.9 


Components of Return on 
Total Assets 
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EXHIBIT 15.10 


Gap's Components of Return on 


Total Assets 


Return and 
Margin 
18.0% 
16.0% 
14.0% 
12.0% 
10.0% 
8.0% 
6.0% 
4.0% 
2.0% 
0.0% 


= 


2009 


2008 


2007 


E Return.on Total Assets.._Profit Margin _ Total AssotTunoverc| 


Total Asset 
Turnover 
1.95 
1.90 
1.85 
1.80 
1.75 
4 1.70 
1.65 
1.60 
1.55 
1.50 
=| 1.45 
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To illustrate, consider return on total assets and its components for Gap Inc. in Exhibit 15.10. 


Fiscal Year Return on Total Assets = Profit Margin x Total Asset Turnover 
2009 12.6% = 6.66% x 1.89 
2008 10.2* = 5.28 x 1.92 
2007 9.0 = 49 x 1.84 
2006 11.8* = 6.9 x 1.70 
2005 al = 7.1 x 1.57 


* Differences due to rounding. 


At least three findings emerge. First, Gap’s return on total assets improved from 9.0% in 2007 to 12.6% in 
2009. Second, total asset turnover has slightly improved over this period, from 1.84 to 1.89. Third, Gap’s 
profit margin steadily increased over this period, from 4.9% in 2007 to 6.66% in 2009. These components 
reveal the dual role of profit margin and total asset turnover in determining return on total assets. They 
also reveal that the driver of Gap’s recent improvement in return on total assets is not total asset turnover 
but profit margin. 

Generally, if a company is to maintain or improve its return on total assets, it must meet any decline 
in either profit margin or total asset turnover with an increase in the other. If not, return on assets will 
decline. Companies consider these components in planning strategies. A component analysis can also 
reveal where a company is weak and where changes are needed, especially in a competitor analysis. If 
asset turnover is lower than the industry norm, for instance, a company should focus on raising asset 
turnover at least to the norm. The same applies to profit margin. 


© Decision 


Retailer You are an entrepreneur and owner of a retail sporting goods store. The store's recent annual 
performance reveals (industry norms in parentheses): return on total assets = 11% (11.2%); profit margin = 
4.4% (3.5%); and total asset turnover = 2.5 (3.2). What does your analysis of these figures reveal? li 





DEMONSTRATION PROBLEM—1 


Garden Company completes the following selected transactions related to its short-term investments 
during 2011. 


May 8 Purchased 300 shares of FedEx stock as a short-term investment in available-for-sale securities 
at $40 per share plus $975 in broker fees. 

Sept. 2 Sold 100 shares of its investment in FedEx stock at $47 per share and held the remaining 
200 shares; broker’s commission was $225. 

Oct. 2 Purchased 400 shares of Ajay stock for $60 per share plus $1,600 in commissions. The stock is 
held as a short-term investment in available-for-sale securities. 


Required 
1. Prepare journal entries for the above transactions of Garden Company for 2011. 


2. Prepare an adjusting journal entry as of December 31, 2011, if the fair values of the equity securities 
held by Garden Company are $48 per share for FedEx and $55 per share for Ajay. (Year 2011 is the 
first year Garden Company acquired short-term investments.) 


SOLUTION TO DEMONSTRATION PROBLEM —1 


May 8 Short-Term Investments—AFS (FedEx) ............. 12,975 
EAMcouonnreavoasegavossdenopasvonuons eon 12,975 


Purchased 300 shares of FedEx stock 
(300 X $40) + $975. 


[continued on next page] 
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[continued from previous page] 


Sept. 2 Cashia a ree A siete Less ere eesaero S 4,475 
Gain on Sale of Short-Term Investment ......... 150 
Short-Term Investments—AFS (FedEx) ......... 4,325 


Sold 100 shares of FedEx for $47 per share less 
a $225 commission. The original cost is 
($12,975 X 100/300). 


Oct. 2 Short-Term Investments—AFS (Ajay) .............. 25,600 
CARA E AE ae a aincaqaan eae e 25,600 


Purchased 400 shares of Ajay for $60 per share 
plus $1,600 in commissions. 


2. Computation of unrealized gain or loss follows. 





Short-Term Fair 
Investments in Cost Value Total Unrealized 
Available-for-Sale per per Fair Gain 
Securities Shares Share Share Value (KE) 
FedEx oone oeeseae esaeas 200 $43.25 $ 8,650 $48.00 $ 9,600 
Ajay eesse eeo oseane onu 400 64.00 25,600 55.00 22,000 
Jotalsies eers e enen enen $34,250 $31,600 $(2,650) 











The adjusting entry follows. 


Dec. 31 Unrealized) FossSSEquity rire tint t tier 2,650 
Fair Value Adjustment—Available-for-Sale (ST) .... 2,650 


To reflect an unrealized loss in fair values 
of available-for-sale securities. 


DEMONSTRATION PROBLEM—2 


The following transactions relate to Brown Company’s long-term investments during 2010 and 2011. 
Brown did not own any long-term investments prior to 2010. Show (1) the appropriate journal entries and 
(2) the relevant portions of each year’s balance sheet and income statement that reflect these transactions 
for both 2010 and 2011. 


2010 


Sept. 9 Purchased 1,000 shares of Packard, Inc., common stock for $80,000 cash. These shares repre- 
sent 30% of Packard’s outstanding shares. 
Oct. 2 Purchased 2,000 shares of AT&T common stock for $60,000 cash as a long-term investment. 
These shares represent less than a 1% ownership in AT&T. 
17 Purchased as a long-term investment 1,000 shares of Apple Computer common stock for 
$40,000 cash. These shares are less than 1% of Apple’s outstanding shares. 
Nov. 1 Received $5,000 cash dividend from Packard. 
30 Received $3,000 cash dividend from AT&T. 
Dec. 15 Received $1,400 cash dividend from Apple. 
31 Packard’s net income for this year is $70,000. 
31 Fair values for the investments in equity securities are Packard, $84,000; AT&T, $48,000; and 
Apple Computer, $45,000. 
31 For preparing financial statements, note the following post-closing account balances: Common 
Stock, $500,000, and Retained Earnings, $350,000. 


2011 


Jan. 1 Sold Packard, Inc., shares for $108,000 cash. 
May 30 Received $3,100 cash dividend from AT&T. 
June 15 Received $1,600 cash dividend from Apple. 
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Aug. 17 
19 


Dec. 15 
31 
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Sold the AT&T stock for $52,000 cash. 

Purchased 2,000 shares of Coca-Cola common stock for $50,000 cash as a long-term invest- 
ment. The stock represents less than a 5% ownership in Coca-Cola. 

Received $1,800 cash dividend from Apple. 

Fair values of the investments in equity securities are Apple, $39,000, and Coca-Cola, 
$48,000. 

For preparing financial statements, note the following post-closing account balances: Common 
Stock, $500,000, and Retained Earnings, $410,000. 


PLANNING THE SOLUTION 


e@ Account 
@ Account 


for the investment in Packard under the equity method. 
for the investments in AT&T, Apple, and Coca-Cola as long-term investments in available-for- 


sale securities. 


@ Prepare 


the information for the two years’ balance sheets by including the relevant asset and equity 


accounts, and the two years’ income statements by identifying the relevant revenues, earnings, gains, 
and losses. 


SOLUTION TO DEMONSTRATION PROBLEM —2 


1. Journal 


entries for 2010. 


Sept. 9 Long-Term Investments—Packard ................- 80,000 


Cashar rna o e N E aeon alan E A R 80,000 


Acquired 1,000 shares, representing a 30% 
equity in Packard. 


Oct. 2 Long-Term Investments—AFS (AT&T) ............- 60,000 


Casha a EE E a E E RR 60,000 


Acquired 2,000 shares as a long-term 
investment in available-for-sale securities. 


Oct. 17 Long-Term Investments—AFS (Apple) .............- 40,000 


Gash consis sewers ae on E a tania nara mualarsras anes 40,000 


Acquired 1,000 shares as a long-term 
investment in available-for-sale securities. 


Nov. | Lert aE AREA GAA E CWA mab ANA Nn De ao ma ae 5,000 


Long-Term Investments—Packard ............. 5,000 
Received dividend from Packard. 


Nov. 30 Ca A re tenya cet cei terest tetera eterna eres 3,000 


DividendiRevenuie: a... seus cen serene eee 3,000 


Dec. I5 Cashiers eer eee a eee Creer ee oe ee 1,400 


Dividend Revente: cerei ee E E essa eres 1,400 
Received dividend from Apple. 


Dec. 31 Long-Term Investments—Packard ................. 21,000 


Earnings from Investment (Packard) ............ 21,000 


To record 30% share of Packard’s annual 
earnings of $70,000. 


Dec. 31 Whrealized| toss Equityeua trite tt tert rta ns 7,000 


Fair Value Adjustment—Available-for-Sale (LT)* ... 7,000 


To record change in fair value of long-term 
available-for-sale securities. 


* Fair value adjustment computations: 














Fair Unrealized Required balance of the Fair Value 
Cost Value Gain (Loss) Adjustment — Available-for-Sale 
(LT) account (credit)............ $(7,000) 
AT&T $ 60,000 $48,000 $(12,000) Existing balance ................. 0 
Apple 40,000 45,000 5,000 Necessary adjustment (credit) ...... $(7,000) 
Total $100,000 $93,000 $ (7,000) 
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2. The December 31, 2010, selected balance sheet items appear as follows. 


Assets 


Long-term investments 


Available-for-sale securities (at fair value; cost is $100,000) ........ $ 93,000 


Investment in equity securities ..... 


Total long-term investments ....... 


Stockholders’ Equity 


Common stock e e 
Retained earnings ............... 


Unrealized loss—Equity .......... 


E E E EE 96,000 
ESEE R EE 189,000 


E Saree 500,000 
bey A arena ec 350,000 
SPOR ee eee ene (7,000) 


The relevant income statement items for the year ended December 31, 2010, follow. 

















Dividend revenue .............. $ 4,400 
Earnings from investment ........ 21,000 
1. Journal entries for 2011. 
Jan. | Sashivaveasne a cyst ease E een A T E tosnere 108,000 
Long-Term Investments—Packard ............. 96,000 
Gain on Sale of Long-Term Investments ......... 12,000 
Sold 1,000 shares for cash. 
May 30 Casha e e E E IE EE 3,100 
Dividend Revenue -seecae aes es un e Ee e aue eusen 3,100 
Received dividend from AT&T. 
June I5 Cashi oasen semara e EARE EEEE ER EE EE SA OE EE 1,600 
Dividend Revenue mes 64/4 aee e aa 1,600 
Received dividend from Apple. 
Aug. 17 Gashnisiscsuea eneen eoe EEE E ousiere 52,000 
Loss on Sale of Long-Term Investments ............. 8,000 
Long-Term Investments—AFS (AT&T) .......... 60,000 
Sold 2,000 shares for cash. 
Aug. 19 Long-Term Investments—AFS (Coca-Cola).......... 50,000 
Gash an EE ainararys tua E sergeants estes 50,000 
Acquired 2,000 shares as a long-term 
investment in available-for-sale securities. 
Dec. 15 Casha ee a aie eu orn oer stv E nape O T 1,800 
Dividend Revenue ............0 000 cece eee 1,800 
Received dividend from Apple. 
Dec. 31 Fair Value Adjustment—Available-for-Sale (LT)*....... 4,000 
Unrealized Loss—Equity .................... 4,000 
To record change in fair value of long-term 
available-for-sale securities. 
* Fair value adjustment computations: 
Fair Unrealized Required balance of the Fair Value 
Cost Value Gain (Loss) Adjustment — Available-for-Sale 
(LT) account (credit)............ $(3,000) 
Apple $40,000 $39,000 $(1,000) Existing balance (credit)........... (7,000) 
Coca-Cola 50,000 48,000 (2,000) Necessary adjustment (debit) ....... $ 4,000 
Total $90,000 $87,000 $(3,000) —= 
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2. The December 31, 2011, balance sheet items appear as follows. 


Assets 
Long-term investments 
Available-for-sale securities (at fair value; cost is $90,000) ....... $ 87,000 
Stockholders’ Equity 
ICOMIMOnStOck ea ya aurea eases eee oe A en E 500,000 
Retainedsearningsir reruns A reir ay et rerkera enter: 410,000 
Wnrealizediloss——Equityswyrac ea cat wants cece eres comers (3,000) 


The relevant income statement items for the year ended December 31, 2011, follow. 


Dividend revenue:.¢..44.vesccseew a a Lane nes $ 6,500 
Gain on sale of long-term investments.......... 12,000 
Loss on sale of long-term investments.......... (8,000) 


APPENDIX 


bA 
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EXHIBIT 15A.1 


International Sales and 
Income as a Percent of 
Their Totals 


Point: Transactions listed or stated 
in a foreign currency are said to be 
denominated in that currency. 





C3 Explain foreign exchange 
rates and record 
transactions listed in a 
foreign currency. 











Point: To convert currency, see XE.com 


Many entities from small entrepreneurs to large corporations conduct business internationally. Some enti- 

ties’ operations occur in so many different countries that the companies are called multinationals. Many 

of us think of Coca-Cola and McDonald’s, 

for example, as primarily U.S. companies, but 

most of their sales occur outside the United 

States. Exhibit 15A.1 shows the percent of 

international sales and income for selected 

U.S. companies. Managing and accounting for 

multinationals present challenges. This section 

describes some of these challenges and how to 
account for and report these activities. 

Two major accounting challenges that arise 

0 25 50 75 100 when companies have international operations 

Percent of respective totals relate to transactions that involve more than one 

l U International Sales \_ International Income Í currency. The first is to account for sales and 

purchases listed in a foreign currency. The sec- 

ond is to prepare consolidated financial state- 

ments with international subsidiaries. For ease in this discussion, we use companies with a U.S. base of 

operations and assume the need to prepare financial statements in U.S. dollars. This means the reporting 

currency of these companies is the U.S. dollar. 





McDonald's |F 


Nike |F 





Exchange Rates between Currencies Markets for the purchase and sale of foreign currencies 
exist all over the world. In these markets, U.S. dollars can be exchanged for Canadian dollars, British pounds, 
Japanese yen, Euros, or any other legal currencies. The price of one currency stated in terms of another cur- 
rency is called a foreign exchange rate. Exhibit 15A.2 lists recent exchange rates for selected currencies. 
The exchange rate for British pounds and U.S. dollars is $1.8980, meaning 1 British pound could be pur- 
chased for $1.8980. On that same day, the exchange rate between Mexican pesos and U.S. dollars is $0.0925, 
or 1 Mexican peso can be purchased for $0.0925. Exchange rates fluctuate due to changing economic and 
political conditions, including the supply and demand for currencies and expectations about future events. 


@ Decision 





Rush to Russia [Investors are still eager to buy Russian equities even in the face of rampant crime, 
corruption, and slow economic growth. Why? Many argue Russia remains a bargain-priced, if risky, bet 
on future growth. Some analysts argue that natural-resource-rich Russia is one of the least expensive 
emerging markets. E 
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EXHIBIT 15A.2 


Source (unit) $U.S. Source (unit) Foreign Exchange Rates for 
Selected Currencies* 


Price in 





Britain (pound) ........ $1.8980 Canada (dollar) ........ $0.9793 
Mexico (peso) ......... 0.0925 Japan (yen) ............ 0.0090 
Taiwan (dollar) ........ 0.0305 Europe (Euro) ......... 1.2920 


* Rates will vary over time based on economic, political, and other changes. 


Sales and Purchases Listed in a Foreign Currency When a U.S. company makes a credit 
sale to an international customer, accounting for the sale and the account receivable is straightforward if 
sales terms require the international customer’s payment in U.S. dollars. If sale terms require (or allow) 
payment in a foreign currency, however, the U.S. company must account for the sale and the account 
receivable in a different manner. 


Sales in a Foreign Currency To illustrate, consider the case of the U.S.-based manufacturer Boston Com- 
pany, which makes credit sales to London Outfitters, a British retail company. A sale occurs on December 12, 
2010, for a price of £10,000 with payment due on February 10, 2011. Boston Company keeps its account- 
ing records in U.S. dollars. To record the sale, Boston Company must translate the sales price from pounds 
to dollars. This is done using the exchange rate on the date of the sale. Assuming the exchange rate on 
December 12, 2010, is $1.80, Boston records this sale as follows. 


Dec. 12 Accounts Receivable—London Outfitters ........... 18,000 Assets = Liabilities + Equity 
Sales te Saeco E iterate 18,000 19900 +18,000 


To record a sale at £10,000, when the exchange 
rate equals $1.80. * (£10,000 X $1.80/£) 


When Boston Company prepares its annual financial statements on December 31, 2010, the current exchange 
rate is $1.84. Thus, the current dollar value of Boston Company’s receivable is $18,400 (£10,000 X $1.84/£). 
This amount is $400 higher than the amount recorded on December 12. Accounting principles require a 
receivable to be reported in the balance sheet at its current dollar value. Thus, Boston Company must make 
the following entry to record the increase in the dollar value of this receivable at year-end. 


Dec. 31 Accounts Receivable—London Outfitters ........... 400 Assets = Liabilities + Equity 


Foreign Exchange Gain ..................005. 400 +400 +400 


To record the increased value of the British pound 
for the receivable. 


On February 10, 2011, Boston Company receives London Outfitters’ payment of £10,000. It imme- Point: Foreign exchange gains are 
diately exchanges the pounds for U.S. dollars. On this date, the exchange rate for pounds is $1.78. Thus, credits, and foreign exchange losses are 


Boston Company receives only $17,800 (£10,000 X $1.78/£). It records the cash receipt and the loss — 
associated with the decline in the exchange rate as follows. 
Feb. 10 Gait ARAIRE A seaasres amuse lard EEE 17,800 Assets = Liabilities + Equity 
Foreigniexchangelltoss: sen ae as sur eirrs ayers eles sine > 600 +17,800 — 600 


Accounts Receivable—London Outfitters ....... 18,400 ee 


Received foreign currency payment of an 
account and converted it into dollars. 


Gains and losses from foreign exchange transactions are accumulated in the Foreign Exchange Gain 
(or Loss) account. After year-end adjustments, the balance in the Foreign Exchange Gain (or Loss) ac- 
count is reported on the income statement and closed to the Income Summary account. 


Purchases in a Foreign Currency Accounting for credit purchases from an international seller is similar Example: Assume that a U.S. company 
to the case of a credit sale to an international customer. In particular, if the U.S. company is required to '™2¢s a credit purchase from a British 

: : f company for £10,000 when the exchange 
make payment in a foreign currency, the account payable must be translated into dollars before the U.S. 0.2 is $1.62.At the balance sheet date, 
company can record it. If the exchange rate is different when preparing financial statements and when this rate is $1.72. Does this imply a 
paying for the purchase, the U.S. company must recognize a foreign exchange gain or loss at those dates. gain or loss for the U.S. company? 


To illustrate, assume NC Imports, a U.S. company, purchases products costing €20,000 (euros) from ^nswer:A loss. 
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Hamburg Brewing on January 15, when the exchange rate is $1.20 per euro. NC records this transaction 
as follows. 


Assets = Liabilities + Equity 
+24,000 +24,000 


Jan. 15 Inventory o sa /aletalays ie nays eaaa EE EI EE E RE ener 24,000 


Accounts Payable—Hamburg Brewing .......... 24,000 


To record a €20,000 purchase when exchange rate 
is $1.20 (€20,000 Xx $1.20/€) 


NC Imports makes payment in full on February 14 when the exchange rate is $1.25 per euro, which is 
recorded as follows. 


Assets = Liabilities + Equity 
—25,000 —24,000 —1,000 


Feb. 14 24,000 
Foreigm Exchange osser e ett er ttn ts 1,000 
25,000 


To record cash payment towards €20,000 account 
when exchange rate is $1.25 (€20,000 x $1.25/€). 


@ Decision 





Global Greenback What do changes in foreign exchange rates mean? A decline in the price of the 
U.S. dollar against other currencies usually yields increased international sales for U.S. companies, without 
hiking prices or cutting costs, and puts them on a stronger competitive footing abroad. At home, they can 
raise prices without fear that foreign rivals will undercut them. E 


Consolidated Statements with International Subsidiaries A second challenge in ac- 
counting for international operations involves preparing consolidated financial statements when the parent 
company has one or more international subsidiaries. Consider a U.S.-based company that owns a control- 
ling interest in a French subsidiary. The reporting currency of the U.S. parent is the dollar. The French 
subsidiary maintains its financial records in euros. Before preparing consolidated statements, the parent 
must translate financial statements of the French company into U.S. dollars. After this translation is com- 
plete (including that for accounting differences), it prepares consolidated statements the same as for do- 
mestic subsidiaries. Procedures for translating an international subsidiary’s account balances depend on 
the nature of the subsidiary’s operations. The process requires the parent company to select appropriate 
foreign exchange rates and to apply those rates to the foreign subsidiary’s account balances. This is de- 
scribed in advanced courses. 


Global: A weaker U.S. dollar often 
increases global sales for U.S. companies. 
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Entrepreneur You are a U.S. home builder that purchases lumber from mills in both the U.S. and 
Canada. The price of the Canadian dollar in terms of the U.S. dollar jumps from US$0.70 to US$0.80. Are 
you now more or less likely to buy lumber from Canadian or U.S. mills? E 


Summary 


C1 Distinguish between debt and equity securities and 
between short-term and long-term investments. Debt 
securities reflect a creditor relationship and include investments 
in notes, bonds, and certificates of deposit. Equity securities reflect 
an owner relationship and include shares of stock issued by other 
companies. Short-term investments in securities are current assets 
that meet two criteria: (1) They are expected to be converted into 
cash within one year or the current operating cycle of the business, 
whichever is longer and (2) they are readily convertible to cash, 
or marketable. All other investments in securities are long-term. 
Long-term investments also include assets not used in operations 
and those held for special purposes, such as land for expansion. 


Investments in securities are classified into one of five groups: 

(1) trading securities, which are always short-term, (2) debt securi- 
ties held-to-maturity, (3) debt and equity securities available-for- 
sale, (4) equity securities in which an investor has a significant 
influence over the investee, and (5) equity securities in which an 
investor has a controlling influence over the investee. 


C2 Describe how to report equity securities with controlling 

influence. If an investor owns more than 50% of another 
company’s voting stock and controls the investee, the investor’s 
financial reports are prepared on a consolidated basis. These reports 
are prepared as if the company were organized as one entity. 
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C34 Explain foreign exchange rates and record transactions 
listed in a foreign currency. A foreign exchange rate is the 
price of one currency stated in terms of another. An entity with trans- 

actions in a foreign currency when the exchange rate changes be- 
tween the transaction dates and their settlement will experience 
exchange gains or losses. When a company makes a credit sale to a 
foreign customer and sales terms call for payment in a foreign cur- 
rency, the company must translate the foreign currency into dollars 
to record the receivable. If the exchange rate changes before pay- 
ment is received, exchange gains or losses are recognized in the 
year they occur. The same treatment is used when a company 
makes a credit purchase from a foreign supplier and is required to 
make payment in a foreign currency. 


M Compute and analyze the components of return on total 
assets. Return on total assets has two components: profit 
margin and total asset turnover. A decline in one component must 
be met with an increase in another if return on assets is to be main- 
tained. Component analysis is helpful in assessing company 
performance compared to that of competitors and its own past. 


P1 Account for trading securities. Investments are initially 
recorded at cost, and any dividend or interest from these 
investments is recorded in the income statement. Investments classi- 
fied as trading securities are reported at fair value. Unrealized gains 


Guidance Answers to Decision Maker 


Money Manager If you have investments in fixed-rate bonds 
and notes when interest rates fall, the value of your investments 
increases. This is so because the bonds and notes you hold continue 
to pay the same (high) rate while the market is demanding a new 
lower interest rate. Your strategy is to continue holding your 
investments in bonds and notes, and, potentially, to increase these 
holdings through additional purchases. 


Retailer Your store’s return on assets is 11%, which is similar to 
the industry norm of 11.2%. However, disaggregation of return on 
assets reveals that your store’s profit margin of 4.4% is much higher 
than the norm of 3.5%, but your total asset turnover of 2.5 is much 
lower than the norm of 3.2. These results suggest that, as compared 
with competitors, you are less efficient in using assets. You need to 


Guidance Answers to Quick Checks 


1. Short-term held-to-maturity securities are reported at cost. 

2. Trading securities are reported at fair value. 

3. The equity section of the balance sheet (and in comprehensive 
income). 

4. The income statement. 

5. Long-term investments include (1) long-term funds earmarked 
for a special purpose, (2) debt and equity securities that do not 
meet current asset requirements, and (3) long-term assets not 
used in the regular operations of the business. 

6. An equity investment is classified as long term if it is not mar- 
ketable or, if marketable, it is not held as an available source of 
cash to meet the needs of current operations. 
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and losses on trading securities are reported in income. When 
investments are sold, the difference between the net proceeds from 
the sale and the cost of the securities is recognized as a gain or loss. 


P2 Account for held-to-maturity securities. Debt securities 

held-to-maturity are reported at cost when purchased. 
Interest revenue is recorded as it accrues. The cost of long-term 
held-to-maturity securities is adjusted for the amortization of any 
difference between cost and maturity value. 


P3 Account for available-for-sale securities. Debt and equity 

securities available-for-sale are recorded at cost when pur- 
chased. Available-for-sale securities are reported at their fair values 
on the balance sheet with unrealized gains or losses shown in the 
equity section. Gains and losses realized on the sale of these invest- 
ments are reported in the income statement. 


P Account for equity securities with significant influence. 

The equity method is used when an investor has a significant 
influence over an investee. This usually exists when an investor 
owns 20% or more of the investee’s voting stock but not more than 
50%. The equity method means an investor records its share of 
investee earnings with a debit to the investment account and a credit 
to a revenue account. Dividends received reduce the investment 
account balance. 





focus on increasing sales or reducing assets. You might consider 
reducing prices to increase sales, provided such a strategy does not 
reduce your return on assets. For instance, you could reduce your 
profit margin to 4% to increase sales. If total asset turnover 
increases to more than 2.75 when profit margin is lowered to 
4%, your overall return on assets is improved. 


Entrepreneur You are now less likely to buy Canadian lumber 
because it takes more U.S. money to buy a Canadian dollar (and lum- 
ber). For instance, the purchase of lumber from a Canadian mill with 
a $1,000 (Canadian dollars) price would have cost the U.S. builder 
$700 (U.S. dollars, computed as C$1,000 X US$0.70) before the rate 
change, and $800 (US dollars, computed as C$1,000 xX US$0.80) 
after the rate change. 


[vi 


7. Debt securities held-to-maturity and debt securities available- 
for-sale are both recorded at cost. Also, interest on both is 
accrued as earned. However, only long-term securities held-to- 
maturity require amortization of the difference between cost 
and maturity value. In addition, only securities available-for- 
sale require a period-end adjustment to fair value. 


8. Long-term equity investments are placed in one of three catego- 
ries and accounted for as follows: (a) available-for-sale (nonin- 
fluential, less than 20% of outstanding stock)—fair value; 
(b) significant influence (20% to 50% of outstanding stock)— 
equity method; and (c) controlling influence (holding more than 
50% of outstanding stock)—equity method with consolidation. 
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Multiple Choice Quiz 


1. 


1. 
25 


3. 


Chapter 15 


influence (p. 602) 


securities (p. 600) 


Multinational (p. 610) 


Additional Quiz Questions are available at the book’s Website. 


A company purchased $30,000 of 5% bonds for investment 
purposes on May 1. The bonds pay interest on February 1 
and August 1. The amount of interest revenue accrued at 
December 31 (the company’s year-end) is: 

- $1,500 

b. $1,375 
c. $1,000 
d. $625 
e. $300 


. Earlier this period, Amadeus Co. purchased its only available-for- 


sale investment in the stock of Bach Co. for $83,000. The 

period-end fair value of this stock is $84,500. Amadeus records a: 

. Credit to Unrealized Gain—Equity for $1,500. 

. Debit to Unrealized Loss—Equity for $1,500. 

. Debit to Investment Revenue for $1,500. 

. Credit to Fair Value Adjustment—Available-for-Sale for 
$3,500. 

e. Credit to Cash for $1,500. 


aan 





- Mozart Co. owns 35% of Melody Inc. Melody pays $50,000 in 


cash dividends to its shareholders for the period. Mozart’s entry 
to record the Melody dividend includes a: 

a. Credit to Investment Revenue for $50,000. 

b. Credit to Long-Term Investments for $17,500. 


A Superscript A denotes assignments based on Appendix | 5A. 
€S Icon denotes assignments that involve decision making. 


Discussion Questions 


Under what two conditions should investments be classified as 
current assets? 

B On a balance sheet, what valuation must be reported for 
short-term investments in trading securities? 

If a short-term investment in available-for-sale securities costs 
$6,780 and is sold for $7,500, how should the difference 
between these two amounts be recorded? 


- Identify the three classes of noninfluential and two classes of 


influential investments in securities. 


Equity securities with significant 


Foreign exchange rate (p. 610) 
Held-to-maturity (HTM) 


Long-term investments (p. 596) 


Answers on p. 629 


5. 


6. 


Investments and International Operations 


Key Terms mhhe.com/wildFAP20e 


Available-for-sale (AFS) 

securities (p. 600) 

Comprehensive income (p. 604) 
Consolidated financial statements (p. 603) 
Equity method (p. 602) 

Equity securities with controlling 
influence (p. 603) 


Other comprehensive income (p. 604) 
Parent (p. 603) 

Return on total assets (p. 605) 
Short-term investments (p. 596) 
Subsidiary (p. 603) 

Trading securities (p. 599) 
Unrealized gain (loss) (p. 599) 









mhhe.com/wildFAP20e 


c. Credit to Cash for $17,500. 

d. Debit to Long-Term Investments for $17,500. 

e. Debit to Cash for $50,000. 

A company has net income of $300,000, net sales of $2,500,000, 
and total assets of $2,000,000. Its return on total assets equals: 

- 6.7% 

- 12.0% 

- 8.3% 

- 80.0% 

e. 15.0% 

A company had net income of $80,000, net sales of $600,000, 
and total assets of $400,000. Its profit margin and total asset 
turnover are: 


Profit Margin Total Asset Turnover 


aoro 


a. 1.5% 13.3 
b. 13.3% 1.5 
c. 13.3% 0.7 
d. 7.0% 13.3 
e. 10.0% 26.7 


Under what conditions should investments be classified as cur- 
rent assets? As long-term assets? 

If a company purchases its only long-term investments in 
available-for-sale debt securities this period and their fair 
value is below cost at the balance sheet date, what entry is re- 
quired to recognize this unrealized loss? 

On a balance sheet, what valuation must be reported for debt 
securities classified as available-for-sale? 


Chapter 15 


8. Under what circumstances are long-term investments in debt 
securities reported at cost and adjusted for amortization of any 
difference between cost and maturity value? 

9. For investments in available-for-sale securities, how are unreal- 
ized (holding) gains and losses reported? 

10. In accounting for investments in equity securities, when should 
the equity method be used? 

11. Under what circumstances does a company prepare consoli- 
dated financial statements? 

12A4What are two major challenges in accounting for interna- 
tional operations? 

13.4 Assume a U.S. company makes a credit sale to a foreign 
customer that is required to make payment in its foreign cur- 
rency. In the current period, the exchange rate is $1.40 on the 
date of the sale and is $1.30 on the date the customer pays the 
receivable. Will the U.S. company record an exchange gain or 
loss? 


H connect 


Complete the following descriptions by filling in the blanks. 


1. Accrual of interest on bonds held as long-term investments requires a credit to 
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1 af If a U.S. company makes a credit sale to a foreign customer 
required to make payment in U.S. dollars, can the U.S. company 
have an exchange gain or loss on this sale? 

15. Refer to Apple’s statement of changes in share- 
holders’ equity in Appendix A. What is the amount of Apple 
foreign currency translation adjustment for the year ended Sep- 
tember 26, 2009? Is this adjustment an unrealized gain or an 
unrealized loss? 

16. Refer to Palm’s statement of stockholders’ equity. Paim 
What was the amount of its fiscal 2009 unrealized gain 
or loss on securities? 

17. Refer to the balance sheet of Nokia in Appen- 
dix A. How can you tell that Nokia uses the con- 
solidated method of accounting? 


NOKIA 


18. o Refer to the financial statements of Research In RIM 
Motion in Appendix A. Compute its return on total 
assets for the year ended February 27, 2010. 


QUICK STUDY 














2. The controlling investor (more than 50% ownership) is called the , and the investee company QOS 15-1 
is called the Describing investments 
3. Trading securities are classified as assets. in securities 
4. Equity securities giving an investor significant influence are accounted for using the — . 8 
5. Available-for-sale debt securities are reported on the balance sheet at ; 
Which of the following statements are true of long-term investments? QS 15-2 
a. They can include investments in trading securities. Identifying long-term 
b. They are always easily sold and therefore qualify as being marketable. INVeSimEntS 
c. They can include debt and equity securities available-for-sale. Ci 
d. They are held as an investment of cash available for current operations. 
e. They can include debt securities held-to-maturity. 
f. They can include bonds and stocks not intended to serve as a ready source of cash. 
g. They can include funds earmarked for a special purpose, such as bond sinking funds. 
On April 18, Dice Co. made a short-term investment in 500 common shares of XLT Co. The purchase OS 15-3 


price is $45 per share and the broker’s fee is $150. The intent is to actively manage these shares for profit. 
On May 30, Dice Co. receives $1 per share from XLT in dividends. Prepare the April 18 and May 30 


journal entries to record these transactions. 


Short-term equity 


investments P1 





Fender Co. purchased short-term investments in available-for-sale securities at a cost of $100,000 on 
November 25, 2011. At December 31, 2011, these securities had a fair value of $94,000. This is the first 


and only time the company has purchased such securities. 


1. Prepare the December 31, 2011, year-end adjusting entry for the securities’ portfolio. 


QS 15-4 
Available-for-sale securities 


"A 


2. For each account in the entry for part 1, explain how it is reported in financial statements. 
3. Prepare the April 6, 2012, entry when Fender sells one-half of these securities for $52,000. 





Prepare Hoffman Company’s journal entries to reflect the following transactions for the current year. 


May 7 
cost of $25 per share plus $200 in broker fees. 
June 6 
this sale is $75. 


QS 15-5 
Available-for-sale securities 


P3 


Purchases 100 shares of Lov stock as a short-term investment in available-for-sale securities at a 


Sells 100 shares of its investment in Lov stock at $28 per share. The broker’s commission on 
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QS 15-6 
Available-for-sale securities 


P3 


Galaxy Company completes the following transactions during the current year. 


May 9 Purchases 400 shares of X&O stock as a short-term investment in available-for-sale securities at 
a cost of $50 per share plus $400 in broker fees. 

June 2 Sells 200 shares of its investment in X&O stock at $56 per share. The broker’s commission on 
this sale is $180. 

Dec. 31 The closing market price (fair value) of the X&O stock is $46 per share. 


Prepare the May 9 and June 2 journal entries and the December 31 adjusting entry. This is the first and 
only time the company purchased such securities. 





QS 15-7 
Recording equity securities 


P3 


On May 20, 2011, Alexis Co. paid $750,000 to acquire 25,000 common shares (10%) of TKR Corp. as a 
long-term investment. On August 5, 2012, Alexis sold one-half of these shares for $475,000. What 
valuation method should be used to account for this stock investment? Prepare entries to record both the 
acquisition and the sale of these shares. 





QS 15-8 
Equity method transactions 


P4 


Assume the same facts as in QS 15-7 except that the stock acquired represents 40% of TKR Corp.’s 
outstanding stock. Also assume that TKR Corp. paid a $125,000 dividend on November 1, 2011, and 
reported a net income of $550,000 for 2011. Prepare the entries to record (a) the receipt of the dividend 
and (b) the December 31, 2011, year-end adjustment required for the investment account. 





QS 15-9 


Debt securities transactions 


P2 


On February 1, 2011, Charo Mendez purchased 6% bonds issued by CR Utilities at a cost of $30,000, 
which is their par value. The bonds pay interest semiannually on July 31 and January 31. For 2011, prepare 
entries to record Mendez’s July 31 receipt of interest and its December 31 year-end interest accrual. 





QS 15-10 
Recording fair value adjustment 
for securities 


"A 


During the current year, Patton Consulting Group acquired long-term available-for-sale securities at a 
$35,000 cost. At its December 31 year-end, these securities had a fair value of $29,000. This is the first 
and only time the company purchased such securities. 


1. Prepare the necessary year-end adjusting entry related to these securities. 
2. Explain how each account used in part 1 is reported in the financial statements. 





QS 15-11 
Return on total 


assets M 


The return on total assets is the focus of analysts, creditors, and other users of financial statements. 
1. How is the return on total assets computed? 
2. What does this important ratio reflect? 





QS 15-12 


Component return on total 


assets M 


Return on total assets can be separated into two important components. 
1. Write the formula to separate the return on total assets into its two basic components. 


2. Explain how these components of the return on total assets are helpful to financial statement users for 
business decisions. 





QS 15-13^ 


Foreign currency transactions 


C3 


A U.S. company sells a product to a British company with the transaction listed in British pounds. On the 
date of the sale, the transaction total of $16,000 is billed as £10,000, reflecting an exchange rate of 1.60 
(that is, $1.60 per pound). Prepare the entry to record (1) the sale and (2) the receipt of payment in pounds 
when the exchange rate is 1.50. 





QS 15-144 
Foreign currency transactions 


C3 


On March 1, 2011, a U.S. company made a credit sale requiring payment in 30 days from a Malaysian 
company, Hamac Sdn. Bhd., in 20,000 Malaysian ringgits. Assuming the exchange rate between Malaysian 
ringgits and U.S. dollars is $0.6811 on March 1 and $0.6985 on March 31, prepare the entries to record 
the sale on March 1 and the cash receipt on March 31. 





QS 15-15 
Equity securities with 
controlling influence 


(2 


Complete the following descriptions by filling in the blanks. 


1. A long-term investment classified as equity securities with controlling influence implies that the inves- 
tor can exert a influence over the investee. 





2. The controlling investor is called the , and the investee is called the 
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The Carrefour Group reports the following description of its trading securities (titled “financial assets 
reported at fair value in the income statement”). 





These are financial assets held by the Group in order to make a short-term profit on the sale. These assets are 
valued at their fair value with variations in value recognized in the income statement. 











Note 10 to Carrefour’s 2008 financial statements reports €117 million in unrealized gains for 2008 and 
€63 million in unrealized losses for 2008, both included in the fair value of those financial assets held for 
trading. What amount of these unrealized gains and unrealized losses, if any, are reported in its 2008 
income statement? Explain. 


connect 

Prepare journal entries to record the following transactions involving the short-term securities investments 

of Maxwell Co., all of which occurred during year 2011. 

a. On February 15, paid $100,000 cash to purchase FTR’s 90-day short-term debt securities ($100,000 
principal), dated February 15, that pay 8% interest (categorized as held-to-maturity securities). 

b. On May 16, received a check from FTR in payment of the principal and 90 days’ interest on the debt 
securities purchased in transaction a. 


QS 15- 


16 


International accounting 
for investments 


"O 


EXERCISES 


Exercise 15-1 
Accounting for short-term held- 
to-maturity securities P2 





Prepare journal entries to record the following transactions involving the short-term securities investments 

of Smart Co., all of which occurred during year 2011. 

a. On March 22, purchased 700 shares of FIX Company stock at $30 per share plus a $150 brokerage 
fee. These shares are categorized as trading securities. 

b. On September 1, received a $1.00 per share cash dividend on the FIX Company stock purchased in 
transaction a. 

c. On October 8, sold 350 shares of FIX Co. stock for $40 per share, less a $140 brokerage fee. 


Exercise 15-2 
Accounting for short-term 
trading securities 


P1 


(c) Dr. Cash $13,860 





Prepare journal entries to record the following transactions involving the short-term securities investments 

of Prairie Co., all of which occurred during year 2011. 

a. On August 1, paid $60,000 cash to purchase Better Buy’s 10% debt securities ($60,000 principal), 
dated July 30, 2011, and maturing January 30, 2012 (categorized as available-for-sale securities). 

b. On October 30, received a check from Better Buy for 90 days’ interest on the debt securities purchased 
in transaction a. 


Exercise 15-3 
Accounting for short-term 


available-for-sale securities 


P3 





Complete the following descriptions by filling in the blanks. 
1. Short-term investments are securities that (1) management intends to convert to cash within __ __ 


or the _______ whichever is longer, and (2) are readily convertible to ___ 
2. Long-term investments in securities are defined as those securities that are ___ ___ convertible to 
cash or are ___ ____ to be converted into cash in the short term. 


3. Debt securities reflect a 
deposit. 


relationship such as investments in notes, bonds, and certificates of 





4. Equity securities reflect an relationship such as shares of stock issued by companies. 





Exercise 15-4 
Debt and equity securities and 
short- and long-term investments 


C1 





Complete the following descriptions by filling in the blanks. 





1. The equity method with 
controlling influence. 

2. Consolidated show the financial position, results of operations, and cash flows of all 
entities under the parent’s control, including all subsidiaries. 


is used to account for long-term investments in equity securities with 








Exercise 15-5 
Equity securities with controlling 
influence 


(2 





Forex Co. purchases various investments in trading securities at a cost of $56,000 on December 27, 2011. 
(This is its first and only purchase of such securities.) At December 31, 2011, these securities had a fair 
value of $66,000. 


1. Prepare the December 31, 2011, year-end adjusting entry for the trading securities’ portfolio. 
2. Explain how each account in the entry of part 1 is reported in financial statements. 


3. Prepare the January 3, 2012, entry when Forex sells a portion of its trading securities (that had origi- 
nally cost $28,000) for $30,000. 


Exercise 15-6 
Accounting for trading securities 


"B 


Check 


(3) Gain, $2,000 
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Exercise 15-7 
Adjusting available-for-sale 
securities to fair value 


am i | 


Check Unrealized loss, $100 


On December 31, 2011, Rollo Company held the following short-term investments in its portfolio of 
available-for-sale securities. Rollo had no short-term investments in its prior accounting periods. Prepare 
the December 31, 2011, adjusting entry to report these investments at fair value. 


Cost Fair Value 


Vicks Corporation bonds payable ............. $79,600 $90,600 
Pace Corporation notes payable .............. 60,600 52,900 
Lake Lugano Company common stock ......... 85,500 82,100 





Exercise 15-8 
Transactions in short-term and 
long-term investments 


P1 P2 P3 


Prepare journal entries to record the following transactions involving both the short-term and long-term 

investments of Sophia Corp., all of which occurred during calendar year 2011. Use the account Short-Term 

Investments for any transactions that you determine are short term. 

a. On February 15, paid $150,000 cash to purchase American General’s 120-day short-term notes at par, 
which are dated February 15 and pay 10% interest (classified as held-to-maturity). 

b. On March 22, bought 700 shares of Frain Industries common stock at $25 cash per share plus a $250 
brokerage fee (classified as long-term available-for-sale securities). 

c. On June 15, received a check from American General in payment of the principal and 120 days’ 
interest on the notes purchased in transaction a. 

d. On July 30, paid $50,000 cash to purchase MP3 Electronics’ 8% notes at par, dated July 30, 2011, and 
maturing on January 30, 2012 (classified as trading securities). 

e. On September 1, received a $0.50 per share cash dividend on the Frain Industries common stock pur- 
chased in transaction b. 

f. On October 8, sold 350 shares of Frain Industries common stock for $32 cash per share, less a $175 
brokerage fee. 

g. On October 30, received a check from MP3 Electronics for three months’ interest on the notes pur- 
chased in transaction d. 





Exercise 15-9 
Fair value adjustment to 
available-for-sale securities 


P3 


On December 31, 2011, Manhattan Co. held the following short-term available-for-sale securities. 


Cost Fair Value 


Nintendo Co. common stock ............. $68,900 $75,300 
Atlantic bonds payable .................. 24,500 22,800 
Kellogg Co. notes payable ................ 50,000 47,200 
McDonald’s Corp.common stock ......... 91,400 86,600 


Manhattan had no short-term investments prior to the current period. Prepare the December 31, 2011, year- 
end adjusting entry to record the fair value adjustment for these securities. 





Exercise 15-10 
Fair value adjustment to 
available-for-sale securities 


P3 


Berroa Co. began operations in 2010. The cost and fair values for its long-term investments portfolio in 
available-for-sale securities are shown below. Prepare Berroa’s December 31, 2011, adjusting entry to 
reflect any necessary fair value adjustment for these investments. 


Cost Fair Value 


December 31,2010......... $79,483 $72,556 
December 31,2011 ......... 85,120 90,271 





Exercise 15-11 
Multiyear fair value adjustments 
to available-for-sale securities 


"A 


Ticker Services began operations in 2009 and maintains long-term investments in available-for-sale securi- 
ties. The year-end cost and fair values for its portfolio of these investments follow. Prepare journal entries 
to record each year-end fair value adjustment for these securities. 


Cost Fair Value 


December 31,2009 ............ $374,000 $362,560 
December 31,2010 ............ 426,900 453,200 
December 31,2011 ............ 580,700 686,450 
December 31,2012 ............ 875,500 778,800 
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Information regarding Central Company’s individual investments in securities during its calendar-year 

2011, along with the December 31, 2011, fair values, follows. 

a. Investment in Beeman Company bonds: $418,500 cost, $455,000 fair value. Central intends to hold 
these bonds until they mature in 2016. 

b. Investment in Baybridge common stock: 29,500 shares; $332,450 cost; $361,375 fair value. Central 
owns 32% of Baybridge’s voting stock and has a significant influence over Baybridge. 

c. Investment in Carroll common stock: 12,000 shares; $169,750 cost; $183,000 fair value. This invest- 
ment amounts to 3% of Carroll’s outstanding shares, and Central’s goal with this investment is to earn 
dividends over the next few years. 

d. Investment in Newtech common stock: 3,500 shares; $95,300 cost; $93,625 fair value. Central’s goal 
with this investment is to reap an increase in fair value of the stock over the next three to five years. 
Newtech has 30,000 common shares outstanding. 

e. Investment in Flock common stock: 16,300 shares; $102,860 cost; $109,210 fair value. This stock is 
marketable and is held as an investment of cash available for operations. 


Required 

1. Identify whether each investment should be classified as a short-term or long-term investment. For 
each long-term investment, indicate in which of the long-term investment classifications it should 
be placed. 

2. Prepare a journal entry dated December 31, 2011, to record the fair value adjustment of the long-term 
investments in available-for-sale securities. Central had no long-term investments prior to year 2011. 


Exercise 15-12 
Classifying investments in 
securities; recording fair values 


Ci P2 P3 P4 


Check (2) Unrealized gain, $11,575 





Prepare journal entries to record the following transactions and events of Kash Company. 


2011 


Jan. 2 Purchased 30,000 shares of Bushtex Co. common stock for $204,000 cash plus a broker’s fee of 
$3,480 cash. Bushtex has 90,000 shares of common stock outstanding and its policies will be 
significantly influenced by Kash. 

Sept. 1 Bushtex declared and paid a cash dividend of $3.10 per share. 

Dec. 31 Bushtex announced that net income for the year is $624,900. 


2012 


June 1  Bushtex declared and paid a cash dividend of $3.60 per share. 
Dec. 31 Bushtex announced that net income for the year is $699,750. 
Dec. 31 Kash sold 10,000 shares of Bushtex for $162,500 cash. 


Exercise 15-13 
Securities transactions; 
equity method 


P4 





The following information is available from the financial statements of Wright Industries. Compute 
Wright’s return on total assets for 2011 and 2012. (Round returns to one-tenth of a percent.) Comment on 
the company’s efficiency in using its assets in 2011 and 2012. 


[ $ file Edit View insert format Tools Data Window Help SC 
lOSR SAS tad \---|OSSlzc - UU n - 


2010 2011 2012 
| Total assets, December 31 $190,000 $320,000 | $750,000 


| Net income 28,200 36,400 58,300 








Exercise 15-14 
Return on total assets 





Desi of New York sells its products to customers in the United States and the United Kingdom. On 
December 16, 2011, Desi sold merchandise on credit to Bronson Ltd. of London at a price of 17,000 pounds. 
The exchange rate on that day for £1 was $1.5238. On December 31, 2011, when Desi prepared its fi- 
nancial statements, the rate was £1 for $1.4990. Bronson paid its bill in full on January 15, 2012, at 
which time the exchange rate was £1 for $1.5156. Desi immediately exchanged the 17,000 pounds for 
U.S. dollars. Prepare Desi’s journal entries on December 16, December 31, and January 15 (round to the 
nearest dollar). 


Exercise 15-154 
Foreign currency transactions 


03 


620 


Chapter I5 Investments and International Operations 





Exercise 15-164 
Computing foreign exchange 
gains and losses on receivables 


C3 


On May 8, 2011, Jett Company (a U.S. company) made a credit sale to Lopez (a Mexican company). The 
terms of the sale required Lopez to pay 800,000 pesos on February 10, 2012. Jett prepares quarterly 
financial statements on March 31, June 30, September 30, and December 31. The exchange rates for pesos 
during the time the receivable is outstanding follow. 


Mayz8"2 Ol merree rere. $0.1984 
June OPO MMe E 0.2013 
September 30,2011 ......... 0.2029 
December 31,2011.......... 0.1996 
February 10,2012........... 0.2047 


Compute the foreign exchange gain or loss that Jett should report on each of its quarterly income state- 
ments for the last three quarters of 2011 and the first quarter of 2012. Also compute the amount reported on 
Jett’s balance sheets at the end of each of its last three quarters of 2011. 





Exercise 15-17 
International accounting 
for investments 


"O 


PROBLEM SET A 


Problem 15-1A 
Recording transactions and 
fair value adjustments for 
trading securities 


P1 


Check 


oB 


(2) Dr. Fair Value 
Adjustment— Trading $2,385 


The Carrefour Group reports the following description of its financial assets available-for-sale. 





Assets available for sale are . . . valued at fair value. Unrealized . . . gains or losses are recorded as shareholders’ 
equity until they are sold. 











Note 10 to Carrefour’s 2008 financial statements reports €6 million in net unrealized losses (net of unreal- 

ized gains) for 2008, which is included in the fair value of its available-for-sale securities reported on the 

balance sheet. 

1. What amount of the €6 million net unrealized losses, if any, is reported in its 2008 income statement? 
Explain. 

2. If the €6 million net unrealized losses are not reported in the income statement, in which statement 
are they reported, if any? Explain. 


Ryder Company, which began operations in 2011, invests its idle cash in trading securities. The following 
transactions are from its short-term investments in its trading securities. 


2011 


Jan. 20 Purchased 900 shares of Ford Motor Co. at $36 per share plus a $125 commission. 
Feb. 9 Purchased 4,400 shares of Lucent at $10 per share plus a $200 commission. 
Oct. 12 Purchased 500 shares of Z-Seven at $8 per share plus a $100 commission. 


2012 


Apr. 15 Sold 900 shares of Ford Motor Co. at $39 per share less a $185 commission. 

July 5 Sold 500 shares of Z-Seven at $10.25 per share less a $100 commission. 

July 22 Purchased 800 shares of Hunt Corp. at $30 per share plus a $225 commission. 
Aug.19 Purchased 1,000 shares of Donna Karan at $12 per share plus a $100 commission. 


2013 


Feb. 27 Purchased 3,400 shares of HCA at $22 per share plus a $220 commission. 

Mar. 3 Sold 800 shares of Hunt at $25 per share less a $125 commission. 

June 21 Sold 4,400 shares of Lucent at $8 per share less a $180 commission. 

June 30 Purchased 1,000 shares of Black & Decker at $47.50 per share plus a $195 commission. 
Nov. 1 Sold 1,000 shares of Donna Karan at $22 per share less a $208 commission. 


Required 

1. Prepare journal entries to record these short-term investment activities for the years shown. (Ignore 
any year-end adjusting entries.) 

2. On December 31, 2013, prepare the adjusting entry to record any necessary fair value adjustment for 
the portfolio of trading securities when HCA’s share price is $24 and Black & Decker’s share price is 
$43.50. (Assume the Fair Value Adjustment—Trading account had an unadjusted balance of zero.) 
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Perry Company had no short-term investments prior to year 2011. It had the following transactions involv- 
ing short-term investments in available-for-sale securities during 2011. 


Apr. 16 Purchased 8,000 shares of Gem Co. stock at $24.25 per share plus a $360 brokerage fee. 
May 1 Paid $200,000 to buy 90-day U.S. Treasury bills (debt securities): $200,000 principal amount, 
6% interest, securities dated May 1. 
July 7 Purchased 4,000 shares of PepsiCo stock at $49.25 per share plus a $350 brokerage fee. 
20 Purchased 2,000 shares of Xerox stock at $16.75 per share plus a $410 brokerage fee. 
Aug. 3 Received a check for principal and accrued interest on the U.S. Treasury bills that matured on 
July 29. 
15 Received an $0.85 per share cash dividend on the Gem Co. stock. 
28 Sold 4,000 shares of Gem Co. stock at $30 per share less a $450 brokerage fee. 
Oct. 1 Received a $1.90 per share cash dividend on the PepsiCo shares. 
Dec. 15 Received a $1.05 per share cash dividend on the remaining Gem Co. shares. 
31 Received a $1.30 per share cash dividend on the PepsiCo shares. 


Required 
1. Prepare journal entries to record the preceding transactions and events. 


2. Prepare a table to compare the year-end cost and fair values of Perry’s short-term investments in 
available-for-sale securities. The year-end fair values per share are: Gem Co., $26.50; PepsiCo, $46.50; 
and Xerox, $13.75. 


3. Prepare an adjusting entry, if necessary, to record the year-end fair value adjustment for the portfolio 
of short-term investments in available-for-sale securities. 


Analysis Component 
4. Explain the balance sheet presentation of the fair value adjustment for Perry’s short-term investments. 


5. How do these short-term investments affect Perry’s (a) income statement for year 2011 and (b) the 
equity section of its balance sheet at year-end 2011? 


Problem 15-2A 

Recording, adjusting, and 
reporting short-term available- 
for-sale securities 


"A 


Check 


(2) Cost = $328,440 


(3) Dr. Unrealized Loss— 
Equity $8,940 





Shaq Security, which began operations in 2011, invests in long-term available-for-sale securities. 
Following is a series of transactions and events determining its long-term investment activity. 


2011 


Jan. 20 Purchased 900 shares of Johnson & Johnson at $18.75 per share plus a $590 commission. 

Feb. 9 Purchased 2,200 shares of Sony at $46.88 per share plus a $2,578 commission. 

June 12 Purchased 500 shares of Mattel at $55.50 per share plus an $832 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are Johnson & Johnson, $20.38; Mattel, $57.25; 
Sony, $39. 


2012 


Apr. 15 Sold 900 shares of Johnson & Johnson at $21.75 per share less a $685 commission. 

July 5 Sold 500 shares of Mattel at $49.13 per share less a $491 commission. 

July 22 Purchased 1,600 shares of Sara Lee at $36.25 per share plus a $1,740 commission. 

Aug. 19 Purchased 1,800 shares of Eastman Kodak at $28 per share plus a $1,260 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are: Kodak, $31.75; Sara Lee, $30.00; Sony, 
$36.50. 


2013 


Feb. 27 Purchased 3,400 shares of Microsoft at $23.63 per share plus a $1,606 commission. 

June 21 Sold 2,200 shares of Sony at $40.00 per share less a $2,640 commission. 

June 30 Purchased 1,200 shares of Black & Decker at $47.50 per share plus a $1,995 commission. 
Aug. 3 Sold 1,600 shares of Sara Lee at $31.25 per share less a $1,750 commission. 

Nov. 1 Sold 1,800 shares of Eastman Kodak at $42.75 per share less a $2,309 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are: Black & Decker, $56.50; Microsoft, $28. 


Required 


1. Prepare journal entries to record these transactions and events and any year-end fair value adjustments 
to the portfolio of long-term available-for-sale securities. 


Problem 15-3A 
Recording, adjusting, and 
reporting long-term 
available-for-sale securities 


P3 


on 
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Check (2b) Fair Value Adjustment bal.: 


12/31/11, $(18,994); 12/31/12; $(31,664) 


(3b) Unrealized Gain at 
12/31/2013, $22,057 
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2. Prepare a table that summarizes the (a) total cost, (b) total fair value adjustment, and (c) total fair value 
of the portfolio of long-term available-for-sale securities at each year-end. 

3. Prepare a table that summarizes (a) the realized gains and losses and (b) the unrealized gains or losses 
for the portfolio of long-term available-for-sale securities at each year-end. 





Problem 15-4A 
Long-term investment 
transactions; unrealized and 
realized gains and losses 


(2 P3 P4 


Check (2) Cr. Unrealized Loss— 
Equity, $40,000 


Park Co.’s long-term available-for-sale portfolio at December 31, 2010, consists of the following. 


Available-for-Sale Securities Cost Fair Value 
80,000 shares of Company A common stock ......... $1,070,600 $ 980,000 
14,000 shares of Company B common stock ......... 318,750 308,000 
35,000 shares of Company C common stock ......... 1,325,500 1,281,875 


Park enters into the following long-term investment transactions during year 2011. 


Jan. 29 Sold 7,000 shares of Company B common stock for $158,375 less a brokerage fee of $3,100. 

Apr. 17 Purchased 20,000 shares of Company W common stock for $395,000 plus a brokerage fee of 
$3,500. The shares represent a 30% ownership in Company W. 

July 6 Purchased 9,000 shares of Company X common stock for $253,125 plus a brokerage fee of 
$3,500. The shares represent a 10% ownership in Company X. 

Aug. 22 Purchased 100,000 shares of Company Y common stock for $750,000 plus a brokerage fee of 
$8,200. The shares represent a 51% ownership in Company Y. 

Nov. 13 Purchased 17,000 shares of Company Z common stock for $533,800 plus a brokerage fee of 
$6,900. The shares represent a 5% ownership in Company Z. 

Dec. 9 Sold 80,000 shares of Company A common stock for $1,030,000 less a brokerage fee of $4,100. 


The fair values of its investments at December 31, 2011, are: B, $162,750; C, $1,220,625; W, $382,500; 
X, $236,250; Y, $1,062,500; and Z, $557,600. 


Required 

1. Determine the amount Park should report on its December 31, 2011, balance sheet for its long-term 
investments in available-for-sale securities. 

2. Prepare any necessary December 31, 2011, adjusting entry to record the fair value adjustment for the 
long-term investments in available-for-sale securities. 

3. What amount of gains or losses on transactions relating to long-term investments in available-for-sale 
securities should Park report on its December 31, 2011, income statement? 





Problem 15-5A 

Accounting for long-term 
investments in securities; with 
and without significant influence 


P3 P4 


Check (2) Carrying value per share, 


$31.90 


Pillar Steel Co., which began operations on January 4, 2011, had the following subsequent transactions 
and events in its long-term investments. 


2011 

Jan. 5 Pillar purchased 30,000 shares (20% of total) of Kildaire’s common stock for $780,000. 

Oct. 23 Kildaire declared and paid a cash dividend of $1.60 per share. 

Dec. 31 Kildaire’s net income for 2011 is $582,000, and the fair value of its stock at December 31 is 
$27.75 per share. 

2012 

Oct. 15 Kildaire declared and paid a cash dividend of $1.30 per share. 

Dec. 31 Kildaire’s net income for 2012 is $738,000, and the fair value of its stock at December 31 is 
$30.45 per share. 

2013 

Jan. 2 Pillar sold all of its investment in Kildaire for $947,000 cash. 

Part 1 


Assume that Pillar has a significant influence over Kildaire with its 20% share of stock. 
Required 


1. Prepare journal entries to record these transactions and events for Pillar. 

2. Compute the carrying (book) value per share of Pillar’s investment in Kildaire common stock as 
reflected in the investment account on January 1, 2013. 

3. Compute the net increase or decrease in Pillar’s equity from January 5, 2011, through January 2, 2013, 
resulting from its investment in Kildaire. 
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Part 2 

Assume that although Pillar owns 20% of Kildaire’s outstanding stock, circumstances indicate that it does 
not have a significant influence over the investee and that it is classified as an available-for-sale security 
investment. 


Required 

1. Prepare journal entries to record the preceding transactions and events for Pillar. Also prepare an entry 
dated January 2, 2013, to remove any balance related to the fair value adjustment. 

2. Compute the cost per share of Pillar’s investment in Kildaire common stock as reflected in the 
investment account on January 1, 2013. 

3. Compute the net increase or decrease in Pillar’s equity from January 5, 2011, through January 2, 2013, 
resulting from its investment in Kildaire. 
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(1) 1/2/2013 Dr. Unrealized 
Gain—Equity $133,500 


(3) Net increase, $254,000 





Roundtree Company, a U.S. corporation with customers in several foreign countries, had the following 
selected transactions for 2011 and 2012. 


2011 
Apr. 8 Sold merchandise to Salinas & Sons of Mexico for $7,938 cash. The exchange rate for pesos is 
$0.1323 on this day. 
July 21 Sold merchandise on credit to Sumito Corp. in Japan. The price of 1.5 million yen is to be paid 
120 days from the date of sale. The exchange rate for yen is $0.0096 on this day. 
Oct. 14 Sold merchandise for 19,000 pounds to Smithers Ltd. of Great Britain, payment in full to be 
received in 90 days. The exchange rate for pounds is $1.5181 on this day. 
Nov. 18 Received Sumito’s payment in yen for its July 21 purchase and immediately exchanged the yen 
for dollars. The exchange rate for yen is $0.0091 on this day. 
Dec. 20 Sold merchandise for 17,000 ringgits to Hamid Albar of Malaysia, payment in full to be 
received in 30 days. On this day, the exchange rate for ringgits is $0.6852. 
Dec. 31 Recorded adjusting entries to recognize exchange gains or losses on Roundtree’s annual 
financial statements. Rates for exchanging foreign currencies on this day follow. 
Pesos (Mexico) .......... $0.1335 
Yen (Japan) ...........04. 0.0095 
Pounds (Britain) ......... 1.5235 
Ringgits (Malaysia) ........ 0.6807 
2012 
Jan. 12 Received full payment in pounds from Smithers for the October 14 sale and immediately 
exchanged the pounds for dollars. The exchange rate for pounds is $1.5314 on this day. 
Jan. 19 Received Hamid Albar’s full payment in ringgits for the December 20 sale and immediately 
exchanged the ringgits for dollars. The exchange rate for ringgits is $0.6771 on this day. 
Required 


1. Prepare journal entries for the Roundtree transactions and adjusting entries (round amounts to the 
nearest dollar). 

2. Compute the foreign exchange gain or loss to be reported on Roundtree’s 2011 income statement. 

Analysis Component 


3. What actions might Roundtree consider to reduce its risk of foreign exchange gains or losses? 


Deal Company, which began operations in 2011, invests its idle cash in trading securities. The following 
transactions relate to its short-term investments in its trading securities. 


2011 

Mar. 10 Purchased 1,200 shares of AOL at $59.15 per share plus a $773 commission. 
May 7 Purchased 2,500 shares of MTV at $36.25 per share plus a $1,428 commission. 
Sept. 1 Purchased 600 shares of UPS at $57.25 per share plus a $625 commission. 
2012 

Apr. 26 Sold 2,500 shares of MTV at $34.50 per share less a $1,025 commission. 


Apr. 27 Sold 600 shares of UPS at $60.50 per share less an $894 commission. 


Problem 15-6A4 
Foreign currency transactions 


03 


Check (2) 2011 total foreign 
exchange loss, $723 


PROBLEM SET B 


Problem 15-1B 
Recording transactions and 
fair value adjustments for 
trading securities P1 
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Check (2) Cr. Fair Value 
Adjustment—Trading $6,910 
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June 2 Purchased 1,800 shares of SPW at $172 per share plus a $1,625 commission. 


June 14 Purchased 450 shares of Walmart at $50.25 per share plus a $541.50 commission. 

2013 

Jan. 28 Purchased 1,000 shares of PepsiCo at $43 per share plus a $1,445 commission. 

Jan. 31 Sold 1,800 shares of SPW at $168 per share less a $1,020 commission. 

Aug. 22 Sold 1,200 shares of AOL at $56.75 per share less a $1,240 commission. 

Sept. 3 Purchased 750 shares of Vodaphone at $40.50 per share plus an $840 commission. 

Oct. 9 Sold 450 shares of Walmart at $53.75 per share less a $610.50 commission. 

Required 

1. Prepare journal entries to record these short-term investment activities for the years shown. (Ignore 


2. 


any year-end adjusting entries.) 

On December 31, 2013, prepare the adjusting entry to record any necessary fair value adjustment for 
the portfolio of trading securities when PepsiCo’s share price is $41 and Vodaphone’s share price is 
$37. (Assume the Fair Value Adjustment—Trading account had an unadjusted balance of zero.) 





Problem 15-2B 

Recording, adjusting, and 
reporting short-term available- 
for-sale securities 


cm i | 


Check (2) Cost = $170,616 


(3) Dr. Unrealized Loss— 
Equity, $20,947 


Day Systems had no short-term investments prior to 2011. It had the following transactions involving 
short-term investments in available-for-sale securities during 2011. 


Feb. 6 


Apr. 7 
June 2 


Aug. 11 


Nov. 9 
Dec. 18 


Purchased 1,700 shares of Nokia stock at $41.25 per share plus a $1,500 brokerage fee. 

15 Paid $10,000 to buy six-month U.S. Treasury bills (debt securities): $10,000 principal amount, 

6% interest, securities dated February 15. 

Purchased 600 shares of Dell Co. stock at $39.50 per share plus a $627 brokerage fee. 

Purchased 1,250 shares of Merck stock at $72.50 per share plus a $1,945 brokerage fee. 

30 Received a $0.19 per share cash dividend on the Nokia shares. 

Sold 425 shares of Nokia stock at $46 per share less a $525 brokerage fee. 

16 Received a check for principal and accrued interest on the U.S. Treasury bills purchased 
February 15. 

24 Received a $0.10 per share cash dividend on the Dell shares. 

Received a $0.20 per share cash dividend on the remaining Nokia shares. 

Received a $0.15 per share cash dividend on the Dell shares. 


Required 


1. 
2. 


Prepare journal entries to record the preceding transactions and events. 

Prepare a table to compare the year-end cost and fair values of the short-term investments in 
available-for-sale securities. The year-end fair values per share are: Nokia, $40.25; Dell, $41; and 
Merck, $59. 

Prepare an adjusting entry, if necessary, to record the year-end fair value adjustment for the portfolio 
of short-term investments in available-for-sale securities. 


Analysis Component 


4. Explain the balance sheet presentation of the fair value adjustment to Day’s short-term investments. 


5. 


How do these short-term investments affect (a) its income statement for year 2011 and (b) the equity 
section of its balance sheet at the 2011 year-end? 





Problem 15-3B 

Recording, adjusting, and 
reporting long-term available- 
for-sale securities 


P3 


Venice Enterprises, which began operations in 2011, invests in long-term available-for-sale securities. 
Following is a series of transactions and events involving its long-term investment activity. 


2011 

Mar. 10 Purchased 2,400 shares of Apple at $33.25 per share plus $1,995 commission. 

Apr. 7 Purchased 5,000 shares of Ford at $17.50 per share plus $2,625 commission. 

Sept. 1 Purchased 1,200 shares of Polaroid at $49.00 per share plus $1,176 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are: Apple, $35.50; Ford, $17.00; Polaroid, $51.75. 
2012 

Apr. 26 Sold 5,000 shares of Ford at $16.38 per share less a $2,237 commission. 

June 2 Purchased 3,600 shares of Duracell at $18.88 per share plus a $2,312 commission. 

June 14 Purchased 900 shares of Sears at $24.50 per share plus a $541 commission. 

Nov. 27 Sold 1,200 shares of Polaroid at $52 per share less a $1,672 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are: Apple, $35.50; Duracell, $18.00; Sears, $26.00. 
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2013 


Jan. 28 Purchased 2,000 shares of Coca-Cola Co. at $41 per share plus a $3,280 commission. 
Aug. 22 Sold 2,400 shares of Apple at $29.75 per share less a $2,339 commission. 

Sept. 3 Purchased 1,500 shares of Motorola at $29 per share plus a $870 commission. 

Oct. 9 Sold 900 shares of Sears at $27.50 per share less a $619 commission. 

Oct. 31 Sold 3,600 shares of Duracell at $16.00 per share less a $1,496 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are: Coca-Cola, $46.00; Motorola, $22.00. 


Required 

1. Prepare journal entries to record these transactions and events and any year-end fair value adjustments 
to the portfolio of long-term available-for-sale securities. 

2. Prepare a table that summarizes the (a) total cost, (b) total fair value adjustment, and (c) total fair value 
for the portfolio of long-term available-for-sale securities at each year-end. 

3. Prepare a table that summarizes (a) the realized gains and losses and (b) the unrealized gains or losses 
for the portfolio of long-term available-for-sale securities at each year-end. 
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Check (2b) Fair Value Adjustment 
bal.: 12/31/11, $404; 12/31/12, $(1,266) 


(3b) Unrealized Loss at 
12/31/2013, $4,650 





Capollo’s long-term available-for-sale portfolio at December 31, 2010, consists of the following. 


Available-for-Sale Securities Cost Fair Value 
45,000 shares of Company R common stock ......... $1,118,250 $1,198,125 
17,000 shares of Company S common stock.......... 616,760 586,500 
22,000 shares of Company T common stock.......... 294,470 303,600 


Capollo enters into the following long-term investment transactions during year 2011. 


Jan. 13 Sold 4,250 shares of Company S stock for $144,500 less a brokerage fee of $2,390. 

Mar. 24 Purchased 31,000 shares of Company U common stock for $565,750 plus a brokerage fee of 
$9,900. The shares represent a 62% ownership interest in Company U. 

Apr. 5 Purchased 85,000 shares of Company V common stock for $267,750 plus a brokerage fee of 
$4,500. The shares represent a 10% ownership in Company V. 

Sept. 2 Sold 22,000 shares of Company T common stock for $313,500 less a brokerage fee of $5,400. 

Sept.27 Purchased 5,000 shares of Company W common stock for $101,000 plus a brokerage fee of 
$2,100. The shares represent a 25% ownership interest in Company W. 

Oct. 30 Purchased 10,000 shares of Company X common stock for $97,500 plus a brokerage fee of 
$2,340. The shares represent a 13% ownership interest in Company X. 


The fair values of its investments at December 31, 2011, are: R, $1,136,250; S, $420,750; U, $545,600; 
V, $269,875; W, $109,375; and X, $91,250. 


Required 

1. Determine the amount Capollo should report on its December 31, 2011, balance sheet for its long-term 
investments in available-for-sale securities. 

2. Prepare any necessary December 31, 2011, adjusting entry to record the fair value adjustment of the 
long-term investments in available-for-sale securities. 

3. What amount of gains or losses on transactions relating to long-term investments in available-for-sale 
securities should Capollo report on its December 31, 2011, income statement? 


Problem 15-4B 
Long-term investment 
transactions; unrealized and 
realized gains and losses 


(2 P3 P4 


Check (2) Dr. Unrealized Loss— 
Equity, $34,785; Cr. Fair Value 
Adjustment—AFS (LT), $93,530 





Bengal Company, which began operations on January 3, 2011, had the following subsequent transactions 
and events in its long-term investments. 
2011 


Jan. 5 Bengal purchased 15,000 shares (25% of total) of Bloch’s common stock for $187,500. 
Aug. 1 Bloch declared and paid a cash dividend of $0.95 per share. 
Dec. 31 Bloch’s net income for 2011 is $92,000, and the fair value of its stock is $12.90 per share. 


2012 


Aug. 1 Bloch declared and paid a cash dividend of $1.25 per share. 
Dec. 31 Bloch’s net income for 2012 is $76,000, and the fair value of its stock is $13.55 per share. 


Problem 15-5B 

Accounting for long-term 
investments in securities; with 
and without significant influence 


P3 P4 
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Check (2) Carrying value per share, 
$13.10 


(1) 1/8/2013 Dr. Unrealized 
Gain—Equity $15,750 


(3) Net increase, $50,250 
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2013 
Jan. 8 Bengal sold all of its investment in Bloch for $204,750 cash. 


Part 1 
Assume that Bengal has a significant influence over Bloch with its 25% share. 


Required 
1. Prepare journal entries to record these transactions and events for Bengal. 


2. Compute the carrying (book) value per share of Bengal’s investment in Bloch common stock as 
reflected in the investment account on January 7, 2013. 


3. Compute the net increase or decrease in Bengal’s equity from January 5, 2011, through January 8, 
2013, resulting from its investment in Bloch. 
Part 2 


Assume that although Bengal owns 25% of Bloch’s outstanding stock, circumstances indicate that it does 
not have a significant influence over the investee and that it is classified as an available-for-sale security 
investment. 


Required 

1. Prepare journal entries to record these transactions and events for Bengal. Also prepare an entry dated 
January 8, 2013, to remove any balance related to the fair value adjustment. 

2. Compute the cost per share of Bengal’s investment in Bloch common stock as reflected in the 
investment account on January 7, 2013. 

3. Compute the net increase or decrease in Bengal’s equity from January 5, 2011, through January 8, 
2013, resulting from its investment in Bloch. 





Problem 15-6B4 
Foreign currency transactions 


C3 


Check (2) 2011 total foreign 
exchange gain, $6,211 


Datamix, a U.S. corporation with customers in several foreign countries, had the following selected trans- 
actions for 2011 and 2012. 


2011 


May 26 Sold merchandise for 6.5 million yen to Fuji Company of Japan, payment in full to be received 
in 60 days. On this day, the exchange rate for yen is $0.0094. 

June 1 Sold merchandise to Fordham Ltd. of Great Britain for $72,613 cash. The exchange rate for 
pounds is $1.5277 on this day. 

July 25 Received Fuji’s payment in yen for its May 26 purchase and immediately exchanged the yen for 
dollars. The exchange rate for yen is $0.0090 on this day. 

Oct. 15 Sold merchandise on credit to Martinez Brothers of Mexico. The price of 373,000 pesos is to be 
paid 90 days from the date of sale. On this day, the exchange rate for pesos is $0.1340. 

Dec. 6 Sold merchandise for 242,000 yuans to Chi-Ying Company of China, payment in full to be 
received in 30 days. The exchange rate for yuans is $0.1975 on this day. 

Dec. 31 Recorded adjusting entries to recognize exchange gains or losses on Datamix’s annual financial 
statements. Rates of exchanging foreign currencies on this day follow. 


Yen (Japan) ............ $0.0094 
Pounds (Britain) ........ 1.5318 
Pesos (Mexico) ......... 0.1560 
Yuans (China) .......... 0.2000 


2012 


Jan. 5 Received Chi-Ying’s full payment in yuans for the December 6 sale and immediately exchanged 
the yuans for dollars. The exchange rate for yuans is $0.2060 on this day. 

Jan. 13 Received full payment in pesos from Martinez for the October 15 sale and immediately 
exchanged the pesos for dollars. The exchange rate for pesos is $0.1420 on this day. 


Required 

1. Prepare journal entries for the Datamix transactions and adjusting entries. 

2. Compute the foreign exchange gain or loss to be reported on Datamix’s 2011 income statement. 
Analysis Component 


3. What actions might Datamix consider to reduce its risk of foreign exchange gains or losses? 
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(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, 
to use the Working Papers that accompany the book.) 


SP 15 While reviewing the March 31, 2012, balance sheet of Business Solutions, Santana Rey notes that 
the business has built a large cash balance of $68,057. Its most recent bank money market statement 
shows that the funds are earning an annualized return of 0.75%. S. Rey decides to make several invest- 
ments with the desire to earn a higher return on the idle cash balance. Accordingly, in April 2012, Busi- 
ness Solutions makes the following investments in trading securities: 


April 16 Purchases 400 shares of Johnson & Johnson stock at $50 per share plus $300 commission. 
April 30 Purchases 200 shares of Starbucks Corporation at $22 per share plus $250 commission. 


On June 30, 2012, the per share market price (fair value) of the Johnson & Johnson shares is $55 and the 
Starbucks shares is $19. 


Required 
1. Prepare journal entries to record the April purchases of trading securities by Business Solutions. 


2. On June 30, 2012, prepare the adjusting entry to record any necessary fair value adjustment to its port- 
folio of trading securities. 


Beyond the Numbers 


BTN 15-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. 
1. Are Research In Motion’s financial statements consolidated? How can you tell? 

2. What is Research In Motion’s comprehensive income for the year ended February 27, 2010? 

3. Does Research In Motion have any foreign operations? How can you tell? 

4. Compute Research In Motion’s return on total assets for the year ended February 27, 2010. 


Fast Forward 


5. Access Research In Motion’s annual report for a fiscal year ending after February 27, 2010, from 
either its Website (RUM.com) or the SEC’s database (www.sec.gov). Recompute Research In Motion’s 
return on total assets for the years subsequent to February 27, 2010. 
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SERIAL PROBLEM 


Business Solutions 


P1 


REPORTING IN 
ACTION 


C3 Al 
RIM 








BTN 15-2 Key figures for Research In Motion and Apple follow. 





Research In Motion Apple 
Current [Year 2Years Current l Year 2Years 
($ millions) Year Prior Prior Year Prior Prior 
Net income ........ $ 2,457 $1,893 $1,294 $ 8,235 $6,119 $ 3,495 
Net sales .......... 12,536 9,411 4,914 42,905 37,491 24,578 
Total assets ........ 10,204 8,101 5,511 47,501 36,171 25,347 


Required 

1. Compute return on total assets for Research In Motion and Apple for the two most recent years. 

2. Separate the return on total assets computed in part 1 into its components for both companies and both 
years according to the formula in Exhibit 15.9. 

3. Which company has the highest total return on assets? The highest profit margin? The highest total 
asset turnover? What does this comparative analysis reveal? (Assume an industry average of 10.0% for 
return on assets.) 


COMPARATIVE 
ANALYSIS 


A 


RIM 
Apple 





BTN 15-3 Kendra Wecker is the controller for Wildcat Company, which has numerous long-term 
investments in debt securities. Wildcat’s investments are mainly in 10-year bonds. Wecker is preparing its 
year-end financial statements. In accounting for long-term debt securities, she knows that each long-term 
investment must be designated as a held-to-maturity or an available-for-sale security. Interest rates rose 


ETHICS CHALLENGE 
P2 P3 
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sharply this past year causing the portfolio’s fair value to substantially decline. The company does not 
intend to hold the bonds for the entire 10 years. Wecker also earns a bonus each year, which is computed 
as a percent of net income. 


Required 

1. Will Wecker’s bonus depend in any way on the classification of the debt securities? Explain. 

2. What criteria must Wecker use to classify the securities as held-to-maturity or available-for-sale? 
3. Is there likely any company oversight of Wecker’s classification of the securities? Explain. 





COMMUNICATING 
IN PRACTICE 


"BP 


BTN 15-4 Assume that you are Jackson Company’s accountant. Company owner Abel Terrio has 
reviewed the 2011 financial statements you prepared and questions the $6,000 loss reported on the sale of 
its investment in Blackhawk Co. common stock. Jackson acquired 50,000 shares of Blackhawk’s common 
stock on December 31, 2009, at a cost of $500,000. This stock purchase represented a 40% interest in 
Blackhawk. The 2010 income statement reported that earnings from all investments were $126,000. On 
January 3, 2011, Jackson Company sold the Blackhawk stock for $575,000. Blackhawk did not pay any 
dividends during 2010 but reported a net income of $202,500 for that year. Terrio believes that because the 
Blackhawk stock purchase price was $500,000 and was sold for $575,000, the 2011 income statement 
should report a $75,000 gain on the sale. 


Required 


Draft a one-half page memorandum to Terrio explaining why the $6,000 loss on sale of Blackhawk stock 
is correctly reported. 





TAKING IT TO 
THE NET 


"O 


BTN 15-5 Access the July 30, 2009, 10-K filing (for year-end June 30, 2009) of Microsoft (MSFT) at 
WWW.SEC.gOY. Review its note 4, “Investments.” 


Required 

1. How does the “cost-basis” total amount for its investments as of June 30, 2009, compare to the prior 
year-end amount? 

2. Identify at least eight types of short-term investments held by Microsoft as of June 30, 2009. 

3. What were Microsoft’s unrealized gains and its unrealized losses from its investments for 2009? 

4. Was the cost or fair value (“recorded basis”) of the investments higher as of June 30, 2009? 





TEAMWORK IN 
ACTION 


Ci C2 Pi P2 P3 P4 


BTN 15-6 Each team member is to become an expert on a specific classification of long-term invest- 
ments. This expertise will be used to facilitate other teammates’ understanding of the concepts and proce- 
dures relevent to the classification chosen. 


1. Each team member must select an area for expertise by choosing one of the following classifications 
of long-term investments. 


a. Held-to-maturity debt securities 

b. Available-for-sale debt and equity securities 
c. Equity securities with significant influence 

d. Equity securities with controlling influence 


2. Learning teams are to disburse and expert teams are to be formed. Expert teams are made up of those 
who select the same area of expertise. The instructor will identify the location where each expert team 
will meet. 


3. Expert teams will collaborate to develop a presentation based on the following requirements. Students 
must write the presentation in a format they can show to their learning teams in part (4). 


Requirements for Expert Presentation 
a. Write a transaction for the acquisition of this type of investment security. The transaction 
description is to include all necessary data to reflect the chosen classification. 
b. Prepare the journal entry to record the acquisition. 


[Note: The expert team on equity securities with controlling influence will substitute requirements 
(d) and (e) with a discussion of the reporting of these investments. ] 
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c. Identify information necessary to complete the end-of-period adjustment for this investment. 
d. Assuming that this is the only investment owned, prepare any necessary year-end entries. 
e. Present the relevant balance sheet section(s). 


4. Re-form learning teams. In rotation, experts are to present to their teams the presentations they 
developed in part 3. Experts are to encourage and respond to questions. 
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BTN 15-7° Refer to the opening feature in this chapter about Michael Chasen and Matthew Pittinsky and 
their company, Blackboard. Assume that they must acquire the Japanese rights to certain educational soft- 
ware that will then be produced for sale to U.S. consumers. Assume Blackboard acquires those rights on 
January 1, 2011, from a Japanese distributor and agrees to pay 12,000,000 yen per year for those rights. 
Quarterly payments are due March 31, June 30, September 30, and December 31 each year. On January 1, 
2011, the yen is worth $0.00891. 


Required 


1. Prepare the journal entry to record the rights purchased on January 1, 2011. 


2. Prepare the journal entries to record the payments on March 31, June 30, September 30, and December 31, 
2011. The value of the yen on those dates follows. 


March 3l moerore $0.00893 
June o a ein 0.00901 
September 30 ........ 0.00902 
December 31 ........ 0.00897 


3. How can Blackboard protect itself from unanticipated gains and losses from currency translation if all 
of the payments are specified to be paid in yen? 


ENTREPRENEURIAL 
DECISION 


"0r A 





BTN 15-8 Assume that you are planning a spring break trip to Europe. Identify three locations where 
you can find exchange rates for the dollar relative to the Euro or other currencies. 


HITTING THE ROAD 
C3 





BTN 15-9 Nokia, Research In Motion, and Apple are competitors in the global marketplace. Following 
are selected data from each company. 





Nokia (Euro millions) Research In Motion Apple 

Current One Year Two Years Current Prior Current Prior 
Key Figure Year Prior Prior Year Year Year Year 
Net income .............. € 260 € 3,889 € 6,746 — — — — 
Net sales .............0.. 40,984 50,710 51,058 — — — — 
Total assets .............. 35,738 39,582 37,599 — — — — 
Profit margin ............. ? ? — 19.6% 20.1% 19.2% 16.3% 
Total asset turnover ....... ? ? — 1.37 1.38 1.03 1.22 


Required 


1. Compute Nokia’s return on total assets, and its components of profit margin and total asset turnover, 
for the most recent two years using the data provided. 


2. Which of these three companies has the highest return on total assets? Highest profit margin? Highest 
total asset turnover? Interpret these results. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


GLOBAL DECISION 


“86 


NOKIA 


RIM 
Apple 


1. d; $30,000 x 5% x 5/12 = $625 
2. a; Unrealized gain = $84,500 — $83,000 = $1,500 
3. b; $50,000 X 35% = $17,500 


4. e; $300,000/$2,000,000 = 15% 
5. b; Profit margin = $80,000/$600,000 = 13.3% 
Total asset turnover = $600,000/$400,000 = 1.5 


Reporting the Statement 
of Cash Flows 


A Look Ahead 








A Look Back A Look at This Chapter 


Chapter 15 focused on how to identify, This chapter focuses on reporting and Chapter 17 focuses on tools to help us 
account for, and report investments in se- analyzing cash inflows and cash outflows. analyze financial statements. We also 
curities. We also accounted for transac- We emphasize how to prepare and describe comparative analysis and the 
tions listed in a foreign currency. interpret the statement of cash flows. application of ratios for financial analysis. 


CAP 








CONCEPTUAL ANALYTICAL PROCEDURAL 
C Distinguish between operating, A Analyze the statement of cash flows P1 Prepare a statement of cash 
investing, and financing activities, and apply the cash flow on total flows. (p. 636) 
and describe how noncash investing assets ratio. (p. 650) ; 
: ; 2 i Compute cash flows from operating 
and financing activities are disclosed. eke ; iar 
activities using the indirect 
(p. 633) 


method. (p. 639) 


P3 Determine cash flows from both 
investing and financing activities. (p. 645) 


P4 Appendix 16A—lllustrate use of a 
spreadsheet to prepare a statement 
of cash flows. (p. 654) 


= Ph Appendix 16B—Compute cash flows 


from operating activities using the 
LPI6 direct method. (p. 657) 
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NEW YORK—"! don't know about you, but | get shown so many 
boring slideshows of my friends’ trips,” admits Jason Hsiao. “It's 
like 20 minutes, and you're like, ‘Kill me now.” However, unlike the 
rest of us, Jason decided to do something about it. He, along with 
childhood buddies Brad Jefferson, Stevie Clifton, and Tom Clifton, 
launched Ani ) (Animoto.com). Its Website describes their 
service as “a web application that automatically . . . analyzes and 
combines user-selected images, video clips, and music.” 

“We want to help users create professional-quality content,” 
explains Jason. “So it doesn't matter what you give us, we'll take 
that and put it in our magic black box, and in a couple minutes, 
we'll deliver something that . . . you never could have dreamed of 
doing on your own.” The owners point out that they can create a 
30-second video for free. This has cash flow implications. “We de- 
cided that we would make a freemium model, which allows peo- 
ple to get a taste of the Animoto service for free,’ says Brad. 
However, longer videos and videos with more user-options require 
cash payments, which generate positive cash inflows. 

User traffic at Animoto has grown to over 1 million per month. 
That type of growth has obvious cash implications for technology 
support, accounting, and other operating and investing cash out- 
flows. The owners emphasize the importance of monitoring and 
tracking cash inflows and cash outflows. Jason admits, “There's 


“We feel like we have a great competitive advantage” 
—BRAD JEFFERSON 


no possible way we could handle [growth] . . . without quickly dig- 
ging ourselves into a multimillion dollar hole!” 

Accordingly, the young owners learned to monitor and control 
cash flows for each of their operating, investing, and financing ac- 
tivities. Their focus on controlling cash flows led them to apply 
cloud computing, which is a pay-as-you-go model. “[We] could not 
have existed . . . without cloud computing,” admits Jason. A re- 
view of Animoto’s statement of cash flows, and its individual cash 
inflows and outflows, led them to this cash flow model. Explains 
Brad, “We use Amazon . . . for all IT infrastructure . . . PayPal and 
Google . . . for billing/oayment . . . SaaS for email and sales.” This 
model highlights those activities that generate the most cash and 
those that are cash drains. Adds Jason, “The only real asset we 
have in our office [is] . . . a fancy espresso machine!” 

Yet cash management has not curtailed the team’s fun-loving 
approach. Their Website describes themselves as “a bunch of 
techies . . . who decided to lock themselves in a room together 
and nerd out!” Adds Brad, “We're going through the process of 
figuring out where we want the future to take us.” 


[Sources: Animoto Website, January 2011; Entrepreneur, January 2009; 
Fast Company, September 2008; Bellevue Reporter, May 2008] 
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A company cannot achieve or maintain profits without carefully the importance of cash flow information for predicting future 
managing cash. Managers and other users of information pay performance and making managerial decisions. More generally, 
attention to a company’s cash position and the events and trans- effectively using the statement of cash flows is crucial for man- 
actions affecting cash. This chapter explains how we prepare, aging and analyzing the operating, investing, and financing activi- 
analyze, and interpret a statement of cash flows. It also discusses ties of businesses. 


Reporting the Statement of Cash Flows 


Basics of Cash Cash Flows Cash Flows Cash Flows 
Flow Reporting from Operating from Investing from Financing 


e Purpose e Indirect and direct e Three-stage process e Three-stage process 
e Importance methods of reporting of analysis of analysis 

e Measurement e Application of indirect e Analysis of noncur- e Analysis of non- 

e Classification method of reporting rent assets current liabilities 

e Noncash activities e Summary of indirect e Analysis of other e Analysis of equity 

e Format and preparation method adjustments assets 





BASICS OF CASH FLOW REPORTING 


This section describes the basics of cash flow reporting, including its purpose, measurement, 
classification, format, and preparation. 


Purpose of the Statement of Cash Flows 


The purpose of the statement of cash flows is to report cash receipts (inflows) and cash pay- 
ments (outflows) during a period. This includes separately identifying the cash flows related to 
operating, investing, and financing activities. The statement of cash flows does more than simply 
report changes in cash. It is the detailed disclosure of individual cash flows that makes this state- 
ment useful to users. Information in this statement helps users answer questions such as these: 


@ How does a company obtain its cash? 


@ Where does a company spend its cash? 
Point: Internal users rely on the state- 
ment of cash flows to make investing and 
financing decisions. External users rely on 7 g is 
this statement to assess the amount and The statement of cash flows addresses important questions such as these by summarizing, clas- 


timing of a company’s cash flows. sifying, and reporting a company’s cash inflows and cash outflows for each period. 


@ What explains the change in the cash balance? 


Importance of Cash Flows 


Information about cash flows can influence decision makers in important ways. For instance, 
we look more favorably at a company that is financing its expenditures with cash from opera- 
tions than one that does it by selling its assets. Information about cash flows helps users decide 
whether a company has enough cash to pay its existing debts as they mature. It is also relied 
upon to evaluate a company’s ability to meet unexpected obligations and pursue unexpected 
opportunities. External information users especially want to assess a company’s ability to take 
advantage of new business opportunities. Internal users such as managers use cash flow infor- 
mation to plan day-to-day operating activities and make long-term investment decisions. 
Macy’s striking turnaround is an example of how analysis and management of cash flows can 
lead to improved financial stability. Several years ago Macy’s obtained temporary protection 
from bankruptcy, at which time it desperately needed to improve its cash flows. It did so by 
engaging in aggressive cost-cutting measures. As a result, Macy’s annual cash flow rose to 
$210 million, up from a negative cash flow of $38.9 million in the prior year. Macy’s eventually 
met its financial obligations and then successfully merged with Federated Department Stores. 
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The case of W. T. Grant Co. is a classic example of the importance of cash flow information in 
predicting a company’s future performance and financial strength. Grant reported net income of 
more than $40 million per year for three consecutive years. At that same time, it was experiencing 
an alarming decrease in cash provided by operations. For instance, net cash outflow was more than 
$90 million by the end of that three-year period. Grant soon went bankrupt. Users who relied 
solely on Grant’s income numbers were unpleasantly surprised. This reminds us that cash flows as 
well as income statement and balance sheet information are crucial in making business decisions. 


@ Decision 





Cash Savvy “A lender must have a complete understanding of a borrower's cash flows to assess both 
the borrowing needs and repayment sources. This requires information about the major types of cash in- 
flows and outflows. | have seen many companies, whose financial statements indicate good profitability, 
experience severe financial problems because the owners or managers lacked a good understanding of 
cash flows.’—Mary E. Garza, Bank of America E 


Measurement of Cash Flows 


Cash flows are defined to include both cash and cash equivalents. The statement of cash flows ex- 
plains the difference between the beginning and ending balances of cash and cash equivalents. We 
continue to use the phrases cash flows and the statement of cash flows, but we must remember that 
both phrases refer to cash and cash equivalents. Recall that a cash equivalent must satisfy two 
criteria: (1) be readily convertible to a known amount of cash and (2) be sufficiently close to its 
maturity so its market value is unaffected by interest rate changes. In most cases, a debt security 
must be within three months of its maturity to satisfy these criteria. Companies must disclose and 
follow a clear policy for determining cash and cash equivalents and apply it consistently from pe- 
riod to period. American Express, for example, defines its cash equivalents as “time deposits and 
other highly liquid investments with original maturities of 90 days or less.” 


Classification of Cash Flows 


Since cash and cash equivalents are combined, the statement of cash flows does not report transac- 
tions between cash and cash equivalents such as cash paid to purchase cash equivalents and cash 
received from selling cash equivalents. However, all other cash receipts and cash payments are clas- 
sified and reported on the statement as operating, investing, or financing activities. Individual cash 
receipts and payments for each of these three categories are labeled to identify their originating 
transactions or events. A net cash inflow (source) occurs when the receipts in a category exceed the 
payments. A net cash outflow (use) occurs when the payments in a category exceed the receipts. 


Operating Activities Operating activities include those transactions and events that de- 
termine net income. Examples are the production and purchase of merchandise, the sale of 
goods and services to customers, and the expenditures to administer the business. Not all items 
in income, such as unusual gains and losses, are operating activities (we discuss these exceptions 
later in the chapter). Exhibit 16.1 lists the more common cash inflows and outflows from 
operating activities. (Although cash receipts and cash payments from buying and selling trading 


OPERATING 


From borrowers 
for interest 


From customers 
for cash sales 


From cash Cash Outflows 


Re dividends received 


X 





From collections 
on credit sales 


¢ 


É r suppliers for 


goods and services 
Al 


0 To governments for 
taxes and fines 


To salaries 
and wages 





From lawsuit 
settlements To lenders 


for interest 





Cash Inflows 
To charities 
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Distinguish between 
operating, investing, and 
financing activities, and 
describe how noncash 
investing and financing 
activities are disclosed. 


C1 














EXHIBIT 16.1 


Cash Flows from 
Operating Activities 
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Point: The FASB requires that cash 
dividends received and cash interest received 
be reported as operating activities. 


EXHIBIT 16.2 


Cash Flows from 
Investing Activities 


EXHIBIT 16.3 


Cash Flows from 
Financing Activities 


Point: Interest payments on a loan 
are classified as operating activities, 
but payments of loan principal are 
financing activities. 
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securities are often reported under operating activities, new standards require that these receipts 
and payments be classified based on the nature and purpose of those securities.) 


Investing Activities Investing activities generally include those transactions and events 
that affect long-term assets—namely, the purchase and sale of long-term assets. They also 
include (1) the purchase and sale of short-term investments in the securities of other entities, 
other than cash equivalents and trading securities and (2) lending and collecting money for 
notes receivable. Exhibit 16.2 lists examples of cash flows from investing activities. Proceeds 
from collecting the principal amounts of notes deserve special mention. If the note results from 
sales to customers, its cash receipts are classed as operating activities whether short-term or 
long-term. If the note results from a loan to another party apart from sales, however, the cash 
receipts from collecting the note principal are classed as an investing activity. The FASB re- 
quires that the collection of interest on loans be reported as an operating activity. 


INVESTING 


From collecting 
principal on loans Cash Outflows 





From selling 


investments in From selling long-term 


securities a productive assets To make loans Ø 
NN to others 
From sellin E "A 
ial V al l To purchase long-term 


(discounting) ; 
of notes productive assets 


Cash Inflows To purchase investments 


in securities 





Financing Activities Financing activities include those transactions and events that af- 
fect long-term liabilities and equity. Examples are (1) obtaining cash from issuing debt and re- 
paying the amounts borrowed and (2) receiving cash from or distributing cash to owners. These 
activities involve transactions with a company’s owners and creditors. They also often involve 
borrowing and repaying principal amounts relating to both short- and long-term debt. GAAP 
requires that payments of interest expense be classified as operating activities. Also, cash pay- 
ments to settle credit purchases of merchandise, whether on account or by note, are operating 
activities. Exhibit 16.3 lists examples of cash flows from financing activities. 


FINANCING 


From issuing its own 
equity stock Cash Outflows 


From contributions 
by owners 





From issuing short- To repay 


SA and long-term debt cash loans , 


CG c2s dividends 


From issuing \\ ` aee e AG to shareholders 
notes and bonds withdrawals 
by owners To purchase 


Cash Inflows treasury stock 





@ Decision Insi 





Cash Monitoring Cash flows can be delayed or accelerated at the end of a period to improve or re- 
duce current period cash flows. Also, cash flows can be misclassified. Cash outflows reported under opera- 
tions are interpreted as expense payments. However, cash outflows reported under investing activities are 
interpreted as a positive sign of growth potential. Thus, managers face incentives to misclassify cash flows. 
For these reasons, cash flow reporting warrants our scrutiny. E 
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Noncash Investing and Financing 


When important investing and financing activities do not affect cash receipts or payments, they 
are still disclosed at the bottom of the statement of cash flows or in a note to the statement 
because of their importance and the full-disclosure principle. One example of such a transaction 
is the purchase of long-term assets using a long-term note payable (loan). This transaction in- 
volves both investing and financing activities but does not affect any cash inflow or outflow and 
is not reported in any of the three sections of the statement of cash flows. This disclosure rule 
also extends to transactions with partial cash receipts or payments. 

To illustrate, assume that Goorin purchases land for $12,000 by paying $5,000 cash and 
trading in used equipment worth $7,000. The investing section of the statement of cash flows 
reports only the $5,000 cash outflow for the land purchase. The $12,000 investing transaction is 
only partially described in the body of the statement of cash flows, yet this information is 
potentially important to users because it changes the makeup of assets. Goorin could either 
describe the transaction in a footnote or include information at the bottom of its statement that 
lists the $12,000 land purchase along with the cash financing of $5,000 and a $7,000 trade-in of 
equipment. As another example, Borg Co. acquired $900,000 of assets in exchange for $200,000 
cash and a $700,000 long-term note, which should be reported as follows: 


Fair value of assets acquired .......... $900,000 
[Eessicashi paidiaanaeenrr eter crear 200,000 
Liabilities incurred or assumed ........ $700,000 


Exhibit 16.4 lists transactions commonly disclosed as noncash investing and financing activities. 


® Retirement of debt by issuing equity stock. 

® Conversion of preferred stock to common stock. 

® Lease of assets in a capital lease transaction. 

® Purchase of long-term assets by issuing a note or bond. 
® Exchange of noncash assets for other noncash assets. 


® Purchase of noncash assets by issuing equity or debt. 


Format of the Statement of Cash Flows 


Accounting standards require companies to include a statement of cash flows in a complete set 
of financial statements. This statement must report information about a company’s cash receipts 
and cash payments during the period. Exhibit 16.5 shows the usual format. A company must 
report cash flows from three activities: operating, investing, and financing. The statement 


COMPANY NAME 


Statement of Cash Flows 
For period Ended date 





Cash flows from operating activities 

[List of individual inflows and outflows] 

Net cash provided (used) by operating activities .................. $ # 
Cash flows from investing activities 

[List of individual inflows and outflows] 


Net cash provided (used) by investing activities................... 


+ 


Cash flows from financing activities 

[List of individual inflows and outflows] 

Net cash provided (used) by financing activities................... 
Net increase (decrease) in cash....................0 eee eee 
Cash (and equivalents) balance at prior period-end ........... 
Cash (and equivalents) balance at current period-end ......... 


lel: | 
Hit HI 











Separate schedule or note disclosure of any “‘noncash investing and financing transactions” is required. 
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Point: A stock dividend transaction in- 
volving a transfer from retained earnings 
to common stock or a credit to contrib- 
uted capital is not considered a noncash 
investing and financing activity because 
the company receives no consideration 
for shares issued. 


EXHIBIT 16.4 


Examples of Noncash Investing 
and Financing Activities 


EXHIBIT 16.5 


Format of the Statement of 
Cash Flows 
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P Prepare a statement of 
cash flows. 











Point: View the change in cash as a 
target number that we will fully explain 
and prove in the statement of cash flows. 
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explains how transactions and events impact the prior period-end cash (and cash equivalents) 
balance to produce its current period-end balance. 


‘oe Decision Answer — p. 662 





Entrepreneur You are considering purchasing a start-up business that recently reported a $110,000 
annual net loss and a $225,000 annual net cash inflow. How are these results possible? E 


Quick Check Answers — p. 662 [ví 


1. Does a statement of cash flows report the cash payments to purchase cash equivalents? 
Does it report the cash receipts from selling cash equivalents? 

2. Identify the three categories of cash flows reported separately on the statement of cash flows. 

3. Identify the cash activity category for each transaction: (a) purchase equipment for cash, 
(b) cash payment of wages, (c) sale of common stock for cash, (d) receipt of cash dividends 
from stock investment, (e) cash collection from customers, (f) notes issued for cash. 


Preparing the Statement of Cash Flows 


Preparing a statement of cash flows involves five steps: [1] compute the net increase or decrease 
in cash; [2] compute and report the net cash provided or used by operating activities (using either 
the direct or indirect method; both are explained); [3] compute and report the net cash provided 
or used by investing activities; [4] compute and report the net cash provided or used by financing 
activities; and [5] compute the net cash flow by combining net cash provided or used by operat- 
ing, investing, and financing activities and then prove it by adding it to the beginning cash bal- 
ance to show that it equals the ending cash balance. 

































































Step|1|Compute net increase or Step |2|Compute net cash from Step |3|Compute net cash from 
decrease in cash operating activities investing activities 


“a m 





























Step |4|Compute net cash from Step|5|Prove and report beginning 
financing activities and ending cash balances 


A 


<> ig 


Computing the net increase or net decrease in cash is a simple but crucial computation. It 
equals the current period’s cash balance minus the prior period’s cash balance. This is the 
bottom-line figure for the statement of cash flows and is a check on accuracy. The information 
we need to prepare a statement of cash flows comes from various sources including comparative 
balance sheets at the beginning and end of the period, and an income statement for the period. 
There are two alternative approaches to preparing the statement: (1) analyzing the Cash account 
and (2) analyzing noncash accounts. 














Analyzing the Cash Account A company’s cash receipts and cash payments are recorded 
in the Cash account in its general ledger. The Cash account is therefore a natural place to look for 
information about cash flows from operating, investing, and financing activities. To illustrate, re- 
view the summarized Cash T-account of Genesis, Inc., in Exhibit 16.6. Individual cash transac- 
tions are summarized in this Cash account according to the major types of cash receipts and cash 
payments. For instance, only the total of cash receipts from all customers is listed. Individual cash 
transactions underlying these totals can number in the thousands. Accounting software is available 
to provide summarized cash accounts. 

Preparing a statement of cash flows from Exhibit 16.6 requires determining whether an individual 
cash inflow or outflow is an operating, investing, or financing activity, and then listing each by 
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Accounting System: =loj> EXHIBIT 1 6.6 


Summarized Cash Account 


Balance, Dec. 31, 2010 
Receipts from customers ......... Payments for merchandise 319,000 
Receipts from asset sales Payments for wages and operating expenses 218,000 


Receipts from stock issuance .. 15,000 | Payments for interest 8,000 
Payments for taxes ee 5,000 
Payments for assets 

Payments for notes retirement 

Payments for dividends 


| 
| 
| 
> Balance, Dec. 31, 2011 17,000 = 






































I| Cash change 


activity. This yields the statement shown in Exhibit 16.7. However, preparing the statement of cash 
flows from an analysis of the summarized Cash account has two limitations. First, most companies 
have many individual cash receipts and payments, making it difficult to review them all. Accounting 
software minimizes this burden, but it is still a task requiring professional judgment for many trans- 
actions. Second, the Cash account does not usually carry an adequate description of each cash 
transaction, making assignment of all cash transactions according to activity difficult. 


GENESIS EXHIBIT 16.7 


Statement of Cash Flows Statement of Cash Flows— 
For Year Ended December 31,2011 Direct Method 





Cash flows from operating activities 


Cash received from customers ...........000ce cece eees $570,000 

Cashipaidiforimerchandise ra a t ttn tt ttt ret (319,000) 

Cash paid for wages and other operating expenses ......... (218,000) — 2| Cash from operating 
Eashipaid forinterest a naa a E T (8,000) 

Cashipaidiforitaxes r ea A E rns irs (5,000) 

Net cash provided by operating activities ................. $20,000 J 

















Cash flows from investing activities 


Cash received from sale of plant assets ................... 12,000 
3| Cash from investing 
Cash paid for purchase of plant assets ................... (10,000) 
























































Net cash provided by investing activities.................. 2,000 J 
Cash flows from financing activities ] 
Cash received from issuing stock ....................00. 15,000 
Cash paid to retire notes ......... 6... c cece eee eee eee (18,000) — 4| Cash from financing 
Cashipaidifomdiyidends a r a err cre rrr trey (14,000) 
Net cash used in financing activities ..................... (17,000) J 
INetunerGas cuiicasiice ac aie we ewer tae oni re one A e $ 5,000 ] 
Cash balance at prior year-end ................0000ee sees 12,000 < 5] Cash proved | 
Cash balance at current year-end ..................0000005 $17,000 J 





Analyzing Noncash Accounts A second approach to preparing the statement of cash 
flows is analyzing noncash accounts. This approach uses the fact that when a company records cash 
inflows and outflows with debits and credits to the Cash account (see Exhibit 16.6), it also records 
credits and debits in noncash accounts (reflecting double-entry accounting). Many of these noncash 
accounts are balance sheet accounts—for instance, from the sale of land for cash. Others are reve- 
nue and expense accounts that are closed to equity. For instance, the sale of services for cash yields 
a credit to Services Revenue that is closed to Retained Earnings for a corporation. In sum, all cash 
transactions eventually affect noncash balance sheet accounts. Thus, we can determine cash in- 
flows and outflows by analyzing changes in noncash balance sheet accounts. 

Exhibit 16.8 uses the accounting equation to show the relation between the Cash account 
and the noncash balance sheet accounts. This exhibit starts with the accounting equation at the 
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EXHIBIT 16.8 


Relation between Cash and 
Noncash Accounts 





Information on changes in cash is obtained 
from studying either the Cash account OR 
the noncash accounts 














Chapter 16 Reporting the Statement of Cash Flows 


= a i - 
a. Assets | = Liabilities ++ | Equity 
È J | 
(2) Cash -+- Noncashassets = Liabilities -f Equity | 
(3) Cash = Liabilities + Equity —  Noncash assets 
Changes Changes in 
| (4) in cash = noncash 
account accounts 


top. It is then expanded in line (2) to separate cash from noncash asset accounts. Line (3) moves 
noncash asset accounts to the right-hand side of the equality where they are subtracted. This 
shows that cash equals the sum of the liability and equity accounts minus the noncash asset ac- 
counts. Line (4) points out that changes on one side of the accounting equation equal changes 
on the other side. It shows that we can explain changes in cash by analyzing changes in the non- 
cash accounts consisting of liability accounts, equity accounts, and noncash asset accounts. By 
analyzing noncash balance sheet accounts and any related income statement accounts, we can 


/ prepare a statement of cash flows. 


Information to Prepare the Statement Information to prepare the statement 
of cash flows usually comes from three sources: (1) comparative balance sheets, (2) the cur- 
rent income statement, and (3) additional information. Comparative balance sheets are used 
to compute changes in noncash accounts from the beginning to the end of the period. The 
current income statement is used to help compute cash flows from operating activities. Ad- 
ditional information often includes details on transactions and events that help explain both 
the cash flows and noncash investing and financing activities. 


@ Decision 





e-Cash Every credit transaction on the Net leaves a trail that a hacker or a marketer can pick up. Enter 
e-cash—or digital money. The encryption of e-cash protects your money from snoops and thieves and 
cannot be traced, even by the issuing bank. E 


CASH FLOWS FROM OPERATING 





Indirect and Direct Methods of Reporting 


Cash flows provided (used) by operating activities are reported in one of two ways: the direct 
method or the indirect method. These two different methods apply only to the operating 
activities section. 

The direct method separately lists each major item of operating cash re- 
ceipts (such as cash received from customers) and each major item of oper- 
ating cash payments (such as cash paid for merchandise). The cash payments 
are subtracted from cash receipts to determine the net cash provided (used) 
by operating activities. The operating activities section of Exhibit 16.7 re- 
flects the direct method of reporting operating cash flows. 

The indirect method reports net income and then adjusts it for items 
necessary to obtain net cash provided or used by operating activities. It does 
not report individual items of cash inflows and cash outflows from operating 
activities. Instead, the indirect method reports the necessary adjustments to 
reconcile net income to net cash provided or used by operating activities. 
The operating activities section for Genesis prepared under the indirect 
method is shown in Exhibit 16.9. The net cash amount provided by oper- 
ating activities is identical under both the direct and indirect methods. 
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Cash flows from operating activities 
Necincome nc weer an ere mere A A ernree eas $ 38,000 


Adjustments to reconcile net income to net 
cash provided by operating activities 


Increase in accounts receivable....................- (20,000) 
Increase in merchandise inventory .................. (14,000) 
Increase in prepaid expenses...................200- (2,000) 
Decrease in accounts payable ...................... (5,000) 
Decrease in interest payable .....................0. (1,000) 
Increase in income taxes payable ..................- 10,000 
Depreciation expense ............ 0000 cece eee eee 24,000 
Loss on sale of plant assets ....................000- 6,000 
Gain on retirement of notes ....................04. (16,000) 


Net cash provided by operating activities.......... $20,000 


This equality always exists. The difference in these methods is with the computation and pre- 
sentation of this amount. The FASB recommends the direct method, but because it is not re- 
quired and the indirect method is arguably easier to compute, nearly all companies report 
operating cash flows using the indirect method. 

To illustrate, we prepare the operating activities section of the statement of cash flows for 
Genesis. Exhibit 16.10 shows the December 31, 2010 and 2011, balance sheets of Genesis along 
with its 2011 income statement. We use this information to prepare a statement of cash flows 
that explains the $5,000 increase in cash for 2011 as reflected in its balance sheets. This $5,000 
is computed as Cash of $17,000 at the end of 2011 minus Cash of $12,000 at the end of 2010. 
Genesis discloses additional information on its 2011 transactions: 


a. The accounts payable balances result from merchandise inventory purchases. 


b. Purchased $70,000 in plant assets by paying $10,000 cash and issuing $60,000 of notes 
payable. 


c. Sold plant assets with an original cost of $30,000 and accumulated depreciation of $12,000 
for $12,000 cash, yielding a $6,000 loss. 


d. Received $15,000 cash from issuing 3,000 shares of common stock. 
e. Paid $18,000 cash to retire notes with a $34,000 book value, yielding a $16,000 gain. 
f. Declared and paid cash dividends of $14,000. 





The next section describes the indirect method. Appendix | 6B describes the direct method. An instructor can 
choose to cover either one or both methods. Neither section depends on the other. 








Application of the Indirect Method of Reporting 


Net income is computed using accrual accounting, which recognizes revenues when earned and 
expenses when incurred. Revenues and expenses do not necessarily reflect the receipt and pay- 
ment of cash. The indirect method of computing and reporting net cash flows from operating 
activities involves adjusting the net income figure to obtain the net cash provided or used by 
operating activities. This includes subtracting noncash increases (credits) from net income and 
adding noncash charges (debits) back to net income. 

To illustrate, the indirect method begins with Genesis’s net income of $38,000 and adjusts it 
to obtain net cash provided by operating activities of $20,000. Exhibit 16.11 shows the results 
of the indirect method of reporting operating cash flows, which adjusts net income for three 
types of adjustments. There are adjustments © to reflect changes in noncash current assets and 
current liabilities related to operating activities, @ to income statement items involving operat- 
ing activities that do not affect cash inflows or outflows, and @ to eliminate gains and losses 
resulting from investing and financing activities (not part of operating activities). This section 
describes each of these adjustments. 
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EXHIBIT 16.9 


Operating Activities Section— 
Indirect Method 


Point: To better understand the direct 
and indirect methods of reporting operat- 
ing cash flows, identify similarities and dif- 
ferences between Exhibits 16.7 and 16.11. 





P Compute cash flows from 
operating activities using 
the indirect method. 











Point: Noncash credits refer to revenue 
amounts reported on the income state- 
ment that are not collected in cash this 
period. Noncash charges refer to expense 
amounts reported on the income state- 
ment that are not paid this period. 
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EXHIBIT 16.10 


Financial Statements 





























GENESIS GENESIS 
Income Statement Balance Sheets 
For Year Ended December 31, 2011 December 31, 2011 and 2010 
Sales e E eves $590,000 2011 2010 
Cost of goods sold................ $300,000 Assets 
Wages and other operating expenses .. 216,000 Current assets 
Interest expense .................. 7,000 SASH pairs certs nae Sie aie REE $ 17,000 $ 12,000 
Depreciation expense .............. 24,000 (547,000) Accounts receivable ............. 60,000 40,000 
43,000 Merchandise inventory ........... 84,000 70,000 
Other gains (losses) Prepaid expenses ............... 6,000 4,000 
Gain on retirement of notes ...... 16,000 Total current assets .............. 167,000 126,000 
Loss on sale of plant assets........ (6,000) 10,000 Long-term assets 
Income before taxes............005 53,000 Plant assets Ane ea E ART 250,000 210,000 
Income taxes expense .............. (15,000) Accumulated depreciation ........ (60,000) (48,000) 
INGt INCOME ci rab wa cree ec eee sede $ 38,000 Wotalass@ts ook e e Anew sees $357,000 $288,000 
= Liabilities 
Current liabilities 
Accounts payable................ $ 35,000 $ 40,000 
Interest payable ................. 3,000 4,000 
Income taxes payable ............ 22,000 12,000 
Total current liabilities ............ 60,000 56,000 
Long-term notes payable ........... 90,000 64,000 
Total liabilities .................... 150,000 120,000 
Equity 
Common stock, $5 par............. 95,000 80,000 
Retained earnings ................. 112,000 88,000 
Motaliequity a ty vanssaee rset tienes 207,000 168,000 
Total liabilities and equity ........... $357,000 $288,000 





@ Adjustments for Changes in Current Assets and Current Liabilities This 
section describes adjustments for changes in noncash current assets and current liabilities. 


Point: Operating activities are Adjustments for changes in noncash current assets. Changes in noncash current assets nor- 
eDaily SARs IR Ataris mCoiiies mally result from operating activities. Examples are sales affecting accounts receivable and building 


which are often reflected in changes in ; : 7 : 7 : . 
reae anal CuPre RONG RES. usage affecting prepaid rent. Decreases in noncash current assets yield the following adjustment: 


Decreases in noncash current assets are added to net income. 


To see the logic for this adjustment, consider that a decrease in a noncash current asset such as 
accounts receivable suggests more available cash at the end of the period compared to the begin- 
ning. This is so because a decrease in accounts receivable implies higher cash receipts than re- 
flected in sales. We add these higher cash receipts (from decreases in noncash current assets) to 
net income when computing cash flow from operations. 

In contrast, an increase in noncash current assets such as accounts receivable implies less 
cash receipts than reflected in sales. As another example, an increase in prepaid rent indicates 
that more cash is paid for rent than is deducted as rent expense. Increases in noncash current 
assets yield the following adjustment: 


Increases in noncash current assets are subtracted from net income. 


To illustrate, these adjustments are applied to the noncash current assets in Exhibit 16.10. 
Accounts receivable. Accounts receivable increase $20,000, from a beginning balance of 

$40,000 to an ending balance of $60,000. This increase implies that Genesis collects less cash 

than is reported in sales. That is, some of these sales were in the form of accounts receivable and 
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that amount increased during the period. To see this it is helpful to use account analysis. This 
usually involves setting up a T-account and reconstructing its major entries to compute cash re- 
ceipts or payments. The following reconstructed Accounts Receivable T-account reveals that 
cash receipts are less than sales: 


Accounts Receivable 

















Numbers in black are Bal., Dec. 31,2010 40,000 
taken from Exhibit 16.10. S 
> Sales 590,000 Cash receipts = 570,000 
The red number is the P Z 
computed (plug) figure. Bal., Dec. 31, 201 60,000 








We see that sales are $20,000 greater than cash receipts. This $20,000—as reflected in the 
$20,000 increase in Accounts Receivable—is subtracted from net income when computing cash 
provided by operating activities (see Exhibit 16.11). 

Merchandise inventory. Merchandise inventory increases by $14,000, from a $70,000 begin- 
ning balance to an $84,000 ending balance. This increase implies that Genesis had greater cash 
purchases than cost of goods sold. This larger amount of cash purchases is in the form of inven- 
tory, as reflected in the following account analysis: 


Merchandise Inventory 





Bal., Dec. 31, 2010 70,000 
Purchases = 314,000 Cost of goods sold 300,000 





Bal., Dec. 31, 2011 84,000 


GENESIS 


Statement of Cash Flows 
For Year Ended December 31, 2011 





Cash flows from operating activities 
Netincome n aie aa e ne mee en eal eR Pe $ 38,000 


Adjustments to reconcile net income to net 
cash provided by operating activities 


Increase in accounts receivable................. (20,000) 
Increase in merchandise inventory.............. (14,000) 
Increase in prepaid expenses ................-- (2,000) 
© Decrease in accounts payable.................. (5,000) 
Decrease in interest payable................... (1,000) 
Increase in income taxes payable ............... 10,000 
© { Depreciation expense................0.0- eee 24,000 
Loss on sale of plant assets.................... 6,000 
© ee on retirement of notes................... (16,000) 

Net cash provided by operating activities ............ $20,000 
Cash flows from investing activities 

Cash received from sale of plant assets .............. 12,000 

Cash paid for purchase of plant assets............... (10,000) 

Net cash provided by investing activities ............. 2,000 
Cash flows from financing activities 

Cash received from issuing stock................... 15,000 

Cashi paid to retire notes e me a rite: (18,000) 

Cash paid for dividends.....................00 005 (14,000) 

Net cash used in financing activities................. (17,000) 
Net increase inicas eee nae dans e E $ 5,000 
Cash balance at prior year-end...................005- 12,000 
Cash balance at current year-end..................... $17,000 
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EXHIBIT 16.11 


Statement of Cash Flows— 
Indirect Method 


Point: Refer to Exhibit 16.10 and 
identify the $5,000 change in cash. 

This change is what the statement of 
cash flows explains; it serves as a check. 
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The amount by which purchases exceed cost of goods sold—as reflected in the $14,000 in- 
crease in inventory—is subtracted from net income when computing cash provided by operat- 
ing activities (see Exhibit 16.11). 

Prepaid expenses. Prepaid Expenses increase $2,000, from a $4,000 beginning balance to a 
$6,000 ending balance, implying that Genesis’s cash payments exceed its recorded prepaid 
expenses. These higher cash payments increase the amount of Prepaid Expenses, as reflected in 
its reconstructed T-account: 


Prepaid Expenses 








Bal., Dec. 31,2010 4,000 
Cash payments = 218,000 | Wages and other operating exp. 216,000 
Bal., Dec. 31,2011 6,000 


The amount by which cash payments exceed the recorded operating expenses—as reflected in 
the $2,000 increase in Prepaid Expenses—is subtracted from net income when computing cash 
provided by operating activities (see Exhibit 16.11). 


Adjustments for changes in current liabilities. Changes in current liabilities normally result 
from operating activities. An example is a purchase that affects accounts payable. Increases in 
current liabilities yield the following adjustment to net income when computing operating 
cash flows: 


Increases in current liabilities are added to net income. 


To see the logic for this adjustment, consider that an increase in the Accounts Payable account 
suggests that cash payments are less than the related (cost of goods sold) expense. As another 
example, an increase in wages payable implies that cash paid for wages is less than the recorded 
wages expense. Since the recorded expense is greater than the cash paid, we add the increase in 
wages payable to net income to compute net cash flow from operations. 

Conversely, when current liabilities decrease, the following adjustment is required: 


Decreases in current liabilities are subtracted from net income. 


To illustrate, these adjustments are applied to the current liabilities in Exhibit 16.10. 

Accounts payable. Accounts payable decrease $5,000, from a beginning balance of $40,000 
to an ending balance of $35,000. This decrease implies that cash payments to suppliers exceed 
purchases by $5,000 for the period, which is reflected in the reconstructed Accounts Payable 
T-account: 


Accounts Payable 








Bal., Dec. 31,2010 40,000 
Cash payments = 319,000 | Purchases 314,000 
Bal., Dec. 31,2011 35,000 





The amount by which cash payments exceed purchases—as reflected in the $5,000 decrease in 
Accounts Payable—is subtracted from net income when computing cash provided by operating 
activities (see Exhibit 16.11). 

Interest payable. Interest payable decreases $1,000, from a $4,000 beginning balance to a 
$3,000 ending balance. This decrease indicates that cash paid for interest exceeds interest 
expense by $1,000, which is reflected in the Interest Payable T-account: 


Interest Payable 





Bal., Dec. 31,2010 4,000 
Cash paid for interest = 8,000 | Interest expense 7,000 





Bal., Dec. 31, 201 | 3,000 
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The amount by which cash paid exceeds recorded expense—as reflected in the $1,000 decrease 
in Interest Payable—is subtracted from net income (see Exhibit 16.11). 

Income taxes payable. Income taxes payable increase $10,000, from a $12,000 beginning 
balance to a $22,000 ending balance. This increase implies that reported income taxes exceed 
the cash paid for taxes, which is reflected in the Income Taxes Payable T-account: 


Income Taxes Payable 








Bal., Dec. 31,2010 12,000 
Cash paid for taxes = 5,000 | Income taxes expense 15,000 
Bal., Dec. 31,2011 22,000 





The amount by which cash paid falls short of the reported taxes expense—as reflected in the 
$10,000 increase in Income Taxes Payable—is added to net income when computing cash pro- 
vided by operating activities (see Exhibit 16.11). 


@ Adjustments for Operating Items Not Providing or Using Cash The in- 
come statement usually includes some expenses that do not reflect cash outflows in the period. 
Examples are depreciation, amortization, depletion, and bad debts expense. The indirect method 
for reporting operating cash flows requires that 


Expenses with no cash outflows are added back to net income. 


To see the logic of this adjustment, recall that items such as depreciation, amortization, depletion, 
and bad debts originate from debits to expense accounts and credits to noncash accounts. These 
entries have no cash effect, and we add them back to net income when computing net cash flows 
from operations. Adding them back cancels their deductions. 

Similarly, when net income includes revenues that do not reflect cash inflows in the period, 
the indirect method for reporting operating cash flows requires that 


Revenues with no cash inflows are subtracted from net income. 


We apply these adjustments to the Genesis operating items that do not provide or use cash. 


Depreciation. Depreciation expense is the only Genesis operating item that has no effect on 
cash flows in the period. We must add back the $24,000 depreciation expense to net income 
when computing cash provided by operating activities. (We later explain that any cash outflow 
to acquire a plant asset is reported as an investing activity.) 


@ Adjustments for Nonoperating Items Net income often includes losses that are 
not part of operating activities but are part of either investing or financing activities. Examples 
are a loss from the sale of a plant asset and a loss from retirement of notes payable. The indirect 
method for reporting operating cash flows requires that 


Nonoperating losses are added back to net income. 


To see the logic, consider that items such as a plant asset sale and a notes retirement are nor- 
mally recorded by recognizing the cash, removing all plant asset or notes accounts, and recog- 
nizing any loss or gain. The cash received or paid is not part of operating activities but is part of 
either investing or financing activities. No operating cash flow effect occurs. However, because 
the nonoperating loss is a deduction in computing net income, we need to add it back to net in- 
come when computing cash flow from operations. Adding it back cancels the deduction. 

Similarly, when net income includes gains not part of operating activities, the indirect method 
for reporting operating cash flows requires that 


Nonoperating gains are subtracted from net income. 


To illustrate these adjustments, we consider the nonoperating items of Genesis. 
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Summary Adjustments for Changes in 
Current Assets and Current Liabilities 





Account Increases Decreases 
Deduct Add 


from NI to NI 


Current Add Deduct 
liabilities...... to NI from NI 


Noncash current 


Point: An income statement reports 

revenues, gains, expenses, and losses on 
an accrual basis. The statement of cash 

flows reports cash received and cash paid 
for operating, financing, and investing 
activities. 


644 


EXHIBIT 16.12 


Summary of Selected Adjustments 
for Indirect Method 
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Loss on sale of plant assets. Genesis reports a $6,000 loss on sale of plant assets as part of 
net income. This loss is a proper deduction in computing income, but it is not part of operating 
activities. Instead, a sale of plant assets is part of investing activities. Thus, the $6,000 nonoper- 
ating loss is added back to net income (see Exhibit 16.11). Adding it back cancels the loss. We 
later explain how to report the cash inflow from the asset sale in investing activities. 


Gain on retirement of debt. A $16,000 gain on retirement of debt is properly included in 
net income, but it is not part of operating activities. This means the $16,000 nonoperating 
gain must be subtracted from net income to obtain net cash provided by operating activities 
(see Exhibit 16.11). Subtracting it cancels the recorded gain. We later describe how to report 
the cash outflow to retire debt. 


Summary of Adjustments for Indirect Method 


Exhibit 16.12 summarizes the most common adjustments to net income when computing net 
cash provided or used by operating activities under the indirect method. 


Net Income 

+ Decrease in noncash current asset 

—Increase in noncash current asset Adjustments for changes in current 
+Increase in current liability* © assets and current liabilities 
—Decrease in current liability* 


+ Depreciation, depletion, and amortization © Adjustments for operating items 
not providing or using cash 





+Losses from disposal of long-term assets 


and retirement of debt f Ser 
© Adjustments for nonoperating items 


— Gains from disposal of long-term assets 
and retirement of debt 





Net cash provided (used) by operating activities 


* Excludes current portion of long-term debt and any (nonsales-related) short-term notes payable—both are financing activities. 


The computations in determining cash provided or used by operating activities are different for 
the indirect and direct methods, but the result is identical. Both methods yield the same $20,000 
figure for cash from operating activities for Genesis; see Exhibits 16.7 and 16.11. 


@ Decision 





Cash or Income The difference between net income 





$778 \_ Net Income 
and operating cash flows can be large and sometimes aR L Operating 
4 A x Cash Flows 
reflects on the quality of earnings. This bar chart shows Harley 
the net income and operating cash flows of three 
` x A . Starbuck: 
companies. Operating cash flows can be either higher Hi 
or lower than net income. E $0 $300 $600 $900 $1,200 $1,500 
$ Millions 
Quick Check Answers — p. 662 Kil 


4. Determine the net cash provided or used by operating activities using the following data: 
net income, $74,900; decrease in accounts receivable, $4,600; increase in inventory, 
$11,700; decrease in accounts payable, $1,000; loss on sale of equipment, $3,400; 
payment of cash dividends, $21,500. 

5. Why are expenses such as depreciation and amortization added to net income when cash 
flow from operating activities is computed by the indirect method? 

6. A company reports net income of $15,000 that includes a $3,000 gain on the sale of plant 
assets. Why is this gain subtracted from net income in computing cash flow from operating 
activities using the indirect method? 
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CASH FLOWS FROM INVESTING 


The third major step in preparing the statement of cash flows is to compute and report cash 
flows from investing activities. We normally do this by identifying changes in (1) all noncurrent 
asset accounts and (2) the current accounts for both notes receivable and investments in securi- 
ties (excluding trading securities). We then analyze changes in these accounts to determine their 
effect, if any, on cash and report the cash flow effects in the investing activities section of the state- 
ment of cash flows. Reporting of investing activities is identical under the direct method 
and indirect method. 


Three-Stage Process of Analysis 


Information to compute cash flows from investing activities is usually taken from beginning and 
ending balance sheets and the income statement. We use a three-stage process to determine cash 
provided or used by investing activities: (1) identify changes in investing-related accounts, 
(2) explain these changes using reconstruction analysis, and (3) report their cash flow effects. 


Analysis of Noncurrent Assets 


Information about the Genesis transactions provided earlier reveals that the company both pur- 
chased and sold plant assets during the period. Both transactions are investing activities and are 
analyzed for their cash flow effects in this section. 


Plant Asset Transactions The first stage in analyzing the Plant Assets account and its 
related Accumulated Depreciation is to identify any changes in these accounts from compara- 
tive balance sheets in Exhibit 16.10. This analysis reveals a $40,000 increase in plant assets 
from $210,000 to $250,000 and a $12,000 increase in accumulated depreciation from $48,000 
to $60,000. 

The second stage is to explain these changes. Items b and c of the additional information for 
Genesis (page 639) are relevant in this case. Recall that the Plant Assets account is affected by 
both asset purchases and sales, while its Accumulated Depreciation account is normally 
increased from depreciation and decreased from the removal of accumulated depreciation 
in asset sales. To explain changes in these accounts and to identify their cash flow effects, we 
prepare reconstructed entries from prior transactions; they are not the actual entries by the 
preparer. 

To illustrate, item b reports that Genesis purchased plant assets of $70,000 by issuing $60,000 
in notes payable to the seller and paying $10,000 in cash. The reconstructed entry for analysis 
of item b follows: 


Reconstruction Plant’Assetsiz-iacne cea tance eran coon N tone ars 70,000 
Notes Payable: oerscn Gaisjesiaticare csee one 6 nons 60,000 
Cashia ne eee eee AOE eee 10,000 


This entry reveals a $10,000 cash outflow for plant assets and a $60,000 noncash investing and 
financing transaction involving notes exchanged for plant assets. 


Next, item c reports that Genesis sold plant assets costing $30,000 (with $12,000 of 


accumulated depreciation) for $12,000 cash, resulting in a $6,000 loss. The reconstructed entry 
for analysis of item c follows: 


Reconstruction Gash aaa cic ose steel E E E IRER E e 12,000 
Accumulated Depreciation ....................... 12,000 
Loss on Sale of Plant Assets -n.o reconneis eneon 6,000 


Plant Assets e a AN E ee one 30,000 


L 








P Determine cash flows 
from both investing and 
financing activities. 











Point: Investing activities include 

(1) purchasing and selling long-term 
assets, (2) lending and collecting on notes 
receivable, and (3) purchasing and selling 
short-term investments other than cash 
equivalents and trading securities. 


Point: Financing and investing info 

is available in ledger accounts to help 
explain changes in comparative balance 
sheets. Post references lead to relevant 
entries and explanations. 
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Example: If a plant asset costing 
$40,000 with $37,000 of accumulated 
depreciation is sold at a $1,000 loss, 
what is the cash flow? What is the cash 
flow if this asset is sold at a gain of 
$3,000? Answers: + $2,000; + $6,000. 
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This entry reveals a $12,000 cash inflow from assets sold. The $6,000 loss is computed by com- 
paring the asset book value to the cash received and does not reflect any cash inflow or outflow. 
We also reconstruct the entry for Depreciation Expense using information from the income 
statement. 


Reconstruction BepreciationiExXpens cust trate titer et tr ttn 24,000 


Accumulated Depreciation ................... 24,000 


This entry shows that Depreciation Expense results in no cash flow effect. These three recon- 
structed entries are reflected in the following plant asset and related T-accounts. 


Plant Assets Accumulated Depreciation—Plant Assets 








Bal.,Dec.31,2010 210,000 Bal., Dec. 31,2010 48,000 
Purchase 70,000 | Sale 30,000 Sale 12,000 | Depr. expense 24,000 
Bal., Dec. 31, 201 | 250,000 Bal., Dec. 31, 201 | 60,000 








This reconstruction analysis is complete in that the change in plant assets from $210,000 to 
$250,000 is fully explained by the $70,000 purchase and the $30,000 sale. Also, the change in 
accumulated depreciation from $48,000 to $60,000 is fully explained by depreciation expense 
of $24,000 and the removal of $12,000 in accumulated depreciation from an asset sale. (Prepar- 
ers of the statement of cash flows have the entire ledger and additional information at their 
disposal, but for brevity reasons only the information needed for reconstructing accounts is 
given.) 

The third stage looks at the reconstructed entries for identification of cash flows. The two 
identified cash flow effects are reported in the investing section of the statement as follows (also 
see Exhibit 16.7 or 16.11): 


Cash flows from investing activities 
Cash received from sale of plant assets ............... $12,000 


Cash paid for purchase of plant assets ................ (10,000) 


The $60,000 portion of the purchase described in item b and financed by issuing notes is a non- 
cash investing and financing activity. It is reported in a note or in a separate schedule to the 
statement as follows: 


Noncash investing and financing activity 


Purchased plant assets with issuance of notes.......... $60,000 


Analysis of Other Assets 


Many other asset transactions (including those involving current notes receivable and invest- 
ments in certain securities) are considered investing activities and can affect a company’s cash 
flows. Since Genesis did not enter into other investing activities impacting assets, we do not 
need to extend our analysis to these other assets. If such transactions did exist, we would 
analyze them using the same three-stage process illustrated for plant assets. 


Quick Check Answer — p. 662 [ví 


7. Equipment costing $80,000 with accumulated depreciation of $30,000 is sold at a loss of 
$10,000. What is the cash receipt from this sale? In what section of the statement of cash 
flows is this transaction reported? 
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CASH FLOWS FROM FINANCING 


The fourth major step in preparing the statement of cash flows is to compute and report cash 
flows from financing activities. We normally do this by identifying changes in all noncurrent 
liability accounts (including the current portion of any notes and bonds) and the equity ac- 
counts. These accounts include long-term debt, notes payable, bonds payable, common stock, 
and retained earnings. Changes in these accounts are then analyzed using available information 
to determine their effect, if any, on cash. Results are reported in the financing activities section 
of the statement. Reporting of financing activities is identical under the direct method and 
indirect method. 


Three-Stage Process of Analysis 


We again use a three-stage process to determine cash provided or used by financing activities: 
(1) identify changes in financing-related accounts, (2) explain these changes using reconstruc- 
tion analysis, and (3) report their cash flow effects. 


Analysis of Noncurrent Liabilities 


Information about Genesis provided earlier reveals two transactions involving noncurrent liabil- 
ities. We analyzed one of those, the $60,000 issuance of notes payable to purchase plant assets. 
This transaction is reported as a significant noncash investing and financing activity in a foot- 
note or a separate schedule to the statement of cash flows. The other remaining transaction in- 
volving noncurrent liabilities is the cash retirement of notes payable. 


Notes Payable Transactions The first stage in analysis of notes is to review the com- 
parative balance sheets from Exhibit 16.10. This analysis reveals an increase in notes payable 
from $64,000 to $90,000. 

The second stage explains this change. Item e of the additional information for Genesis 
(page 639) reports that notes with a carrying value of $34,000 are retired for $18,000 cash, 
resulting in a $16,000 gain. The reconstructed entry for analysis of item e follows: 


Reconstruction NotesiRayable wry secre cm E E erm eeter es 34,000 
Gain on retirement of debt ...............005 16,000 
Gash ied ese a O aoe scene tee ne ates 18,000 


This entry reveals an $18,000 cash outflow for retirement of notes and a $16,000 gain from 
comparing the notes payable carrying value to the cash received. This gain does not reflect 
any cash inflow or outflow. Also, item b of the additional information reports that Genesis pur- 
chased plant assets costing $70,000 by issuing $60,000 in notes payable to the seller and paying 
$10,000 in cash. We reconstructed this entry when analyzing investing activities: It showed a 
$60,000 increase to notes payable that is reported as a noncash investing and financing transac- 
tion. The Notes Payable account reflects (and is fully explained by) these reconstructed entries 
as follows: 


Notes Payable 








Bal., Dec. 31,2010 64,000 
Retired notes 34,000 | Issued notes 60,000 
Bal., Dec. 31, 201 1 90,000 





The third stage is to report the cash flow effect of the notes retirement in the financing section 
of the statement as follows (also see Exhibit 16.7 or 16.11): 


Cash flows from financing activities 
Cash paid to retire notes ................... $(18,000) 





Point: Financing activities generally 
refer to changes in the noncurrent 
liability and the equity accounts. Exam- 
ples are (1) receiving cash from issuing 
debt or repaying amounts borrowed and 
(2) receiving cash from or distributing 
cash to owners. 
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Point: Financing activities not affecting 
cash flow include declaration of a cash 
dividend, declaration of a stock dividend, 
payment of a stock dividend, and a 
stock split. 


Global: There are no requirements to 
separate domestic and international cash 
flows, leading some users to ask, “Where 
in the world is cash flow?” 
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Analysis of Equity 


The Genesis information reveals two transactions involving equity accounts. The first is the 
issuance of common stock for cash. The second is the declaration and payment of cash dividends. 
We analyze both. 


Common Stock Transactions The first stage in analyzing common stock is to review 
the comparative balance sheets from Exhibit 16.10, which reveal an increase in common stock 
from $80,000 to $95,000. 

The second stage explains this change. Item d of the additional information (page 639) reports 
that 3,000 shares of common stock are issued at par for $5 per share. The reconstructed entry for 
analysis of item d follows: 


Reconstruction 15,000 


15,000 


This entry reveals a $15,000 cash inflow from stock issuance and is reflected in (and explains) 
the Common Stock account as follows: 


Common Stock 











Bal., Dec. 31,2010 80,000 
Issued stock 15,000 
Bal., Dec. 31, 201 | 95,000 


The third stage discloses the cash flow effect from stock issuance in the financing section of the 
statement as follows (also see Exhibit 16.7 or 16.11): 


Cash flows from financing activities 
Cash received from issuing stock ............. $15,000 
Retained Earnings Transactions The first stage in analyzing the Retained Earnings 
account is to review the comparative balance sheets from Exhibit 16.10. This reveals an increase 
in retained earnings from $88,000 to $112,000. 
The second stage explains this change. Item fof the additional information (page 639) reports 
that cash dividends of $14,000 are paid. The reconstructed entry follows: 


Reconstruction Retained Earnings: se )s).6-<10.5 5 nsis,ses runes sraa 14,000 


Cash reece crore soos ee aie E S rete versie 14,000 
This entry reveals a $14,000 cash outflow for cash dividends. Also see that the Retained Earnings 
account is impacted by net income of $38,000. (Net income was analyzed under the operating 
section of the statement of cash flows.) The reconstructed Retained Earnings account follows: 


Retained Earnings 








Bal., Dec. 31,2010 88,000 
Cash dividend 14,000 | Net income 38,000 
Bal., Dec. 31, 2011 112,000 





The third stage reports the cash flow effect from the cash dividend in the financing section of the 
statement as follows (also see Exhibit 16.7 or 16.11): 


Cash flows from financing activities 

Cash paid for dividends..................... $(14,000) 
We now have identified and explained all of the Genesis cash inflows and cash outflows and one 
noncash investing and financing transaction. Specifically, our analysis has reconciled changes in 
all noncash balance sheet accounts. 
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Proving Cash Balances 


The fifth and final step in preparing the statement is to report the beginning and ending cash 
balances and prove that the net change in cash is explained by operating, investing, and financing 
cash flows. This step is shown here for Genesis. 


Net cash provided by operating activities ........ $20,000 
Net cash provided by investing activities ......... 2,000 
Net cash used in financing activities ............. (17,000) 
Net increase in cash ..................00008 $ 5,000 
Cash balance at 2010 year-end ................. 12,000 
Cash balance at 2011 year-end ................. $ 17,000 





The preceding table shows that the $5,000 net increase in cash, from $12,000 at the beginning of 
the period to $17,000 at the end, is reconciled by net cash flows from operating ($20,000 inflow), 
investing ($2,000 inflow), and financing ($17,000 outflow) activities. This is formally reported at 
the bottom of the statement of cash flows as shown in both Exhibits 16.7 and 16.11. 





f& Decision Answer — p. 662 


Reporter Management is in labor contract negotiations and grants you an interview. It highlights a 
recent $600,000 net loss that involves a $930,000 extraordinary loss and a total net cash outflow of 
$550,000 (which includes net cash outflows of $850,000 for investing activities and $350,000 for financing 
activities). What is your assessment of this company? E 


GLOBAL VIEW 
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The statement of cash flows, which explains changes in cash (including cash equivalents) from period to 
period, is required under both U.S. GAAP and IFRS. This section discusses similarities and differences 
between U.S. GAAP and IFRS in reporting that statement. 


Reporting Cash Flows from Operating Both U.S. GAAP and IFRS permit the reporting of 
cash flows from operating activities using either the direct or indirect method. Further, the basic require- 
ments underlying the application of both methods are fairly consistent across these two accounting sys- 
tems. Appendix A shows that Nokia reports its cash flows from operating activities using the indirect 
method, and in a manner similar to that explained in this chapter. Further, the definition of cash and cash 
equivalents is roughly similar for U.S. GAAP and IFRS. 

There are, however, some differences between U.S. GAAP and IFRS in reporting operating cash flows. 
We mention two of the more notable. First, U.S. GAAP requires cash inflows from interest revenue and 
dividend revenue be classified as operating, whereas IFRS permits classification under operating or in- 
vesting provided that this classification is consistently applied across periods. Nokia reports its cash from 
interest received under operating, consistent with U.S. GAAP (no mention is made of any dividends re- 
ceived). Second, U.S. GAAP requires cash outflows for interest expense be classified as operating, 
whereas IFRS again permits classification under operating or financing provided that it is consistently 
applied across periods. (Some believe that interest payments, like dividends payments, are better classified 
as financing because they represent payments to financiers.) Nokia reports cash outflows for interest un- 
der operating, which is consistent with U.S. GAAP and acceptable under IFRS. 


Reporting Cash Flows from Investing and Financing U.S. GAAP and IFRS are broadly 
similar in computing and classifying cash flows from investing and financing activities. A quick review of 
these two sections for Nokia’s statement of cash flows shows a structure similar to that explained in this 
chapter. One notable exception is that U.S. GAAP requires cash outflows for income tax be classified as 
operating, whereas IFRS permits the splitting of those cash flows among operating, investing, and financ- 
ing depending on the sources of that tax. Nokia reports its cash outflows for income tax under operating, 
which is similar to U.S. GAAP. 


NOKIA 
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A1 Analyze the statement 
of cash flows and apply 
the cash flow on total 
assets ratio. 











EXHIBIT 16.13 


Cash Flows of Competing 
Companies 


EXHIBIT 16.14 


Cash Flow on Total Assets 
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I : Decision Analysis ()@0) Cash Flow Analysis 


Analyzing Cash Sources and Uses 


Most managers stress the importance of understanding and predicting cash flows for business decisions. 
Creditors evaluate a company’s ability to generate cash before deciding whether to lend money. Investors 
also assess cash inflows and outflows before buying and selling stock. Information in the statement of cash 
flows helps address these and other questions such as (1) How much cash is generated from or used in op- 
erations? (2) What expenditures are made with cash from operations? (3) What is the source of cash for debt 
payments? (4) What is the source of cash for distributions to owners? (5) How is the increase in investing 
activities financed? (6) What is the source of cash for new plant assets? (7) Why is cash flow from operations 
different from income? (8) How is cash from financing used? 

To effectively answer these questions, it is important to separately analyze investing, financing, and 
operating activities. To illustrate, consider data from three different companies in Exhibit 16.13. These 
companies operate in the same industry and have been in business for several years. 





($ thousands) BMX ATV Trex 
Cash provided (used) by operating activities......... $90,000 $40,000 $(24,000) 
Cash provided (used) by investing activities 
Proceeds from sale of plant assets............... 26,000 
Purchase of plant assets ane (48,000) (25,000) 
Cash provided (used) by financing activities 
Proceeds from issuance of debt................. 13,000 
Repayment of debt re ane a a steers (27,000) 
Net increase (decrease) in cash................... $15,000 $15,000 $ 15,000 








Each company generates an identical $15,000 net increase in cash, but its sources and uses of cash flows are 
very different. BMX’s operating activities provide net cash flows of $90,000, allowing it to purchase plant 
assets of $48,000 and repay $27,000 of its debt. ATV’s operating activities provide $40,000 of cash flows, 
limiting its purchase of plant assets to $25,000. Trex’s $15,000 net cash increase is due to selling plant assets 
and incurring additional debt. Its operating activities yield a net cash outflow of $24,000. Overall, analysis of 
these cash flows reveals that BMX is more capable of generating future cash flows than is ATV or Trex. 


@ Decision Insight ES 





Free Cash Flows Many investors use cash flows to value company stock. However, cash-based valua- 
tion models often yield different stock values due to differences in measurement of cash flows. Most mod- 
els require cash flows that are “free” for distribution to shareholders. These free cash flows are defined as 
cash flows available to shareholders after operating asset reinvestments and debt payments. Knowledge 
of the statement of cash flows is key to proper computation of free cash flows. A company’s growth and 
financial flexibility depend on adequate free cash flows. E 


Cash Flow on Total Assets 


Cash flow information has limitations, but it can help measure a company’s ability to meet its obligations, 
pay dividends, expand operations, and obtain financing. Users often compute and analyze a cash-based 
ratio similar to return on total assets except that its numerator is net cash flows from operating activities. 
The cash flow on total assets ratio is in Exhibit 16.14. 


Cash flow from operations 





Cash flow on total assets = 
Average total assets 


This ratio reflects actual cash flows and is not affected by accounting income recognition and mea- 
surement. It can help business decision makers estimate the amount and timing of cash flows when plan- 
ning and analyzing operating activities. 

To illustrate, the 2009 cash flow on total assets ratio for Nike is 13.5%—see Exhibit 16.15. Is a 13.5% 
ratio good or bad? To answer this question, we compare this ratio with the ratios of prior years (we could 
also compare its ratio with those of its competitors and the market). Nike’s cash flow on total assets ratio 
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for several prior years is in the second column of Exhibit 16.15. Results show that its 13.5% return is the 
lowest return over the past several years. This is probably reflective of the recent recessionary period. 





Cash Flow on Return on 

Total Assets Total Assets 
2009 ea eee 13.5% 11.6% 
ANN. mE 16.7 16.3 
DOO Tea EE 18.3 14.5 
2006 Ten 17.9 14.9 
2005: renere: 18.8 14.5 


As an indicator of earnings quality, some analysts compare the cash flow on total assets ratio to the 
return on total assets ratio. Nike’s return on total assets is provided in the third column of Exhibit 
16.15. Nike’s cash flow on total assets ratio exceeds its return on total assets in each of the five years, 
leading some analysts to infer that Nike’s earnings quality is high for that period because more earnings 
are realized in the form of cash. 


@ Decision 





Cash Flow Ratios Analysts use various other cash-based ratios, including the following two: 
Operating cash flow 





Cash coverage of growth = 
a oe Cash outflow for plant assets 


where a low ratio (less than 1) implies cash inadequacy to meet asset growth, whereas a high ratio implies 
cash adequacy for asset growth. 


Operating cash flow 





o ti h flow to sales = 
(2) peraung Cash How to Sates Net sales 


When this ratio substantially and consistently differs from the operating income to net sales ratio, the risk 
of accounting improprieties increases. M 


DEMONSTRATION PROBLEM 


Umlauf’s comparative balance sheets, income statement, and additional information follow. 


UMLAUF COMPANY 


Balance Sheets 
December 31, 2011 and 2010 
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EXHIBIT 16.15 


Nike's Cash Flow on Total Assets 


Point: The following ratio helps assess 
whether operating cash flow is adequate 
to meet long-term obligations: 

Cash coverage of debt = Cash flow 
from operations + Noncurrent liabilities. 
A low ratio suggests a higher risk of in- 
solvency; a high ratio suggests a greater 
ability to meet long-term obligations. 

















2011 2010 
Assets 
Cash re erac ern Cerra eee $ 43,050 $ 23,925 
Accounts receivable ................4. 34,125 39,825 UMLAUF COMPANY 
Merchandise inventory .............--- 156,000 146,475 Income Statement 
Prepaid expenses .................00. 3,600 1,650 For Year Ended December 31, 2011 
SPEE oocgacocsaccoscsanscocsnne 135,825 146,700 Ca ace ee $446,100 
Accum. depreciation—Equipment ........ (61,950) (47,550) Cost of goods sold ............ $222,300 
ilotaltassets cnn were iee et eeneouer: $310,650 $311,025 Other operating expenses ...... 120,300 
Liabilities and Equity Depreciation expense .......... 25,500 (368,100) 
Accounts payable .................... $ 28,800 $ 33,750 78,000 
Income taxes payable ................. 5,100 4,425 Other gains (losses) 
Dividends payable .................... 0 4,500 Loss on sale of equipment .... 3,300 
Bonds'payableteurn.mtscminemracicetsry. 0 37,500 Loss on retirement of bonds . . 825 (4,125) 
Common stock, $10 par............... 168,750 168,750 Income before taxes ........... 73,875 
Retained earnings .................... 108,000 62,100 Income taxes expense ......... (13,725) 
Total liabilities and equity .............. $310,650 $311,025 Net income oi. asia ea rere $ 60,150 
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Additional Information 

a. Equipment costing $21,375 with accumulated depreciation of $11,100 is sold for cash. 

b. Equipment purchases are for cash. 

c. Accumulated Depreciation is affected by depreciation expense and the sale of equipment. 
d. The balance of Retained Earnings is affected by dividend declarations and net income. 

e. All sales are made on credit. 

f. All merchandise inventory purchases are on credit. 

g. Accounts Payable balances result from merchandise inventory purchases. 

h. Prepaid expenses relate to “other operating expenses.” 


Required 
l. Prepare a statement of cash flows using the indirect method for year 2011. 
2.8 Prepare a statement of cash flows using the direct method for year 2011. 


PLANNING THE SOLUTION 


@ Prepare two blank statements of cash flows with sections for operating, investing, and financing 
activities using the (1) indirect method format and (2) direct method format. 

© Compute the cash paid for equipment and the cash received from the sale of equipment using the addi- 
tional information provided along with the amount for depreciation expense and the change in the bal- 
ances of equipment and accumulated depreciation. Use T-accounts to help chart the effects of the sale 
and purchase of equipment on the balances of the Equipment account and the Accumulated Deprecia- 
tion account. 

© Compute the effect of net income on the change in the Retained Earnings account balance. Assign the 
difference between the change in retained earnings and the amount of net income to dividends declared. 
Adjust the dividends declared amount for the change in the Dividends Payable balance. 

@ Compute cash received from customers, cash paid for merchandise, cash paid for other operating 
expenses, and cash paid for taxes as illustrated in the chapter. 

© Enter the cash effects of reconstruction entries to the appropriate section(s) of the statement. 

© Total each section of the statement, determine the total net change in cash, and add it to the beginning 
balance to get the ending balance of cash. 


SOLUTION TO DEMONSTRATION PROBLEM 


Supporting computations for cash receipts and cash payments. 


(l) * Cost of equipment sold eect ese eters $ 21,375 
Accumulated depreciation of equipment sold........... (11,100) 
Book value of equipment sold ....................-5- 10,275 
loss on sale of'equipment e a siya sicher: (3,300) 
Cash received from sale of equipment ................ $ 6,975 
Cost of equipment sold .................. 000 ee eee $ 21,375 
Less decrease in the equipment account balance ........ (10,875) 
Cash paid for new equipment ....................... $ 10,500 

(2) Loss on retirement of bonds .....................05. $ 825 
Carrying value of bonds retired...................... 37,500 
Cash paid to retire bonds ......................005. $ 38,325 

(3) INeERINCOme Samra oee ea ES E A A EEE, $ 60,150 
Less increase in retained earnings .................... 45,900 
Dividends declared aia arenaene na aa nemeesd mee a 14,250 
Plus decrease in dividends payable ................... 4,500 
Cash paid for dividends ~.. -oseere seeren sess ranes s $ 18,750 

(e Salesi e E T E E E NE $ 446,100 
Add decrease in accounts receivable ...............-. 5,700 
Cash received from customers ..........00000eeeeeee $451,800 


[continued on next page] 
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[continued from previous page] 


(S)P Cost of goodsisoldi o seer ater en cee renee $ 222,300 
Plus increase in merchandise inventory ................ 9,525 
atie nE E E E E E E E, 231,825 
Plus decrease in accounts payable .................... 4,950 
Cash paid for merchandise .....................0000. $236,775 

(6)® Other operating expenses ...............0000 eee eee $ 120,300 
Plus increase in prepaid expenses ...................- 1,950 
Cash paid for other operating expenses ............... $122,250 

(Pillncome:taxessexpensey na css eon $ 13,725 
Less increase in income taxes payable ................ (675) 
Cash paid for income taxes a n a a $ 13,050 


* Supporting T-account analysis for part 1 follows: 


Equipment Accumulated Depreciation—Equipment 


Bal.,Dec.31,2010 146,700 Bal., Dec. 31,2010 47,550 











Cash purchase 10,500 | Sale 21,375 Sale 11,100 Depr. expense 25,500 
Bal., Dec. 31, 201 | 135,825 Bal., Dec. 31, 2011 61,950 





UMLAUF COMPANY 


Statement of Cash Flows (Indirect Method) 
For Year Ended December 31, 2011 





Cash flows from operating activities 
Net incomes reas aeaee a TER eaten neraeey $60,150 


Adjustments to reconcile net income to net 
cash provided by operating activities 


Decrease in accounts receivable ................ 5,700 
Increase in merchandise inventory .............. (9,525) 
Increase in prepaid expenses .................-- (1,950) 
Decrease in accounts payable .................. (4,950) 
Increase in income taxes payable ................ 675 
BDepreciationiexpensemey tsi tiier iter rere titer 25,500 
Loss on sale of plant assets .................... 3,300 
Loss on retirement of bonds ..................- 825 
Net cash provided by operating activities ........... $79,725 
Cash flows from investing activities 
Cash received from sale of equipment ............. 6,975 
Cash paid for equipment a a eee (10,500) 
Net cash used in investing activities ................ (3,525) 
Cash flows from financing activities 
Cash paid to retire bonds payable ................. (38,325) 
Cash paid for dividends ...............0.000- eee (18,750) 
Net cash used in financing activities................ (57,075) 
INGt increase ii Casts vas one dade aco k SE E uae s $19,125 
Cash balance at prior year-end .................0005 23,925 


Cash balance at current year-end ................... $43,050 
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UMLAUF COMPANY 


Statement of Cash Flows (Direct Method) 
For Year Ended December 31, 2011 





Cash flows from operating activities 





Cash received from customers ..........0.000ee eee $451,800 

Cash paid for merchandise .................0--0005 (236,775) 

Cash paid for other operating expenses ............. (122,250) 

Cash paid for income taxes ................00-0005 (13,050) 

Net cash provided by operating activities ............ $79,725 
Cash flows from investing activities 

Cash received from sale of equipment .............. 6,975 

Cash paid for equipment ..................00-000s (10,500) 

Net cash used in investing activities................. (3,525) 
Cash flows from financing activities 

Cash paid to retire bonds payable .................. (38,325) 

Cash paid for dividends .................000000005 (18,750) 

Net cash used in financing activities ................. (57,075) 
Netiincreaseini cash oone oee edee e e ew Maes ae eae ee $19,125 
Cash balance at prior year-end .................-0005 23,925 
Cash balance at current year-end .................... $43,050 
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16A 


Spreadsheet Preparation of the 
Statement of Cash Flows 








P 





Illustrate use of a 
spreadsheet to prepare a 
statement of cash flows. 








This appendix explains how to use a spreadsheet to prepare the statement of cash flows under the indirect 
method. 


Preparing the Indirect Method Spreadsheet Analyzing noncash accounts can be challeng- 
ing when a company has a large number of accounts and many operating, investing, and financing transac- 
tions. A spreadsheet, also called work sheet or working paper, can help us organize the information needed 
to prepare a statement of cash flows. A spreadsheet also makes it easier to check the accuracy of our work. 
To illustrate, we return to the comparative balance sheets and income statement shown in Exhibit 16.10. 
We use the following identifying letters a through g to code changes in accounts, and letters A through m 
for additional information, to prepare the statement of cash flows: 


a. 


Fame an & 


Net income is $38,000. 

Accounts receivable increase by $20,000. 
Merchandise inventory increases by $14,000. 
Prepaid expenses increase by $2,000. 
Accounts payable decrease by $5,000. 
Interest payable decreases by $1,000. 
Income taxes payable increase by $10,000. 
Depreciation expense is $24,000. 


Plant assets costing $30,000 with accumulated depreciation of $12,000 are sold for $12,000 cash. 
This yields a loss on sale of assets of $6,000. 


Notes with a book value of $34,000 are retired with a cash payment of $18,000, yielding a $16,000 
gain on retirement. 


k. Plant assets costing $70,000 are purchased with a cash payment of $10,000 and an issuance of notes 
payable for $60,000. 


Chapter 16 Reporting the Statement of Cash Flows 


I. Issued 3,000 shares of common stock for $15,000 cash. 


m. Paid cash dividends of $14,000. 

Exhibit 16A.1 shows the indirect method spreadsheet for Genesis. We enter both beginning and ending 
balance sheet amounts on the spreadsheet. We also enter information in the Analysis of Changes columns 
(keyed to the additional information items a through m) to explain changes in the accounts and determine 
the cash flows for operating, investing, and financing activities. Information about noncash investing and 


financing activities is reported near the bottom. 
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Spreadsheet for Statement of Cash Flows—Indirect Method 


Balance Sheet—Debit Bal. Accounts 


Cash 


Accounts receivable 
Merchandise inventory 
Prepaid expenses 


Plant assets 


Balance Sheet—Credit Bal. Accounts 
Accumulated depreciation 
Accounts payable 


Interest payable 


Income taxes payable 


Notes payable 


Common stock, $5 par value 
Retained earnings 


Statement of Cash Flows 
Operating activities 


Net income 


Increase in accounts receivable 

Increase in merchandise inventory 

Increase in prepaid expenses 

Decrease in accounts payable 

Decrease in interest payable 

Increase in income taxes payable 

Depreciation expense 

Loss on sale of plant assets 

Gain on retirement of notes 
Investing activities 

Receipts from sale of plant assets 

Payment for purchase of plant assets 
Financing activities 

Payment to retire notes 

Receipts from issuing stock 

Payment of cash dividends 


Jd 4 > PIN Sheett K Sheet? Z Sheets 7 


Noncash Investing and Financing Activities 
Purchase of plant assets with notes 


For Year Ended December 31, 2011 


Analysis of Changes 





Dec. 31, 
2010 Debit Credit 
$ 12,000 
40,000 (b) $ 20,000 
70,000 (c) 14,000 
4,000 (d) 2,000 
210,000 (k1) 70,000 (i) $ 30,000 
$336,000 
$ 48,000 (i) 12,000 (h) 24,000 
40,000 (e) 5,000 
4,000 (f) 1,000 
12,000 (9) 10,000 
64,000 (i) 34,000 (k2) 60,000 
80,000 (I) 15,000 
88,000 (m) 14,000 (a) 38,000 
$336,000 
(a) 38,000 
(b) 20,000 
(c) 14,000 
(a) 2,000 
(e) 5,000 
(f) 1,000 
(9) 10,000 
(h) 24,000 
(i) 6,000 
(i) 16,000 
(i) 12,000 
(k1) 10,000 
(i) 18,000 
(I) 15,000 
(m) 14,000 
(k2) 60,000 (k1) 60,000 
$337,000 $337,000 








=18) x! 


8 33 





$ 17,000 
60,000 
84,000 

6,000 
250,000 


$417,000 


$ 60,000 
35,000 
3,000 
22,000 
90,000 
95,000 
112,000 


$417,000 
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Spreadsheet for Preparing 
Statement of Cash Flows— 


Indirect Method 
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Point: Analysis of the changes on the 
spreadsheet are summarized here: 


. Cash flows from operating activities 
generally affect net income, current 
assets, and current liabilities. 


2. Cash flows from investing activities 
generally affect noncurrent asset 
accounts. 

3. Cash flows from financing activities 
generally affect noncurrent liability and 
equity accounts. 
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Entering the Analysis of Changes on the Spreadsheet The following sequence of pro- 
cedures is used to complete the spreadsheet after the beginning and ending balances of the balance sheet 
accounts are entered: 


oO) 
@ 


© 


Enter net income as the first item in the Statement of Cash Flows section for computing operating cash 
inflow (debit) and as a credit to Retained Earnings. 


In the Statement of Cash Flows section, adjustments to net income are entered as debits if they in- 
crease cash flows and as credits if they decrease cash flows. Applying this same rule, adjust net in- 
come for the change in each noncash current asset and current liability account related to operating 
activities. For each adjustment to net income, the offsetting debit or credit must help reconcile the 
beginning and ending balances of a current asset or current liability account. 


Enter adjustments to net income for income statement items not providing or using cash in the period. 
For each adjustment, the offsetting debit or credit must help reconcile a noncash balance sheet 
account. 


Adjust net income to eliminate any gains or losses from investing and financing activities. Because the 
cash from a gain must be excluded from operating activities, the gain is entered as a credit in the op- 
erating activities section. Losses are entered as debits. For each adjustment, the related debit and/or 
credit must help reconcile balance sheet accounts and involve reconstructed entries to show the cash 
flow from investing or financing activities. 


After reviewing any unreconciled balance sheet accounts and related information, enter the remaining 
reconciling entries for investing and financing activities. Examples are purchases of plant assets, issu- 
ances of long-term debt, stock issuances, and dividend payments. Some of these may require entries 
in the noncash investing and financing section of the spreadsheet (reconciled). 


Check accuracy by totaling the Analysis of Changes columns and by determining that the change in 
each balance sheet account has been explained (reconciled). 


We illustrate these steps in Exhibit 16A.1 for Genesis: 


@>eecccocone (a) 
OEE, (b) through (g) 
© (h) 
QBeovcncosess (i) through (j) 
@>oocoasceos (k) through (m) 


Since adjustments i, j, and k are more challenging, we show them in the following debit and credit format. 
These entries are for purposes of our understanding; they are not the entries actually made in the journals. 
Changes in the Cash account are identified as sources or uses of cash. 


i. Eosshfromisalejof plantrassetsi rr ett ein tt eter ttn ren niet ere 6,000 

Accumulated depreciation .......... 0... ccc cece ce eee eee 12,000 

Receipt from sale of plant assets (source of cash) ............... 12,000 
Rlantiassetseam enya a E reece cca E 30,000 

To describe sale of plant assets. 

j. Notesipayable TELE 34,000 
Payments to retire notes (use of cash) .................... 18,000 
Gain on retirement of notes.................. 0c cee eee 16,000 


To describe retirement of notes. 


eant assets E a 70,000 
Payment to purchase plant assets (use of cash) ............. 10,000 
Purchase of plant assets financed by notes .................. 60,000 
To describe purchase of plant assets. 
k2. Purchase of plant assets financed by notes ...................--- 60,000 
Notesipayablewet imine A a tin E 60,000 


To issue notes for purchase of assets. 
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Direct Method of Reporting Operating Cash Flows 16B 


We compute cash flows from operating activities under the direct method by adjusting accrual-based 
income statement items to the cash basis. The usual approach is to adjust income statement accounts 
related to operating activities for changes in their related balance sheet accounts as follows: 








P Compute cash flows from 
operating activities using 
the direct method. 











Revenue Adjustments for Cash receipts 
or + o = changes in related = or 
expense balance sheet accounts cash payments 


The framework for reporting cash receipts and cash payments for the operating section of the cash flow 
statement under the direct method is shown in Exhibit 16B.1. We consider cash receipts first and then cash 
payments. 


+ Jperating cash 
receipts 


EXHIBIT 16B.1 


Major Classes of Operating 
Cash Flows 








Customers Renters ” Interest Dividends 
LE DN 
Operating cash oe 
BAA 





Suppliers Employees Operations Interest 


Net cash provided 
= (used) by operating 
activities 





Operating Cash Receipts A review of Exhibit 16.10 and the additional information reported by 
Genesis suggests only one potential cash receipt: sales to customers. This section, therefore, starts with 
sales to customers as reported on the income statement and then adjusts it as necessary to obtain cash re- 
ceived from customers to report on the statement of cash flows. 


Cash Received from Customers If all sales are for cash, the amount received from customers equals the 
sales reported on the income statement. When some or all sales are on account, however, we must adjust 
the amount of sales for the change in Accounts Receivable. It is often helpful to use account analysis to do 
this. This usually involves setting up a T-account and reconstructing its major entries, with emphasis on 
cash receipts and payments. To illustrate, we use a T-account that includes accounts receivable balances 
for Genesis on December 31, 2010 and 2011. The beginning balance is $40,000 and the ending balance is , ; f 

: i eye : Point: An accounts receivable increase 
$60,000. Next, the income statement shows sales of $590,000, which we enter on the debit side of this implies that cash received from 
account. We now can reconstruct the Accounts Receivable account to determine the amount of cash re- customers is less than sales (the 
ceived from customers as follows: converse is also true). 


Accounts Receivable 


Bal., Dec. 31, 2010 40,000 
Sales 590,000 Cash receipts = 570,000 











Bal., Dec. 31, 2011 60,000 
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Example: If the ending balance of 
accounts receivable is $20,000 (instead 
of $60,000), what is cash received from 
customers? Answer: $610,000 


EXHIBIT 16B.2 


Formula to Compute Cash 
Received from Customers— 
Direct Method 


Point: Net income is measured using 
accrual accounting. Cash flows from 
operations are measured using cash basis 
accounting. 
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This T-account shows that the Accounts Receivable balance begins at $40,000 and increases to $630,000 
from sales of $590,000, yet its ending balance is only $60,000. This implies that cash receipts from custom- 
ers are $570,000, computed as $40,000 + $590,000 — [?] = $60,000. This computation can be rearranged 
to express cash received as equal to sales of $590,000 minus a $20,000 increase in accounts receivable. This 
computation is summarized as a general rule in Exhibit 16B.2. The statement of cash flows in Exhibit 16.7 
reports the $570,000 cash received from customers as a cash inflow from operating activities. 


ase in accounts ri 
or 
e in accounts rece 







Cosh received from cus 


Other Cash Receipts While Genesis’s cash receipts are limited to collections from customers, we often 
see other types of cash receipts, most commonly cash receipts involving rent, interest, and dividends. 
We compute cash received from these items by subtracting an increase in their respective receivable or 
adding a decrease. For instance, if rent receivable increases in the period, cash received from renters 
is less than rent revenue reported on the income statement. If rent receivable decreases, cash received 
is more than reported rent revenue. The same logic applies to interest and dividends. The formulas for 
these computations are summarized later in this appendix. 


Operating Cash Payments A review of Exhibit 16.10 and the additional Genesis information 
shows four operating expenses: cost of goods sold; wages and other operating expenses; interest expense; 
and taxes expense. We analyze each expense to compute its cash amounts for the statement of cash flows. 
(We then examine depreciation and the other losses and gains.) 


Cash Paid for Merchandise We compute cash paid for merchandise by analyzing both cost of goods 
sold and merchandise inventory. If all merchandise purchases are for cash and the ending balance of 
Merchandise Inventory is unchanged from the beginning balance, the amount of cash paid for merchan- 
dise equals cost of goods sold—an uncommon situation. Instead, there normally is some change in the 
Merchandise Inventory balance. Also, some or all merchandise purchases are often made on credit, and 
this yields changes in the Accounts Payable balance. When the balances of both Merchandise Inventory 
and Accounts Payable change, we must adjust the cost of goods sold for changes in both accounts to 
compute cash paid for merchandise. This is a two-step adjustment. 

First, we use the change in the account balance of Merchandise Inventory, along with the cost of goods 
sold amount, to compute cost of purchases for the period. An increase in merchandise inventory implies 
that we bought more than we sold, and we add this inventory increase to cost of goods sold to compute 
cost of purchases. A decrease in merchandise inventory implies that we bought less than we sold, and we 
subtract the inventory decrease from cost of goods sold to compute purchases. We illustrate the first step 
by reconstructing the Merchandise Inventory account of Genesis: 











Bal., Dec. 31, 2010 70,000 
Purchases = 314,000 Cost of goods sold 300,000 








Bal., Dec. 31, 2011 84,000 


The beginning balance is $70,000, and the ending balance is $84,000. The income statement shows 
that cost of goods sold is $300,000, which we enter on the credit side of this account. With this 
information, we determine the amount for cost of purchases to be $314,000. This computation can be 
rearranged to express cost of purchases as equal to cost of goods sold of $300,000 plus the $14,000 
increase in inventory. 

The second step uses the change in the balance of Accounts Payable, and the amount of cost of pur- 
chases, to compute cash paid for merchandise. A decrease in accounts payable implies that we paid for 
more goods than we acquired this period, and we would then add the accounts payable decrease to cost of 
purchases to compute cash paid for merchandise. An increase in accounts payable implies that we paid for 
less than the amount of goods acquired, and we would subtract the accounts payable increase from 
purchases to compute cash paid for merchandise. The second step is applied to Genesis by reconstructing 
its Accounts Payable account: 
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Bal., Dec. 31,2010 40,000 
Cash payments = 319,000 | Purchases 314,000 
Bal., Dec. 31, 2011 35,000 


Its beginning balance of $40,000 plus purchases of $314,000 minus an ending balance of $35,000 yields 
cash paid of $319,000 (or $40,000 + $314,000 — [?] = $35,000). Alternatively, we can express cash paid 
for merchandise as equal to purchases of $314,000 plus the $5,000 decrease in accounts payable. The 
$319,000 cash paid for merchandise is reported on the statement of cash flows in Exhibit 16.7 as a cash 
outflow under operating activities. 

We summarize this two-step adjustment to cost of goods sold to compute cash paid for merchandise 
inventory in Exhibit 16B.3. 


in accounts p 





Cash Paid for Wages and Operating Expenses (Excluding Depreciation) The income statement of 
Genesis shows wages and other operating expenses of $216,000 (see Exhibit 16.10). To compute cash 
paid for wages and other operating expenses, we adjust this amount for any changes in their related bal- 
ance sheet accounts. We begin by looking for any prepaid expenses and accrued liabilities related to wages 
and other operating expenses in the balance sheets of Genesis in Exhibit 16.10. The balance sheets show 
prepaid expenses but no accrued liabilities. Thus, the adjustment is limited to the change in prepaid 
expenses. The amount of adjustment is computed by assuming that all cash paid for wages and other 
operating expenses is initially debited to Prepaid Expenses. This assumption allows us to reconstruct the 
Prepaid Expenses account: 





Bal., Dec. 31,2010 4,000 
Cash payments = 218,000 | Wages and other operating exp. 216,000 
Bal., Dec. 31, 2011 6,000 





Prepaid Expenses increase by $2,000 in the period, meaning that cash paid for wages and other operating 
expenses exceeds the reported expense by $2,000. Alternatively, we can express cash paid for wages and 
other operating expenses as equal to its reported expenses of $216,000 plus the $2,000 increase in prepaid 
expenses. ! 

Exhibit 16B.4 summarizes the adjustments to wages (including salaries) and other operating expenses. 
The Genesis balance sheet did not report accrued liabilities, but we include them in the formula to explain 
the adjustment to cash when they do exist. A decrease in accrued liabilities implies that we paid cash for 
more goods or services than received this period, so we add the decrease in accrued liabilities to the ex- 
pense amount to obtain cash paid for these goods or services. An increase in accrued liabilities implies 
that we paid cash for less than what was acquired, so we subtract this increase in accrued liabilities from 
the expense amount to get cash paid. 


1 The assumption that all cash payments for wages and operating expenses are initially debited to Prepaid Expenses is 
not necessary for our analysis to hold. If cash payments are debited directly to the expense account, the total amount 
of cash paid for wages and other operating expenses still equals the $216,000 expense plus the $2,000 increase in 
Prepaid Expenses (which arise from end-of-period adjusting entries). 
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Example: If the ending balances of 
Inventory and Accounts Payable are 
$60,000 and $50,000, respectively (in- 
stead of $84,000 and $35,000), what is 
cash paid for merchandise? Answer: 


$280,000 


EXHIBIT 16B.3 


Two Steps to Compute Cash Paid 
for Merchandise—Direct Method 


Point: A decrease in prepaid expenses 
implies that reported expenses include 
an amount(s) that did not require a cash 
outflow in the period. 
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EXHIBIT 16B.4 


Formula to Compute Cash Paid for 
Wages and Operating 
Expenses—Direct Method 


EXHIBIT 16B.5 


Formulas to Compute Cash 
Paid for Both Interest and Taxes— 
Direct Method 


Point: The direct method is usu- 
ally viewed as user friendly because less 
accounting knowledge is required to 
understand and use it. 
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Cash paid for interest and income taxes Computing operating cash flows for interest and taxes is similar 
to that for operating expenses. Both require adjustments to their amounts reported on the income state- 
ment for changes in their related balance sheet accounts. We begin with the Genesis income statement 
showing interest expense of $7,000 and income taxes expense of $15,000. To compute the cash paid, we 
adjust interest expense for the change in interest payable and then the income taxes expense for the change 
in income taxes payable. These computations involve reconstructing both liability accounts: 






Bal., Dec. 31, 2010 





4,000 
Cash paid for interest = 8,000 | Interest expense 7,000 
Bal., Dec. 31, 2011 3,000 





Bal., Dec. 31,2010 12,000 
Cash paid for taxes = 5,000 | Income taxes expense 15,000 
Bal., Dec. 31, 2011 22,000 





These accounts reveal cash paid for interest of $8,000 and cash paid for income taxes of $5,000. The for- 
mulas to compute these amounts are in Exhibit 16B.5. Both of these cash payments are reported as operat- 
ing cash outflows on the statement of cash flows in Exhibit 16.7. 


in income taxes | 





Analysis of Additional Expenses, Gains, and Losses Genesis has three additional items reported on its 
income statement: depreciation, loss on sale of assets, and gain on retirement of debt. We must consider 
each for its potential cash effects. 


Depreciation Expense Depreciation expense is $24,000. It is often called a noncash expense because 
depreciation has no cash flows. Depreciation expense is an allocation of an asset’s depreciable cost. The 
cash outflow with a plant asset is reported as part of investing activities when it is paid for. Thus, depre- 
ciation expense is never reported on a statement of cash flows using the direct method; nor is depletion or 
amortization expense. 


Loss on Sale of Assets Sales of assets frequently result in gains and losses reported as part of net income, 
but the amount of recorded gain or loss does not reflect any cash flows in these transactions. Asset sales 
result in cash inflow equal to the cash amount received, regardless of whether the asset was sold at a gain 
or a loss. This cash inflow is reported under investing activities. Thus, the loss or gain on a sale of assets 
is never reported on a statement of cash flows using the direct method. 


Gain on Retirement of Debt Retirement of debt usually yields a gain or loss reported as part of net in- 
come, but that gain or loss does not reflect cash flow in this transaction. Debt retirement results in cash 
outflow equal to the cash paid to settle the debt, regardless of whether the debt is retired at a gain or loss. 
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This cash outflow is reported under financing activities; the loss or gain from retirement of debt is never 
reported on a statement of cash flows using the direct method. 


Summary of Adjustments for Direct Method Exhibit 16B.6 summarizes common adjust- 
ments for net income to yield net cash provided (used) by operating activities under the direct method. 


From Income 
Item Statement Adjustments to Obtain Cash Flow Numbers 


Receipts 


[| +Decrease in Accounts Receivable 





From sales Sales Revenue ~ 3 à 
L—lIncrease in Accounts Receivable 
| +Decrease in Rent Receivable 
From rent Rent Revenue ~ ‘ x 
L_—Increase in Rent Receivable 
F [| +Decrease in Interest Receivable 
From interest Interest Revenue ~ i ‘ 
L—Increase in Interest Receivable 
a Dividend | +Decrease in Dividends Receivable 
From dividends = SET x 
Revenue L_—Increase in Dividends Receivable 
Payments 
a Cost of Goods [ +Increase in Inventory [-+Decrease in Accounts Payable 
To suppliers 4 i = : 
Sold L—Decrease in Inventory |—Increase in Accounts Payable 
7 Operating [ +Increase in Prepaids [| +Decrease in Accrued Liabilities 
For operations =| A er f ae 
Expense L— Decrease in Prepaids |—Increase in Accrued Liabilities 





Wages (Salaries) _[ +Decrease in Wages (Salaries) Payable 


yo employecs Expense L—Increase in Wages (Salaries) Payable 


[| + Decrease in Interest Payable 








For interest Interest Expense ~ i 
L—Increase in Interest Payable 
Income Tax | +Decrease in Income Tax Payable 
For taxes =| i 
Expense L—Increase in Income Tax Payable 


Direct Method Format of Operating Activities Section Exhibit 16.7 shows the Genesis 
statement of cash flows using the direct method. Major items of cash inflows and cash outflows are listed 
separately in the operating activities section. The format requires that operating cash outflows be sub- 
tracted from operating cash inflows to get net cash provided (used) by operating activities. The FASB 
recommends that the operating activities section of the statement of cash flows be reported using the di- 
rect method, which is considered more useful to financial statement users. However, the FASB requires a 
reconciliation of net income to net cash provided (used) by operating activities when the direct method is 
used (which can be reported in the notes). This reconciliation is similar to preparation of the operating 
activities section of the statement of cash flows using the indirect method. 


IFRS 





Like U.S. GAAP IFRS allows cash flows from operating activities to be reported using either the indirect 
method or the direct method. E 









Quick Check Answers — p. 662 


8. Net sales in a period are $590,000, beginning accounts receivable are $120,000, and ending 
accounts receivable are $90,000. What cash amount is collected from customers in the period? 

9. The Merchandise Inventory account balance decreases in the period from a beginning balance 
of $32,000 to an ending balance of $28,000. Cost of goods sold for the period is $168,000. If 
the Accounts Payable balance increases $2,400 in the period, what is the cash amount paid 
for merchandise inventory? 


10. This period’s wages and other operating expenses total $112,000. Beginning-of-period prepaid 
expenses totaled $1,200, and its ending balance is $4,200. There were no beginning-of-period 
accrued liabilities, but end-of-period wages payable equal $5,600. How much cash is paid for 
wages and other operating expenses? 
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EXHIBIT 16B.6 


Summary of Selected Adjustments 
for Direct Method 


Point: Some preparers argue that it is 
easier to prepare a statement of cash 
flows using the indirect method. This 
likely explains its greater frequency in 
financial statements. 
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Summary 


C1 Distinguish between operating, investing, and financing 
activities, and describe how noncash investing and financing 
activities are disclosed. The purpose of the statement of cash flows 
is to report major cash receipts and cash payments relating to operat- 
ing, investing, or financing activities. Operating activities include 
transactions and events that determine net income. Investing activi- 
ties include transactions and events that mainly affect long-term as- 
sets. Financing activities include transactions and events that mainly 
affect long-term liabilities and equity. Noncash investing and financ- 
ing activities must be disclosed in either a note or a separate schedule 
to the statement of cash flows. Examples are the retirement of debt 
by issuing equity and the exchange of a note payable for plant assets. 


M Analyze the statement of cash flows and apply the cash flow 

on total assets ratio. To understand and predict cash flows, us- 
ers stress identification of the sources and uses of cash flows by oper- 
ating, investing, and financing activities. Emphasis is on operating 
cash flows since they derive from continuing operations. The cash 
flow on total assets ratio is defined as operating cash flows divided by 
average total assets. Analysis of current and past values for this ratio 
can reflect a company’s ability to yield regular and positive cash 
flows. It is also viewed as a measure of earnings quality. 


P Prepare a statement of cash flows. Preparation of a statement 
of cash flows involves five steps: (1) Compute the net increase 
or decrease in cash; (2) compute net cash provided or used by operat- 
ing activities (using either the direct or indirect method); (3) compute 
net cash provided or used by investing activities; (4) compute net cash 


Guidance Answers to Decision Maker 


Entrepreneur Several factors might explain an increase in net 
cash flows when a net loss is reported, including (1) early recognition 
of expenses relative to revenues generated (such as research and de- 
velopment), (2) cash advances on long-term sales contracts not yet 
recognized in income, (3) issuances of debt or equity for cash to fi- 
nance expansion, (4) cash sale of assets, (5) delay of cash payments, 
and (6) cash prepayment on sales. Analysis needs to focus on the 
components of both the net loss and the net cash flows and their 
implications for future performance. 


Guidance Answers to Quick Checks 


1. No to both. The statement of cash flows reports changes in the 
sum of cash plus cash equivalents. It does not report transfers 
between cash and cash equivalents. 

2. The three categories of cash inflows and outflows are operating 
activities, investing activities, and financing activities. 

3. a. Investing 


c. Financing e. Operating 


b. Operating d. Operating f. Financing 
4. $74,900 + $4,600 — $11,700 — $1,000 + $3,400 = 
$70,200 


5. Expenses such as depreciation and amortization do not require 
current cash outflows. Therefore, adding these expenses back to 
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provided or used by financing activities; and (5) report the beginning 
and ending cash balance and prove that it is explained by net cash 
flows. Noncash investing and financing activities are also disclosed. 


P2 Compute cash flows from operating activities using the in- 

direct method. The indirect method for reporting net cash 
provided or used by operating activities starts with net income and 
then adjusts it for three items: (1) changes in noncash current assets 
and current liabilities related to operating activities, (2) revenues 
and expenses not providing or using cash, and (3) gains and losses 
from investing and financing activities. 


P3 Determine cash flows from both investing and financing 

activities. Cash flows from both investing and financing 
activities are determined by identifying the cash flow effects of 
transactions and events affecting each balance sheet account related 
to these activities. All cash flows from these activities are identified 
when we can explain changes in these accounts from the beginning 
to the end of the period. 


P 4A Illustrate use of a spreadsheet to prepare a statement of 

cash flows. A spreadsheet is a useful tool in preparing a state- 
ment of cash flows. Six key steps (see Appendix 16A) are applied 
when using the spreadsheet to prepare the statement. 


Phe Compute cash flows from operating activities using the 
direct method. The direct method for reporting net cash pro- 

vided or used by operating activities lists major operating cash inflows 

less cash outflows to yield net cash inflow or outflow from operations. 





Reporter Your initial reaction based on the company’s $600,000 
loss with a $550,000 decrease in net cash flows is not positive. How- 
ever, closer scrutiny reveals a more positive picture of this company’s 
performance. Cash flow from operating activities is $650,000, com- 
puted as [?] — $850,000 — $350,000 = $(550,000). You also note 
that net income before the extraordinary loss is $330,000, computed 


as [?] — $930,000 = $(600,000). 


net income eliminates these noncash items from the net income 
number, converting it to a cash basis. 

6. A gain on the sale of plant assets is subtracted from net income 
because a sale of plant assets is not an operating activity; it is an 
investing activity for the amount of cash received from its sale. 
Also, such a gain yields no cash effects. 

7. $80,000 — $30,000 — $10,000 = $40,000 cash receipt. The 
$40,000 cash receipt is reported as an investing activity. 

8. $590,000 + ($120,000 — $90,000) = $620,000 

9. $168,000 — ($32,000 — $28,000) — $2,400 = $161,600 

10. $112,000 + ($4,200 — $1,200) — $5,600 = $109,400 
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Key Terms mhhe.com/wildFAP20e 


Cash flow on total assets (p. 650) Indirect method (p. 638) Operating activities (p. 633) 
Direct method (p. 638) Investing activities (p. 634) Statement of cash flows (p. 632) 
Financing activities (p. 634) 












Multiple Choice Quiz Answers on p. 683 mhhe.com/wildFAP20e 


Additional Quiz Questions are available at the book’s Website. 


1. A company uses the indirect method to determine its cash flows c. $73,440. 
from operating activities. Use the following information to de- d. $68,000. 
termine its net cash provided or used by operating activities. e. $5,440. 
4. The following information is available regarding a company’s 
Net incomes s¢c-ce acu sce tse $15,200 annual salaries and wages. What amount of cash is paid for 
Depreciation expense ................ 10,000 salaries and wages? 
Cash payment on note payable......... 8,000 
Gain on sale of land ................. 3,000 Salaries and wages expense ................... $255,000 
Increase in inventory ................ 1,500 Salaries and wages payable, prior year-end........ 8,200 
Increase in accounts payable .......... 2,850 Salaries and wages payable, current year-end ...... 10,900 


a. $23,550 used by operating activities a. $252,300 
b. $23,550 provided by operating activities b. $257,700 
c. $15,550 provided by operating activities c. $255,000 
d. $42,400 provided by operating activities d. $274,100 
e. $20,850 provided by operating activities e. $235,900 
2. A machine with a cost of $175,000 and accumulated depre- 5. The following information is available for a company. What 
ciation of $94,000 is sold for $87,000 cash. The amount re- amount of cash is paid for merchandise for the current year? 
ported as a source of cash under cash flows from investing 
activities is Gostiofsoodsisold asses ee a $545,000 
a. $81,000. Merchandise inventory, prior year-end ........... 105,000 
b. $6,000. Merchandise inventory, current year-end ......... 112,000 
c $87,000. ? 7 7 oer Accounts payable, prior year-end ............... 98,500 
d. Zero; this is a financing activity. A ie ee 101.300 
e. Zero; this is an operating activity. ccounts payable, current year-end ............. ’ 
3. A company settles a long-term note payable plus interest by 
paying $68,000 cash toward the principal amount and $5,440 a. $545,000 
cash for interest. The amount reported as a use of cash under b. $554,800 
cash flows from financing activities is c. $540,800 
a. Zero; this is an investing activity. d. $535,200 
e. $549,200 


b. Zero; this is an operating activity. 


A(B) Superscript letter A (B) denotes assignments based on Appendix 1 6A (16B). 
Icon denotes assignments that involve decision making. 


Discussion Questions 





1. What is the reporting purpose of the statement of cash flows? 4. Describe the indirect method of reporting cash flows from 
Identify at least two questions that this statement can answer. operating activities. 

2. Describe the direct method of reporting cash flows from 5. What are some investing activities reported on the statement of 
operating activities. cash flows? 

3. When a statement of cash flows is prepared using the direct 6. What are some financing activities reported on the statement of 


method, what are some of the operating cash flows? cash flows? 
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. Where on the statement of cash flows is the payment of cash 


dividends reported? 


D Assume that a company purchases land for $100,000, pay- 


ing $20,000 cash and borrowing the remainder with a long- 
term note payable. How should this transaction be reported on 


(b) While its balance sheet shows an increase in working capi- 
tal (current assets less current liabilities) from fiscal years 2009 
to 2010, why is this increase in working capital subtracted 
when computing net cash provided by operating activities for 
the year ended February 27, 2010? 


a statement of cash flows? 13. Refer to Palm’s statement of cash flows in Ap- 
n mingi dix A. What are its cash flows from financing PATM 
©). On June 3, a company borrows $50,000 cash by giving its pendia ai are Mis Can onys ionn ae 
bank a 160-day, interest-bearing note. On the statement of cash activities for the year ended May 31, 2009? List items and 
flows, where should this be reported? amounts. 
10. If a company reports positive net income for the year, can 14. Refer to Nokia’s statement of cash flows in NOKIA 
it also show a net cash outflow from operating activities? Appendix A. List its cash flows from operating 
Explain. activities, investing activities, and financing activities. 
11. FÌ Is depreciation a source of cash flow? 15. Refer to Apple’s statement of cash flows in Apple 
12. @ Refer to Research In Motion’s statement of Appendix A. What investing activities result in cash 


outflows for the year ended September 26, 2009? List items 


cash flows in Appendix A. (a) Which method is used [RIM 
and amounts. 


to compute its net cash provided by operating activities? 


H connect’ 


QUICK STUDY 


Classify the following cash flows as operating, investing, or financing activities. 


1. Paid cash for property taxes on building. 6. Received cash from sale of land at a loss. 
QS 16-1 2. Paid cash dividends. 7. Received cash interest on a note. 
Transaction classification 3. Paid cash for wages and salaries. 8. Paid cash interest on outstanding notes. 
by activity 4. Purchased inventories for cash. 9. Issued common stock for cash. 
C1 5. Received cash payments from customers. 10. Sold long-term investments for cash. 





QS 16-2 The statement of cash flows is one of the four primary financial statements. 
Statement of cash flows 1. Describe the content and layout of a statement of cash flows, including its three sections. 
C1 2. List at least three transactions classified as significant noncash financing and investing activities in the 
à statement of cash flows. 
3. List at least three transactions classified as financing activities in a statement of cash flows. 
4. List at least three transactions classified as investing activities in a statement of cash flows. 





QS 16-3 Use the following information to determine this company’s cash flows from operating activities using the 
Computing cash from operations indirect method. 

(indirect) 

P2 LING COMPANY 


Income Statement 
For Year Ended December 31,2011 


LING COMPANY 





Selected Balance Sheet Information 








December 31,2011 and 2010 E E E $2,060,000 

2011 2010 Cost of goods sold ............. 1,326,400 

TRIERS Gross profito -noero e e e S 733,600 

CANE EE ees $338,600 $107,200 Operating expenses 

Accounts receivable ......... 100,000 128,000 Depreciation expense ......... $144,000 

Inventory .......0.e0seee ees 240,000 216,400 ORO XPS 486,000 630,000 

Currane aiis Income before taxes ............ 103,600 

Accounts payable............ 121,600 102,800 Income taxes expense .......... ___ 30,800 

Income taxes payable ........ 8,200 8,800 RCO cas $ 72,800 
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The following selected information is from Mooney Company’s comparative balance sheets. 


At December 31 





2011 2010 
Fúrniture ses aome aaa a E TAERA $155,000 $ 260,000 
Accumulated depreciation—Furniture ......... (74,400) (121,400) 


The income statement reports depreciation expense for the year of $36,000. Also, furniture costing 


$105,000 was sold for its book value. Compute the cash received from the sale of furniture. 


QS 16-4 
Computing cash from asset sales 


P3 





The following selected information is from the Teeter Company’s comparative balance sheets. 





At December 31 2011 2010 

Common stock, $10 par value ......... $ 310,000 $300,000 
Paid-in capital in excess of par ......... 1,134,000 684,000 
Retainedjeanningsmnrrr erent 627,000 575,000 


The company’s net income for the year ended December 31, 2011, was $196,000. 
1. Compute the cash received from the sale of its common stock during 2011. 
2. Compute the cash paid for dividends during 2011. 


QS 16-5 


Computing financing cash flows 


P3 





For each of the following separate cases, compute cash flows from operations. The list includes all balance 
sheet accounts related to operating activities. 


QS 16-6 
Computing cash flows from 
operations (indirect) 





Case A Case B Case C P2 
INetincome myc ie eaae e E RRENA $ 20,000 $125,000 $105,000 
Depreciation expense ................ 00000 ee 60,000 16,000 48,000 
Accounts receivable increase (decrease) ........ 80,000 40,000 (8,000) 
Inventory increase (decrease) ................. (40,000) (20,000) 21,000 
Accounts payable increase (decrease) .......... 28,000 (44,000) 16,000 
Accrued liabilities increase (decrease) .......... (88,000) 10,000 (16,000) 
Compute cash flows from investing activities using the following company information. QS 16-7 


Computing cash flows from 
investing 





Sale of short-term investments .......... $16,000 P3 
Cash collections from customers......... 44,000 
Purchase of used equipment . ............ 10,000 
Depreciation expense .................. 6,000 
Compute cash flows from financing activities using the following company information. QS 16-8 


Additional short-term borrowings .......... $88,000 
Purchase of short-term investments ........ 25,000 
Gash dividends paid nea ceee ss uenee 32,000 


Interest paid 17,000 


Computing cash flows from 
financing 


P3 
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QS 16-9 
Computing cash from 
operations (indirect) P2 fa 





2011 2010 
Assets 
CaS e a E cowie aie E $ 95,800 $ 25,000 
Accounts receivable,net.............5. 42,000 52,000 
INVENtOry oee e AEE 86,800 96,800 
Prepaid expenses .................0.. 6,400 5,200 
ORWELL, INC. Furniture e a e maa eee eee ci 110,000 120,000 
Incomes emeni Accum. depreciation—Furniture ........ (18,000) (10,000) 
Bote Sansone ene ea ue Toakase Meee een ee ee $323,000 $289,000 
eS a Roe ee $468,000 
Cost of goods sold .............. 312,000 Liabilities and Equity 
Sts easy ey susgsesusnevayscsueis tenelers 156,000 Accounts payable .................00. $ 16,000 $ 22,000 
Wages payable -o ne smi ore sissies esas: 10,000 6,000 
Depreciation expense .......... $38,600 Income taxes payable ................. 2,400 3,600 
eee tara rte 57,000 95,600 Notes payable (long-term) ............. 30,000 70,000 
Senay recreate eos 60,400 Common stock, $5 par value ........... 230,000 180,000 
Rene ne Reena 24,600 Retained earnings .................... 34,600 7,400 
SAG ise Re MS mE US es $ 35,800 Total liabilities and equity .............. $323,000 $289,000 


Gross profit 


Operating expenses 


Other expenses 
Income before taxes 
Income taxes expense 


Net income 


Use the following balance sheets and income statement to answer QS 16-9 through QS 16-14. 


Use the indirect method to prepare the cash provided or used from operating activities section only of the 
statement of cash flows for this company. 


ORWELL, INC. 


Comparative Balance Sheets 
December 31,2011 





























QS 16-10 
Computing cash from asset sales 


"A 


Refer to the data in QS 16-9. 

Furniture costing $54,000 is sold at its book value in 2011. Acquisitions of furniture total $44,000 cash, 
on which no depreciation is necessary because it is acquired at year-end. What is the cash inflow related 
to the sale of furniture? 





QS 16-11 
Computing financing cash 


outflows P3 


Refer to the data in QS 16-9. 
1. Assume that all common stock is issued for cash. What amount of cash dividends is paid during 2011? 


2. Assume that no additional notes payable are issued in 2011. What cash amount is paid to reduce the 
notes payable balance in 2011? 





QS 16-128 
Computing cash received from 
customers P5 


Refer to the data in QS 16-9. 
1. How much cash is received from sales to customers for year 2011? 
2. What is the net increase or decrease in cash for year 2011? 





QS 16-138 
Computing operating cash 
outflows P5 


Refer to the data in QS 16-9. 
1. How much cash is paid to acquire merchandise inventory during year 2011? 
2. How much cash is paid for operating expenses during year 2011? 





QS 16-148 
Computing cash from operations 


(direct) P5 


Refer to the data in QS 16-9. 
Use the direct method to prepare the cash provided or used from operating activities section only of the 
statement of cash flows for this company. 





QS 16-15 


Analyses of sources and uses 


of cash Al 


Financial data from three competitors in the same industry follow. 
1. Which of the three competitors is in the strongest position as shown by its statement of cash flows? 
2. Analyze and compare the strength of Z-Best’s cash flow on total assets ratio to that of Lopez. 


Chapter 16 Reporting the Statement of Cash Flows 667 











































[E] Ee Eat view Insert Format Took Data Accounting Window Heb ] 
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2 | ($ thousands) Z-Best Lopez Ahmed 
Ean | Cash provided (used) by operating activities $ 80,000 $ (34,000) 
5| Cash provided (used) by investing activities 
S6] | Proceeds from sale of operating assets 36,000 
z| Purchase of operating assets (38,000) (35,000) 

g Cash provided (used) by financing activities 
E Proceeds from issuance of debt 33,000 
|10| Repayment of debt (7,000) 
|11] Net increase (decrease) in cash $ 35,000 $ 35,000 $ 35,000 

Average total assets $ 800,000 $ 650,000 $ 400,000 














dal 











When a spreadsheet for a statement of cash flows is prepared, all changes in noncash balance sheet OS 16-164 
accounts are fully explained on the spreadsheet. Explain how these noncash balance sheet accounts are | Noncash accounts 
used to fully account for cash flows on a spreadsheet. onaspreadsheet P4 





Use the following financial statements and additional information to (1) prepare a statement of cash flows OS 16-17 
for the year ended December 31, 2012, using the indirect method, and (2) analyze and briefly discuss the Preparation of statement 
statement prepared in part 1 with special attention to operating activities and to the company’s cash level. of cash flows (indirect) 


KRUG INC. P1 


Comparative Balance Sheets 
December 31,2012 and 2011 























2012 2011 
Assets 
E ee ere EA AO ER $ 26,400 $ 30,550 KRUG INC. 
Accounts receivable,net.............4- 14,050 12,150 Income Statement 
For Year Ended December 31,2012 
Inventory eene cay era) tans a E r 90,100 70,150 
Eqüipment cco yeaa savers soki nense oe 49,900 44,500 Sal ES A A E a $47,575 
Accum. depreciation—Equipment ....... (22,500) (18,300) Cost of goods sold .............. (17,950) 
Totahassets el oot are ee arene ee $157,950 $139,050 GROSS POLICE E ce 29,625 
Operating expenses 
Liabilities and Equity Depreciation expense.......... $4,200 
Accounts payable -oas esceario rene ne $ 23,350 $ 25,400 Other expenses .............. _8,550 
Salariesipayable a7. onee reee eee e 1,050 600 Total operating expense .......... 12,750 
Common stock, no par value ........... 107,000 100,000 Income before taxes ............. 16,875 
Retained earnings .................... 26,550 13,050 Income tax expense ............. 3,375 
Total liabilities and equity .............. $157,950 $139,050 Net income oss 4 ance eee aires $13,500 











Additional Information 


a. No dividends are declared or paid in 2012. 
b. Issued additional stock for $7,000 cash in 2012. 
c. Purchased equipment for cash in 2012; no equipment was sold in 2012. 





Answer each of the following related to international accounting standards. OS 16-18 
1. Which method, indirect or direct, is acceptable for reporting operating cash flows under IFRS? International cash flow 


2. For each of the following four cash flows, identify whether it is reported under the operating, investing, discloses 


or financing section (or some combination) within the indirect format of the statement of cash flows (1 
reported under IFRS and under U.S. GAAP. O 


Cash Flow Source US GAAP Reporting IFRS Reporting 


a. Interest paid .............. 
b. Dividends paid ............ 
C. Interest received ........... 


d. Dividends received ......... 
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EXERCISES 


Exercise 16-1 
Cash flow from operations 
(indirect) 


P2 
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Rasheed Company reports net income of $390,000 for the year ended December 31, 2011. It also reports 
$70,000 depreciation expense and a $10,000 gain on the sale of machinery. Its comparative balance sheets 


reveal a $30,000 increase in accounts receivable, $16,000 increase in accounts payable, $8,000 decrease in 
prepaid expenses, and $12,000 decrease in wages payable. 


Required 


Prepare only the operating activities section of the statement of cash flows for 2011 using the indirect 
method. 





Exercise 16-2 
Cash flow classification (indirect) 


A 


The following transactions and events occurred during the year. Assuming that this company uses the 
indirect method to report cash provided by operating activities, indicate where each item would appear on 
its statement of cash flows by placing an x in the appropriate column. 


Noncash Not 
Investing Reported on 


Statement of Cash Flows 


Operating Investing Financing and Financing Statement 
Activities Activities Activities Activities or in Notes 





. Accounts receivable decreased in the year ......... n ARON E Eae N 


. Purchased land by issuing common stock........... a. — — —s == 


a 
b 
c. Paid cash to purchase inventory.................. — aS — — =a 
d 


. Sold equipment for cash, yielding a loss............ = —— Coe Sa —— 


. Accounts payable decreased in the year ........... 


. Income taxes payable increased in the year.......... CEE — — — — 


e 
f. 
g. Declared and paid a cash dividend . ............... =o We a S ——4 
h 


. Recorded depreciation expense.................. = —— as! ees SS 


j. Prepaid expenses increased in the year ............ 


Paid cash to settle long-term note payable .-......- Sen SRN peame mR SEN 





Exercise 16-38 
Cash flow classification (direct) 


Ci "A 


The following transactions and events occurred during the year. Assuming that this company uses the 
direct method to report cash provided by operating activities, indicate where each item would appear on 
the statement of cash flows by placing an x in the appropriate column. 


Noncash Not 
Investing Reported on 


Statement of Cash Flows 


Operating Investing Financing and Financing Statement 
Activities Activities Activities Activities or in Notes 





a 


. Recorded depreciation expense .................- 


b 
c. Paid cash to acquire treasury stock ............... 
d 


. Accepted six-month note receivable in 
exchange for plant assets ..................05- 


|. Collected cash from sales. ...........00 cee ee eeee 


oO 


RA 


Paid cash to purchase a patent ................... 


. Borrowed cash from bank by 
signing a nine-month note payable .............. 


g. Retired long-term notes payable by 


issuing common stock ...............0000000 


h. Paid cash toward accounts payable................ 


Sold inventory for cash. ............... 200000. 


j. Paid cash dividend that was declared in 


a prior period 
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Roney Company’s calendar-year 2011 income statement shows the following: Net Income, $364,000; 
Depreciation Expense, $45,000; Amortization Expense, $8,200; Gain on Sale of Plant Assets, $7,000. An 
examination of the company’s current assets and current liabilities reveals the following changes (all from 
operating activities): Accounts Receivable decrease, $18,100; Merchandise Inventory decrease, $52,000; 
Prepaid Expenses increase, $3,700; Accounts Payable decrease, $9,200; Other Payables increase, $1,400. 
Use the indirect method to compute cash flow from operating activities. 


Exercise 16-4 
Cash flows from operating 
activities (indirect) 


P2 





For each of the following three separate cases, use the information provided about the calendar-year 2012 
operations of Sahim Company to compute the required cash flow information. 


Case A: Compute cash received from customers: 


Salesioncyaitna aersan Nea N A A A E $510,000 
Accounts receivable, December 31,2011 .......... 25,200 
Accounts receivable, December 31,2012 .......... 34,800 
Case B: Compute cash paid for rent: 
Rent expenses reto anr niena E E E $140,800 
Rent payable, December 31,2011 ................. 8,800 
Rent payable, December 31,2012................. 7,200 
Case C: Compute cash paid for merchandise: 
Gost: ofigoodsisoldi se, ene ae Ee n A eyste $528,000 
Merchandise inventory, December 31,2011 ......... 159,600 
Accounts payable, December 31,2011 ............. 67,800 
Merchandise inventory, December 31,2012......... 131,400 
Accounts payable, December 31,2012 ............. 84,000 


Exercise 16-58 
Computation of cash 
flows (direct) 


Pb 





Use the following income statement and information about changes in noncash current assets and current 
liabilities to prepare only the cash flows from operating activities section of the statement of cash flows 
using the indirect method. 


BEKHAM COMPANY 


Income Statement 
For Year Ended December 31, 2011 








SMES ao n tee ceunca sues RE ORA EAS $1,818,000 
Cost of goodsisold aa A a A 891,000 
Gross:profitpcs: trie ee yee renters 927,000 
Operating expenses 
Salaries expense o snc) cance error $248,535 
Beprectationicx pense titi tata tate tsrt itt: 43,200 
Rentiexpense nia ruseaneenr E 48,600 
Amortization expenses—Patents ......... 5,400 
Utilities expense ..................0005 19,125 364,860 
562,140 
Gain on sale of equipment ................ 7,200 
INGE INCOME hc ccasen a ete ome eRe $ 569,340 


Changes in current asset and current liability accounts for the year that relate to operations follow. 


Accounts receivable .......... $40,500 increase 


27,000 increase 


Accounts payable ........ $13,500 decrease 


4,500 decrease 


Merchandise inventory ........ Salaries payable 


Exercise 16-6 
Cash flows from operating 
activities (indirect) 


P2 





Refer to the information about Bekham Company in Exercise 16-6. 
Use the direct method to prepare only the cash provided or used by operating activities section of the 
statement of cash flows for this company. 


Exercise 16-75 
Cash flows from operating 
activities (direct) P5 
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Exercise 16-8 Use the following information to determine this company’s cash flows from investing activities. 

Cash flows from investing a. Sold land costing $315,000 for $400,000 cash, yielding a gain of $15,000. 

activities b. Paid $106,000 cash for a new truck. 

P3 c. Equipment with a book value of $80,500 and an original cost of $165,000 was sold at a loss of $34,000. 
d. Long-term investments in stock were sold for $94,700 cash, yielding a gain of $15,750. 








Exercise 16-9 Use the following information to determine this company’s cash flows from financing activities. 
Cash flows from financing a. Net income was $472,000. 
activities b. Issued common stock for $75,000 cash. 
P3 c. Paid cash dividend of $13,000. 
d. Paid $120,000 cash to settle a note payable at its $120,000 maturity value. 
e. Paid $118,000 cash to acquire its treasury stock. 
f. Purchased equipment for $92,000 cash. 
Exercise 16-10 Use the following financial statements and additional information to (1) prepare a statement of cash flows 
Preparation of statement of for the year ended June 30, 2011, using the indirect method, and (2) compute the company’s cash flow on 


cash flows (indirect) P1 total assets ratio for its fiscal year 2011. 


(ej Te) Col] [on 


Comparative Balance Sheets 
June 30, 2011 and 2010 























2011 2010 
GECKO INC. Assets 
Income Statement Gashieerrr i E ter rere $ 85,800 $ 45,000 
For Year Ended June 30, 201 I Accounts receivable, net..............4. 70,000 52,000 
l tory e E E E 66,800 96,800 
Sales E A, $668,000 Ds 
Prepaidiexpenses ae ane cent 5,400 5,200 
Cost of goods sold ................. 412,000 
eee, Equipmenticrcnc seit tiers E 130,000 120,000 
Grossiprofitemr et re tte tier errr: 256,000 a i 
, Accum. depreciation—Equipment ........ (28,000) (10,000) 
Operating expenses 
ie WHASSS aea $330,000 $309,000 
Depreciation expense ............. $58,600 
(CUNAP QESISES ocoovocccncossses 67,000 Liabilities and Equity 
Total operating expenses ............ 125,600 Accounts payable cue. srr eiee iss $ 26,000 $ 32,000 
130,400 Wages payable -ecane sosa sueeos 7,000 16,000 
Other gains (losses) Income taxes payable .................. 2,400 3,600 
Gain on sale of equipment ......... 2,000 Notes payable (long term) .............. 40,000 70,000 
Income before taxes ..............6. 132,400 Common stock, $5 par value ............ 230,000 180,000 
Income taxes expense .............. 45,640 Retained earnings aeea 24,600 7,400 
INeGincomenrnr nner trite tsa tire $ 86,760 Total liabilities and equity ............... $330,000 $309,000 








Additional Information 


A $30,000 note payable is retired at its $30,000 carrying (book) value in exchange for cash. 
Check (b) Cash dividends, $69,560 The only changes affecting retained earnings are net income and cash dividends paid. 
New equipment is acquired for $58,600 cash. 


(d) Cash from equip. sale, 
$10,000 


Received cash for the sale of equipment that had cost $48,600, yielding a $2,000 gain. 
Prepaid Expenses and Wages Payable relate to Other Expenses on the income statement. 


moO Re D 


All purchases and sales of merchandise inventory are on credit. 
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Refer to the data in Exercise 16-10. 


Using the direct method, prepare the statement of cash flows for the year ended June 30, 2011. 


Exercise 16-118 
Preparation of statement of cash 
flows (direct) 


P1 





Use the following information about the cash flows of Kansas Company to prepare a complete statement 
of cash flows (direct method) for the year ended December 31, 2011. Use a note disclosure for any 


noncash investing and financing activities. 


Cash and cash equivalents balance, December 31,2010 .................0 0... 0.00 eee 


Cash and cash equivalents balance, December 31, 2011 


Cash received as interest 


Cash paid for salaries 


Bonds payable retired by issuing common stock (no gain or loss on retirement) 
Cash paid to retire long-term notes payable ... 
Cash received from sale of equipment ........ 
Cash received in exchange for six-month note payable 
Land purchased by issuing long-term note payable 


Cash paid for store equipment .............. 


Cash dividends paid 
Cash paid for other expenses ............. 


Cash received from customers............. 


Cash paid for merchandise ................ 


$ 25,000 
70,000 
2,500 
72,500 
187,500 
125,000 
61,250 
25,000 
106,250 
23,750 
15,000 
40,000 
485,000 
252,500 


Exercise 16-12° 
Preparation of statement of 
cash flows (direct) and 
supporting note 


P1 





The following summarized Cash T-account reflects the total debits and total credits to the Cash account of 


Texas Corporation for calendar year 2011. 


(1) Use this information to prepare a complete statement of cash flows for year 2011. The cash provided or 


used by operating activities should be reported using the direct method. 


(2) Refer to the statement of cash flows prepared for part 1 to answer the following questions a through d: 
(a) Which section—operating, investing, or financing—shows the largest cash (i) inflow and (ii) outflow? 


(b) What is the largest individual item among the investing cash outflows? (c) Are the cash proceeds larger 


from issuing notes or issuing stock? (d ) Does the company have a net cash inflow or outflow from borrow- 


ing activities? 





Accounting System: 













Balance, Dec. 31, 2010 MRN 135,200 

Receipts from customers . .- 6,000,000 
Receipts from dividends ... 208,400 
Receipts from land sale .......... 220,000 
Receipts from machinery sale . 710,000 
Receipts from issuing stock .......... 1,540,000 
Receipts from borrowing ............++- 2,600,000 













1,590,000 
550,000 
320,000 
218,000 
450,000 

2,236,000 

2,260,000 
386,000 


Payments for merchandise .............::::20+ 
Payments for wages ... 
Payments for rent ....... 
Payments for interest . 
Payments for taxes .... 
Payments for Machinery .........:csccceeeeeeees 
Payments for long-term investments ........ 
Payments for note payable .............:ce 
Payments for dividends .......... 
Payments for treasury stock 









































Exercise 16-138 
Preparation of statement of 
cash flows (direct) from 
Cash T-account 


"A 
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Exercise 16-14 Harold Company reports the following information for its recent calendar year. 
Reporting cash flows from 
operations (indirect) Salesa oe na AERE $70,000 
P2 Expenses 
Cost of goods sold .............. 40,000 
Salaries expense ................ 12,000 
Depreciation expense ............ 6,000 
Netincomen. o shaves nee E $12,000 
Accounts receivable increase ........ $ 9,000 
Inventory decrease ................ 3,000 
Salaries payable increase ............ 800 
Required 


Prepare the operating activities section of the statement of cash flows for Harold Company using the indi- 
rect method. 





Exercise 16-15 Oregon Company disclosed the following information for its recent calendar year. 
Reporting and interpreting cash 
flows from operations (indirect) Revenues a a eerie $100,000 
P2 Expenses 
- Salaries expense .................05. 68,000 
Utilities expense .................04. 28,000 
Depreciation expense ................ 29,200 
Other expenses .................04. 6,800 
Nerloss ae a Sores wu eee eee ae $ (32,000) 
Accounts receivable decrease ........... $ 28,000 
Purchased a machine meo a a 450.0 neeaeees 20,000 
Salaries payable increase ................ 26,000 
Other accrued liabilities decrease ........ 16,000 
Required 


1. Prepare the operating activities section of the statement of cash flows using the indirect method. 
2. What were the major reasons that this company was able to report a net loss but positive cash flow 
from operations? 


3. Of the potential causes of differences between cash flow from operations and net income, which are 
the most important to investors? 








Exercise 16-16 A company reported average total assets of $248,000 in 2010 and $302,000 in 2011. Its net operating cash 
Analyses of cash flow on flow in 2010 was $20,575 and $27,750 in 2011. Calculate its cash flow on total assets ratio for both years. 
total assets Al Comment on the results and any change in performance. 

Exercise 16-17 Complete the following spreadsheet in preparation of the statement of cash flows. (The statement of cash 
Cash flows spreadsheet flows is not required.) Prepare the spreadsheet as in Exhibit 16A.1; report operating activities under the 
(indirect method) indirect method. Identify the debits and credits in the Analysis of Changes columns with letters that 
P4 correspond to the following transactions a through e. 


a. Net income for the year was $30,000. 

Dividends of $10,000 cash were declared and paid. 

Stylish’s only noncash expense was $50,000 of depreciation. 
The company purchased plant assets for $70,000 cash. 
Notes payable of $40,000 were issued for $40,000 cash. 


enor 
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$) fle Edt View Insert Format Tools Data Accounting Window Help 12) x] 
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1 STYLISH CORPORATION 
2 Spreadsheet for Statement of Cash Flows—lIndirect Method 
3 For Year Ended December 31, 2011 
= Dec. 31, Analysis of Changes Dec. 31, 
7 2010 Debit Credit 2011 
8 Balance Sheet—Debit Bal. Accounts 
9 Cash $ 70,000 $ 60,000 
10 Accounts receivable 180,000 190,000 
11 Merchandise inventory 200,000 230,000 
12 Plant assets 500,000 570,000 
13 $950,000 $1,050,000 
14 
15 Balance Sheet—Credit Bal. Accounts 
16. Accumulated depreciation $100,000 $ 150,000 
17 Accounts payable 170,000 160,000 
18 Notes payable 350,000 390,000 
19 Common stock 200,000 200,000 
20 Retained earnings 130,000 150,000 
21 $950,000 $1,050,000 
= Statement of Cash Flows 
24 Operating activities 
25 Net income 
26 Increase in accounts receivable 
27 Increase in merchandise inventory 
28 Decrease in accounts payable 
29 Depreciation expense 
30 Investing activities 
31 Cash paid to purchase plant assets 
32 Financing activities 
33 Cash paid for dividends 
34 Cash received from note payable 
iA 1b I Sheet A SRRZ A Shewe 7 Isl l AE] 
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Peugeot S.A. reports the following financial information for the year ended December 31, 2008 (euros in 


millions). Prepare its statement of cash flows under the indirect method. 


Netiloss’s sts 22 ou ene ainena ne 
Depreciation and amortization ..... 
Gains on disposals and other ...... 
Net increase in current assets ..... 


Net decrease in current liabilities . . . 


fa connect 


Kazaam Company, a merchandiser, recently completed its calendar-year 2011 operations. For the year, 
(1) all sales are credit sales, (2) all credits to Accounts Receivable reflect cash receipts from customers, 
(3) all purchases of inventory are on credit, (4) all debits to Accounts Payable reflect cash payments for 
inventory, and (5) Other Expenses are paid in advance and are initially debited to Prepaid Expenses. The 


€ 500 Cash from sales of treasury stock and other....... € 812 
3,679 Cash paid for dividends. -sa me ene e 361 
(362) Cash from disposal of plant assets and intangibles .... 88 
(417) Cash paid for plant assets and intangibles ......... (3,331) 
(2,338) Cash and cash equivalents, December 31,2007...... 5,937 


company’s balance sheets and income statement follow. 


Exercise 16-18 
Statement of cash flows 
under IFRS (indirect) 


"O 


PROBLEM SET A 


Problem 16-1A 
Statement of cash flows 
(indirect method) 


A1 P1 P2 P3 
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2011 2010 
Assets 
Gas ine cece E ncurses E $ 53,875 $ 76,625 
Accounts receivable ..............00005 65,000 49,625 
Sarl aah Ps Merchandise inventory ...........-.00- 273,750 252,500 
Eo veni EE n T 31,2011 Prepaid expenses ................00005 5,375 6,250 
Equipment =s eraoro TARE E vorees 159,500 110,000 
EEAO $496,250 Accum. depreciation—Equipment ......... (34,625) (44,000) 
Cost of goods sold ................ 250,000 Totalassets acess neat serie cere erate $522,875 $451,000 
ee ABAU Liabilities and Equity 
Accounts payable .................000. $ 88,125 $116,625 
OSHS $ 18,750 Short-term notes payable ............... 10,000 6,250 
eps Sata 136,500 155,250 Long-term notes payable ............... 93,750 53,750 
Common stock, $5 par value ............ 168,750 156,250 
BETA —>125 Paid-in capital in excess 
E EET 85,875 of par, common stock ................ 32,500 0 
ENO S 12,125 Retained earnings ..................... 129,750 118,125 
Deter eis $ 73,750 Total liabilities and equity ............... $522,875 $451,000 


Gross profit............ 


Operating expenses 


Depreciation expense 


Other expenses....... 


Other gains (losses) 


Loss on sale of equipment 
Income before taxes ..... 
Income taxes expense ... 


Net income ............ 


Check Cash from operating 
activities, $33,375 
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KAZAAM COMPANY 


Comparative Balance Sheets 
December 31,2011 and 2010 


























Additional Information on Year 2011 Transactions 


a. The loss on the cash sale of equipment was $5,125 (details in b). 
b. Sold equipment costing $46,875, with accumulated depreciation of $28,125, for $13,625 cash. 


c. Purchased equipment costing $96,375 by paying $25,000 cash and signing a long-term note payable 
for the balance. 


d. Borrowed $3,750 cash by signing a short-term note payable. 
e. Paid $31,375 cash to reduce the long-term notes payable. 

f. Issued 2,500 shares of common stock for $18 cash per share. 
g. Declared and paid cash dividends of $62,125. 


Required 


1. Prepare a complete statement of cash flows; report its operating activities using the indirect method. 
Disclose any noncash investing and financing activities in a note. 


Analysis Component 


2. Analyze and discuss the statement of cash flows prepared in part 1, giving special attention to the 
wisdom of the cash dividend payment. 





Problem 16-2A8 
Statement of cash flows (direct 


method) Pi P3 P5 


Check Cash used in financing 
activities, $(44,750) 


Refer to Kazaam Company ’s financial statements and related information in Problem 16-1A. 


Required 


Prepare a complete statement of cash flows; report its operating activities according to the direct method. 
Disclose any noncash investing and financing activities in a note. 





Problem 16-3A4 
Cash flows spreadsheet 
(indirect method) 


P1 P2 P3 P4 


Refer to the information reported about Kazaam Company in Problem 16-1A. 


Required 


Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 16A.1; report its operating 
activities using the indirect method. Identify the debits and credits in the Analysis of Changes columns 
with letters that correspond to the following list of transactions and events. 


a. Net income was $73,750. 
b. Accounts receivable increased. 
c. Merchandise inventory increased. 
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d. Prepaid expenses decreased. 
e. Accounts payable decreased. 
f. Depreciation expense was $18,750. 


g. Sold equipment costing $46,875, with accumulated depreciation of $28,125, for $13,625 cash. This 
yielded a loss of $5,125. 


h. Purchased equipment costing $96,375 by paying $25,000 cash and (i.) by signing a long-term note 
payable for the balance. 

j- Borrowed $3,750 cash by signing a short-term note payable. 

k. Paid $31,375 cash to reduce the long-term notes payable. 

I. Issued 2,500 shares of common stock for $18 cash per share. 


Check Analysis of Changes column 
m. Declared and paid cash dividends of $62,125. totals, $515,375 





Galley Corp., a merchandiser, recently completed its 2011 operations. For the year, (1) all sales are credit Problem 16-4A 
sales, (2) all credits to Accounts Receivable reflect cash receipts from customers, (3) all purchases of Statement of cash flows 
inventory are on credit, (4) all debits to Accounts Payable reflect cash payments for inventory, (5) Other (indirect method) 
Expenses are all cash expenses, and (6) any change in Income Taxes Payable reflects the accrual and py pp p9 
cash payment of taxes. The company’s balance sheets and income statement follow. 

eXcel 


GALLEY CORPORATION mhhe.com/wildFAP20e 


Comparative Balance Sheets 
December 31,2011 and 2010 























2011 2010 
Assets 
Casha nae a E E S $ 174,000 $117,000 
Accounts receivable .............0.00005 93,000 81,000 
Merchandise inventory...............++: 609,000 534,000 GALLEY CORPORATION 
RPNE ee eee tee ee oer 333,000 297,000 Teom Statement 
For Year Ended December 31, 2011 

Accum. depreciation—Equipment ......... (156,000) (102,000) 
Total assets. ea eeoa e a AE $1,053,000 $927,000 Er ea e O e Ea UAE $1,992,000 
Liabilities and Equity Cost of goods sold ............. 1,194,000 
Accounts payable ..............-.+.-.-- $ 69,000 $ 96,000 Gross profit................... 798,000 
Income taxes payable ................... 27,000 24,000 Operating expenses 
Common stock, $2 par value............. 582,000 558,000 Depreciation expense ......... $ 54,000 
Paid-in capital in excess @themexpenses penne rnin E 501,000 555,000 

of par value, common stock............ 198,000 162,000 Income before taxes ............ 243,000 
Retained earnings ..................0005 177,000 87,000 Income taxes expense .......... 42,000 
Total liabilities and equity................ $1,053,000 $927,000 NEEINCOME nearer e ena oe aa EAER $ 201,000 








Additional Information on Year 2011 Transactions 


a. Purchased equipment for $36,000 cash. 
b. Issued 12,000 shares of common stock for $5 cash per share. 
c. Declared and paid $111,000 in cash dividends. 





Required 
Prepare a complete statement of cash flows; report its cash inflows and cash outflows from operating ac- Check Cash from operating 
tivities according to the indirect method. activities, $144,000 
Refer to Galley Corporation’s financial statements and related information in Problem 16-4A. Problem 16-5A® 
: Statement of cash flows (direct 
Required method) P1 P3 P5 
Prepare a complete statement of cash flows; report its cash flows from operating activities according to the M I 
direct method. ERCE 


mhhe.com/wildFAP20e 


Check Cash used in financing 
activities, $(51,000) 
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Problem 16-6A4 
Cash flows spreadsheet 
(indirect method) 


P1 P2 P3 P4 
eXcel 


mhhe.com/wildFAP20e 


Check Analysis of Changes column 
totals, $579,000 


Refer to the information reported about Galley Corporation in Problem 16-4A. 


Required 


Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 16A.1; report operating 
activities under the indirect method. Identify the debits and credits in the Analysis of Changes columns 
with letters that correspond to the following list of transactions and events. 


Net income was $201,000. 

Accounts receivable increased. 

Merchandise inventory increased. 

Accounts payable decreased. 

Income taxes payable increased. 

Depreciation expense was $54,000. 

Purchased equipment for $36,000 cash. 

Issued 12,000 shares at $5 cash per share. 
Declared and paid $111,000 of cash dividends. 


-FemoRoTS 





Problem 16-7A 
Computing cash flows from 
operations (indirect) 


P2 


Check Cash from operating 
activities, $18,989 


Rapture Company’s 2011 income statement and selected balance sheet data at December 31, 2010 and 
2011, follow ($ thousands). 


RAPTURE COMPANY 


Income Statement 
For Year Ended December 31, 2011 





RAPTURE COMPANY Sales revenue ...............0.. $58,600 
Selected Balance Sheet Accounts Expenses 


At December 31 2011 2010 Cost of goods sold ........... 21,000 
NEES FERERALE oo 500 oe $380 $390 Depreciation expense ......... 6,000 
Inventory ..........0 eee 99 77 Salaries expense ............. 11,000 
Accounts payable........... 120 130 Rent expense ..........+.... 2,500 
Salaries payable ............ 44 35 Insurance expense ........... 1,900 
Utilities payable............ II 8 Interest expense ............. 1,800 
Prepaid insurance .......... 13 14 Utilities expense ............. _ 1,400 
Prepaid rent ............0. lI 9 Net income meore oenina Ernai $13,000 





Required 


Prepare the cash flows from operating activities section only of the company’s 2011 statement of cash 
flows using the indirect method. 





Problem 16-8A® 
Computing cash flows from 
operations (direct) 


Pb 


PROBLEM SET B 


Problem 16-1B 
Statement of cash flows 
(indirect method) 


Al P1 P2 P3 


Refer to the information in Problem 16-7A. 


Required 


Prepare the cash flows from operating activities section only of the company’s 2011 statement of cash 
flows using the direct method. 


Kite Corporation, a merchandiser, recently completed its calendar-year 2011 operations. For the year, 
(1) all sales are credit sales, (2) all credits to Accounts Receivable reflect cash receipts from customers, 
(3) all purchases of inventory are on credit, (4) all debits to Accounts Payable reflect cash payments for 
inventory, and (5) Other Expenses are paid in advance and are initially debited to Prepaid Expenses. The 
company’s balance sheets and income statement follow. 
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KITE CORPORATION 


Comparative Balance Sheets 
December 31, 2011 and 2010 


























2011 2010 

Assets 
Cas AA sgcommenoannsgauenns $136,500 $ 71,550 KITE CORPORATION 
Accounts receivable ................... 74,100 90,750 Income Statement 
Merchandise inventory ...........-2200. 454,500 490,200 ForYear Ended December +1201] 
Rrepaidiexpenses meno taiten titanate tert 17,100 19,200 SALES ae eee tee Paco eRe $1,083,000 
Equipmenternretrn trict tierce tsa 278,250 216,000 Cost of goods sold ................ 585,000 
Accum. depreciation—Equipment ......... (108,750) (93,000) Gross) profiteemer ricer 498,000 
Totaliassets an a A tiara ner $851,700 $794,700 Operating expenses 
Liabilities and Equity Depreciation expense ............ $ 36,600 
Accounts payable ...................-. $117,450 $123,450 Other expenses ................ 392,850 
Short-term notes payable ............... 17,250 11,250 Total operating expenses ........... 429,450 
Long-term notes payable ............... 112,500 82,500 68,550 
Common stock, $5 par.......-2--0e-0- 465,000 450,000 Other gains (losses) 
Paid-in capital in excess Loss on sale of equipment ........ 2,100 

of par, common stock ................ 18,000 0 Income before taxes ............... 66,450 
Retainedleaningsmert steer teleectt ett rr 121,500 127,500 Income taxes expense ............. 9,450 
Total liabilities and equity ............... $851,700 $794,700 Net income a2 acmsr enee $57,000 





Additional Information on Year 2011 Transactions 


a. The loss on the cash sale of equipment was $2,100 (details in b). 
b. Sold equipment costing $51,000, with accumulated depreciation of $20,850, for $28,050 cash. 


c. Purchased equipment costing $113,250 by paying $38,250 cash and signing a long-term note payable 
for the balance. 


Borrowed $6,000 cash by signing a short-term note payable. 
Paid $45,000 cash to reduce the long-term notes payable. 
Issued 3,000 shares of common stock for $11 cash per share. 
Declared and paid cash dividends of $63,000. 


Q moa 


Required 


1. Prepare a complete statement of cash flows; report its operating activities using the indirect method. Check Cash from operating 
Disclose any noncash investing and financing activities in a note. activities, $144,150 


Analysis Component 


2. Analyze and discuss the statement of cash flows prepared in part 1, giving special attention to the 
wisdom of the cash dividend payment. 








Refer to Kite Corporation’s financial statements and related information in Problem 16-1B. Problem 16-2B® 
Statement of cash flows 
Required (direct method) P1 P3 P5 
Prepare a complete statement of cash flows; report its operating activities according to the direct method. Check Cash used in financing 
Disclose any noncash investing and financing activities in a note. activities, $(69,000) 
Refer to the information reported about Kite Corporation in Problem 16-1B. Problem 16-3B4 
Cash flows spreadsheet 
Required (indirect method) 


Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 16A.1; report its operating P1 P2 P3 P4 
activities using the indirect method. Identify the debits and credits in the Analysis of Changes columns 
with letters that correspond to the following list of transactions and events. 
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Check Analysis of Changes column 
totals, $540,300 
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Net income was $57,000. 

Accounts receivable decreased. 

Merchandise inventory decreased. 

Prepaid expenses decreased. 

Accounts payable decreased. 

Depreciation expense was $36,600. 

Sold equipment costing $51,000, with accumulated depreciation of $20,850, for $28,050 cash. This 
yielded a loss of $2,100. 

Purchased equipment costing $113,250 by paying $38,250 cash and (i.) by signing a long-term note 
payable for the balance. 


enmrohors 


= 


Borrowed $6,000 cash by signing a short-term note payable. 
Paid $45,000 cash to reduce the long-term notes payable. 


-Am 


Issued 3,000 shares of common stock for $11 cash per share. 
Declared and paid cash dividends of $63,000. 





Problem 16-4B 
Statement of cash flows 
(indirect method) 


P1 P2 P3 





2011 2010 
Assets 
Gashi eoe a A E E E E E $ 53,925 $ 31,800 
Accounts receivable ..............00005 19,425 23,250 
TAURASI COMPANY Merchandise inventory ................. 175,350 139,875 
Income Statement Equipments cee’ e anes A 105,450 76,500 
For Year Ended Decembersl, zoul Accum. depreciation—Equipment......... (48,300) (30,600) 
eee $609,750 Total:assets n eare ee ana E ance ees $305,850 $240,825 
Cost of goods sold ............. _ 279,000 Liabilities and Equity 
eee 330,750 Accounts payable ......... uu... $ 38,475 $ 35,625 
Income taxes payable .................. 4,500 6,750 
eee $ 17,700 Common stock, $2 par value ..........-. 165,000 150,000 
A 179,775 197,475 Paid-in capital in excess 
terrere 133,275 of par, common stock ................ 42,000 15,000 
eeaeee 44,850 Retained earnings ............-0--0-0es 55,875 33,450 
eeaeee $ 88,425 Total liabilities and equity ............... $305,850 $240,825 


Gross profit............ 


Operating expenses 


Depreciation expense . . 
Other expenses....... 
Income before taxes ..... 
Income taxes expense... . 


Net income ............ 


Check Cash from operating 
activities, $75,075 


Taurasi Company, a merchandiser, recently completed its 2011 operations. For the year, (1) all sales are 
credit sales, (2) all credits to Accounts Receivable reflect cash receipts from customers, (3) all purchases 
of inventory are on credit, (4) all debits to Accounts Payable reflect cash payments for inventory, 
(5) Other Expenses are cash expenses, and (6) any change in Income Taxes Payable reflects the accrual 
and cash payment of taxes. The company’s balance sheets and income statement follow. 


TAURASI COMPANY 


Comparative Balance Sheets 
December 31, 2011 and 2010 





























Additional Information on Year 2011 Transactions 


a. Purchased equipment for $28,950 cash. 
b. Issued 3,000 shares of common stock for $14 cash per share. 
c. Declared and paid $66,000 of cash dividends. 


Required 


Prepare a complete statement of cash flows; report its cash inflows and cash outflows from operating 
activities according to the indirect method. 





Problem 16-5B® 
Statement of cash flows 
(direct method) P1 P3 P5 


Check Cash used by financing 
activities, $(24,000) 


Refer to Taurasi Company’s financial statements and related information in Problem 16-4B. 


Required 


Prepare a complete statement of cash flows; report its cash flows from operating activities according to the 
direct method. 
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Refer to the information reported about Taurasi Company in Problem 16-4B. Problem 16-6B4 
Cash flows spreadsheet 
Required (indirect method) 


Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 16A.1; report operating ac- P1 P2 P3 P4 
tivities under the indirect method. Identify the debits and credits in the Analysis of Changes columns with 
letters that correspond to the following list of transactions and events. 


a. Net income was $88,425. 

Accounts receivable decreased. 

Merchandise inventory increased. 

Accounts payable increased. 

Income taxes payable decreased. 

Depreciation expense was $17,700. 

Purchased equipment for $28,950 cash. 

Issued 3,000 shares at $14 cash per share. Check Analysis of Changes 
i. Declared and paid $66,000 of cash dividends. column totals, $287,475 


Femnmonao T 





Tyra Company’s 2011 income statement and selected balance sheet data at December 31, 2010 and 2011, Problem 16-7B 


follow ($ thousands). Computing cash flows from 
operations (indirect) 
TYRA COMPANY P2 


Income Statement 
For Year Ended December 31,2011 


Salesirevenuc a merit yrtsiers $412,000 TYRA COMPANY 
Expenses Selected Balance Sheet Accounts 








Cost of goods sold ........... 244,000 At December 31 2011 2010 

Depreciation expense ......... 64,000 ocean eee vans eee $820 $700 

Salaries expense ............. 30,000 ven ere nN 296 

Rent expense ............... 20,000 Accounts payables... 480 520 

bostraneelexpense 5,200 Salaries payable ............ 280 220 

Interest expense ............. 4,800 Utilities payable ............ 40 0 

Utilities expense ............. 4,000 Prepaid insurance .......... 28 36 

Net INCOME penes aac een eaa ea $ 40,000 Prepaidirenc ssa ac 40 60 
Required 
Prepare the cash flows from operating activities section only of the company’s 2011 statement of cash Check Cash from operating 
flows using the indirect method. activities, $103,992 
Refer to the information in Problem 16-7B. Problem 16-8B® 
Computing cash flows from 

Required operations (direct) 


Prepare the cash flows from operating activities section only of the company’s 2011 statement of cash P5 
flows using the direct method. 


(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter seg- SERIAL PROBLEM 
ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to Business Solutions 
use the Working Papers that accompany the book.) PI P? P3 


business. (Although the serial problem allowed for various ownership changes in earlier chapters, we will 


SP 16 Santana Rey, owner of Business Solutions, decides to prepare a statement of cash flows for her @ 
prepare the statement of cash flows using the following financial data.) 
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BUSINESS SOLUTIONS 


Comparative Balance Sheets 
December 31, 2011, and March 31, 2012 
































2012 2011 
Assets 
BUSINESS SOLUTIONS Cashi er a ra E cine op E A AE $ 68,057 $48,372 
Income Statement Accounts receivable ..................000. 22,867 5,668 
For Three Months Ended March 31, 2012 Merchandise inventory .................+-- 704 0 
Computer services revenue .......... $25,307 Computer supplies a iene ts 2,005 580 
NESE E 18,693 Prepaidjimsurance: osc eree aeee a e 1,110 1,665 
EA udscianc coer ede ce 44,000 Prepaid FEMS csoonnonnnocnoosoosnooseoe ne 825 825 
Cost of goods SOG oe $14,052 Office equipment geoonnagndeoneoosnonegns 8,000 8,000 
Depreciation expense— Accumulated depreciation— Office 
Office equipment ........0..0.00 400 equipment eea a rer a E (800) (400) 
D Tey Computer equipment ..................... 20,000 20,000 
epreciation expense— 
Computer equipment ............. 1,250 Accumulated depreciation— 
Wee irs eee 3,250 Computer equipment ................... (2,500) (1,250) 
WeatalassetSinn caretaker a ee eae $120,268 $83,460 
Insurance expense ...............-- 555 
Rentexpense eenn e aeee a 2,475 Liabilities and Equity 
Computer supplies expense .......... 1,305 Accounts payable ...............00 cece $ 0 $ 1,100 
Advertising expense ..............-- 600 Wagesipayable n sienen ne r eene inerea 875 500 
Mileagefexpense a a iter brtttt ier 320 Unearned computer service revenue......... 0 1,500 
Repairs expense—Computer ........ 960 Gommonistockai seo eeaeee e ee 98,000 73,000 
Total expenses oa conec nane e 25,167 Retained earnings ..................000005 21,393 7,360 
Net Income 4 os deade dees nad eae eaus $18,833 Total liabilities and equity .................. $120,268 $83,460 
Required 
Prepare a statement of cash flows for Business Solutions using the indirect method for the three months 
Check Cash flows used by ended March 31, 2012. Recall that the owner Santana Rey contributed $25,000 to the business in exchange 
operations: $(515) for additional stock in the first quarter of 2012 and has received $4,800 in cash dividends. 


Beyond the Numbers 


REPORTING IN BTN 16-1 Refer to Research In Motion’s financial statements in Appendix A to answer the following. 
ACTION 1. Is Research In Motion’s statement of cash flows prepared under the direct method or the indirect 
M n method? How do you know? 

ai 2. For each fiscal year 2010, 2009, and 2008, is the amount of cash provided by operating activities more 





RIM or less than the cash paid for dividends? 
3. What is the largest amount in reconciling the difference between net income and cash flow from 
operating activities in 2010? In 2009? In 2008? 


4. Identify the largest cash inflow and outflow for investing and for financing activities in 2010 and 
in 2009. 


Fast Forward 


5. Obtain Research In Motion’s financial statements for a fiscal year ending after February 27, 2010, 
from either its Website (RIM.com) or the SEC’s database (WWW.SEC.gov). Since February 27, 2010, 
what are Research In Motion’s largest cash outflows and cash inflows in the investing and in the fi- 
nancing sections of its statement of cash flows? 


Chapter 16 Reporting the Statement of Cash Flows 


681 





BTN 16-2 Key figures for Research In Motion and Apple follow. 


Research In Motion 





Current | Year 2Years Current 2 Years 
($ millions) Year Prior Prior Year Prior 
Operating cash flows ......... $ 3,035 $1,452 $1,577 $10,159 $ 9,596 $ 5,470 
Total assets ................. 10,204 8,101 5,511 47,501 36,171 25,347 
Required 


1. Compute the recent two years’ cash flow on total assets ratios for Research In Motion and Apple. 
2. What does the cash flow on total assets ratio measure? 

3. Which company has the highest cash flow on total assets ratio for the periods shown? 

4. Does the cash flow on total assets ratio reflect on the quality of earnings? Explain. 


COMPARATIVE 
ANALYSIS 


\@ 


RIM 
Apple 





BTN 16-3 Lisa Gish is preparing for a meeting with her banker. Her business is finishing its fourth 
year of operations. In the first year, it had negative cash flows from operations. In the second and third 
years, cash flows from operations were positive. However, inventory costs rose significantly in year 4, and 
cash flows from operations will probably be down 25%. Gish wants to secure a line of credit from her 
banker as a financing buffer. From experience, she knows the banker will scrutinize operating cash flows 
for years 1 through 4 and will want a projected number for year 5. Gish knows that a steady progression 
upward in operating cash flows for years 1 through 4 will help her case. She decides to use her discretion 
as owner and considers several business actions that will turn her operating cash flow in year 4 from a 
decrease to an increase. 


Required 
1. Identify two business actions Gish might take to improve cash flows from operations. 
2. Comment on the ethics and possible consequences of Gish’s decision to pursue these actions. 


ETHICS CHALLENGE 


uA OA 





BTN 16-4 Your friend, Jessica Willard, recently completed the second year of her business and just re- 
ceived annual financial statements from her accountant. Willard finds the income statement and balance 
sheet informative but does not understand the statement of cash flows. She says the first section is espe- 
cially confusing because it contains a lot of additions and subtractions that do not make sense to her. 
Willard adds, “The income statement tells me the business is more profitable than last year and that’s most 
important. If I want to know how cash changes, I can look at comparative balance sheets.” 


Required 


Write a half-page memorandum to your friend explaining the purpose of the statement of cash flows. 
Speculate as to why the first section is so confusing and how it might be rectified. 


COMMUNICATING 
IN PRACTICE 


"9p 





BTN 16-5 Access the March 19, 2010, filing of the 10-K report (for fiscal year ending January 30, 2010) 
of J. Crew Group, Inc. (ticker JCG), at WWW.SEC.gov. 


Required 
1. Does J. Crew use the direct or indirect method to construct its consolidated statement of cash flows? 


2. For the fiscal year ended January 30, 2010, what is the largest item in reconciling the net income to 
net cash provided by operating activities? 


3. In the recent three years, has the company been more successful in generating operating cash flows or 
in generating net income? Identify the figures to support the answer. 

4. In the year ended January 30, 2010, what was the largest cash outflow for investing activities and for 
financing activities? 

5. What item(s) does J. Crew report as supplementary cash flow information? 

6. Does J. Crew report any noncash financing activities for fiscal year 2010? Identify them, if any. 


TAKING IT TO 
THE NET 


"o 
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TEAMWORK IN 
ACTION 


Ci Al P2 Pb 


Note: For teams of more than four, 
some pairing within teams is necessary. 
Use as an in-class activity or as an assign- 
ment. If used in class, specify a time limit 
on each part. Conclude with reports 

to the entire class, using team rotation. 
Each team can prepare responses on a 
transparency. 


BTN 16-6 Team members are to coordinate and independently answer one question within each of the 
following three sections. Team members should then report to the team and confirm or correct teammates’ 
answers. 


1. Answer one of the following questions about the statement of cash flows. 
a. What are this statement’s reporting objectives? 
b. What two methods are used to prepare it? Identify similarities and differences between them. 
c. What steps are followed to prepare the statement? 
d. What types of analyses are often made from this statement’s information? 


2. Identify and explain the adjustment from net income to obtain cash flows from operating activities 
using the indirect method for one of the following items. 


a. Noncash operating revenues and expenses. 

b. Nonoperating gains and losses. 

c. Increases and decreases in noncash current assets. 
d. Increases and decreases in current liabilities. 


3.BIdentify and explain the formula for computing cash flows from operating activities using the direct 
method for one of the following items. 


a. Cash receipts from sales to customers. 

b. Cash paid for merchandise inventory. 

c. Cash paid for wages and operating expenses. 
d. Cash paid for interest and taxes. 





ENTREPRENEURIAL 
DECISION 


au gp 


oe | BO 


BTN 16-7 Review the chapter’s opener involving Animoto and its four young entrepreneurial owners. 


Required 


1. In a business such as Animoto, monitoring cash flow is always a priority. Even though Animoto now 
has thousands in annual sales and earns a positive net income, explain how cash flow can lag behind 


earnings. 


2. Animoto is a closely held corporation. What are potential sources of financing for its future expansion? 


BTN 16-8 Jenna and Matt Wilder are completing their second year operating Mountain High, a downhill 
ski area and resort. Mountain High reports a net loss of $(10,000) for its second year, which includes an 
$85,000 extraordinary loss from fire. This past year also involved major purchases of plant assets for 
renovation and expansion, yielding a year-end total asset amount of $800,000. Mountain High’s net cash 
outflow for its second year is $(5,000); a summarized version of its statement of cash flows follows: 


Net cash flow provided by operating activities ......... $295,000 
Net cash flow used by investing activities ............. (310,000) 
Net cash flow provided by financing activities .......... 10,000 


Required 


Write a one-page memorandum to the Wilders evaluating Mountain High’s current performance and 
assessing its future. Give special emphasis to cash flow data and their interpretation. 





HITTING THE ROAD 
C1 


BTN 16-9 Visit The Motley Fool’s Website (Fool.com). Enter the Fool’s School (at Fool.com/School). 
Identify and select the link How to Value Stocks. 


Required 

1. Click on Introduction to Valuation Methods, and then Cash-Flow-Based Valuations. How does the 
Fool’s school define cash flow? What is the school’s reasoning for this definition? 

2. Per the school’s instruction, why do analysts focus on earnings before interest and taxes (EBIT)? 


3. Visit other links at this Website that interest you such as “How to Read a Balance Sheet,” or find 
out what the “Fool’s Ratio” is. Write a half-page report on what you find. 
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BTN 16-10 Key comparative information for Nokia (www.Nokia.com), which is a leading global man- GLOBAL DECISION 


ufacturer of mobile devices and services, follows (in EUR). ct @ 
(Euro millions) CurrentYear | Year Prior 2Years Prior 
NOKIA 
Operating cash flows ........ 3,247 3,197 7,882 
Total assets .............05. 35,738 39,582 37,599 RIM 
Apple 
Required 


1. Compute the recent two years’ cash flow on total assets ratio for Nokia. 
2. How does Nokia’s ratio compare to Research In Motion’s and Apple’s ratios from BTN 16-2? 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. b; : 3. d; FASB requires cash interest paid to be reported under operating. 

Netincome aa ara EA e ur eae nes $15,200 k; i 
Taye 4. a; Cash paid for salaries and wages = $255,000 + $8,200 — 

Depreciation expense ...............00. 10,000 $10.900 = $252,300 
re Se ae A pe 5. e; Increase in inventory = $112,000 — $105,000 = $7,000 
E y ee ae bi A E a Increase in accounts payable = $101,300 — $98,500 = $2,800 
ASE N S E A -c Cash paid for merchandise = $545,000 + $7,000 — 
Net cash provided by operations ......... $23,550 $2,800 = $549,200 





2. c; cash received from sale of machine is reported as an investing activity. 
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A Look Back 








A Look at This Chapter A Look Ahead 


Chapter 16 focused on reporting and This chapter emphasizes the analysis Chapter 18 introduces us to managerial 

analyzing cash inflows and cash out- and interpretation of financial statement accounting. We discuss its purposes, 

flows. We explained how to prepare, information. We learn to apply horizontal, concepts, and roles in helping managers 

analyze, and interpret the statement of vertical, and ratio analyses to better gather and organize information for deci- 

cash flows. understand company performance and sions. We also explain basic management 
financial condition. principles. 








Learning Objectives 
oer 


CONCEPTUAL ANALYTICAL PROCEDURAL 








C1 Explain the purpose and identify the A Summarize and report results of P Explain and apply methods of 


building blocks of analysis. (p. 686) analysis. (p. 706) horizontal analysis. (p. 688) 


C2 Describe standards for comparisons in A Appendix 17A—Explain the form and P Describe and apply methods of 


analysis. (p. 688) assess the content of a complete vertical analysis. (p. 693) 


income statement. (p. 710) 


LPI7 


P3 Define and apply ratio analysis. (p. 696) 


ALEXANDRIA, VA—In Shakespeare's Elizabethan comedy As You 
Like It, only the fool could speak truthfully to the King without get- 
ting his head lopped off. Inspired by Shakespeare’s stage charac- 
ter, Tom and David Gardner vowed to become modern-day fools 
who tell it like it is. With under $10,000 in start-up money, the 
brothers launched T (Fool.com). And befitting of 
a Shakespearean play, the two say they are “dedicated to educat- 
ing, amusing, and enriching individuals in search of the truth.” 

The Gardners do not fear the wrath of any King, real or fic- 
tional. They are intent on exposing the truth, as they see it, “that 
the financial world preys on ignorance and fear.” As Tom explains, 
“There is such a great need in the general populace for financial 
information.” Who can argue, given their brilliant success 
through practically every medium, including their Website, radio 
shows, newspaper columns, online store, investment newslet- 
ters, and global expansion. 

Despite the brothers’ best efforts, however, ordinary people 
still do not fully use information contained in financial state- 


‘DERS 


BORDER 


“What goes on at The Motley Fool . . . is similar to what 
goes on ina library” 
—TOM GARDNER (DAVID GARDNER ON LEFT) 


ments. For instance, discussions keep appearing on The Motley 
Fool's online bulletin board that can be easily resolved using reli- 
able and available accounting data. So, it would seem that the 
Fools must continue their work of “educating and enriching” 
individuals and showing them the advantages of financial state- 
ment analysis. 

Following The Motley Fool's objectives, this chapter intro- 
duces horizontal and vertical analyses—tools used to reveal cru- 
cial trends and insights from financial information. It also 
expands on ratio analysis, which gives insight into a company’s 
financial condition and performance. By arming ourselves with 
the information contained in this chapter and the investment 
advice of The Motley Fool, we can be sure to not play the fool 
in today’s financial world. 


[Sources: Motley Fool Website, January 2011; Entrepreneur, July 1997; 
What to Do with Your Money Now, June 2002; USA Weekend, July 2004; 
Washington Post, November 2007; Money after 40, April 2007] 





Chapter Preview 





This chapter shows how we use financial statements to evaluate vertical analysis, and ratio analysis. We apply each of these tools 
a company’s financial performance and condition. We explain fi- using Research In Motion’s financial statements, and we 
nancial statement analysis, its basic building blocks, the informa- introduce comparative analysis using Apple and Nokia (and 
tion available, standards for comparisons, and tools of analysis. sometimes Palm). This chapter expands and organizes the ratio 
Three major analysis tools are presented: horizontal analysis, analyses introduced at the end of each chapter. 


Analysis of Financial Statements 


Basics of Horizontal Vertical Ratio 
Analysis Analysis Analysis Analysis 















e Purpose e Comparative balance e Common-size balance e Liquidity and 

e Building blocks sheets sheet efficiency 

e Information e Comparative income e Common-size income e Solvency 

e Standards for statements statement e Profitability 
comparisons ¢ Trend analysis e Common-size e Market prospects 


Tools 


e Ratio summary 


graphics 





BASICS OF ANALYSIS 


Explain the purgoseand Financial statement analysis applies analytical tools to general-purpose financial statements 
C identify the building blocks | and related data for making business decisions. It involves transforming accounting data into 

of analysis. more useful information. Financial statement analysis reduces our reliance on hunches, 
guesses, and intuition as well as our uncertainty in decision making. It does not lessen the 
need for expert judgment; instead, it provides us an effective and systematic basis for making 
business decisions. This section describes the purpose of financial statement analysis, its in- 
formation sources, the use of comparisons, and some issues in computations. 














Purpose of Analysis 


Internal users of accounting information are those involved in strategically managing and oper- 
ating the company. They include managers, officers, internal auditors, consultants, budget direc- 
tors, and market researchers. The purpose of financial statement analysis for these users is to 
provide strategic information to improve company efficiency and effectiveness in providing 
products and services. 

External users of accounting information are not directly involved in running the company. 

: They include shareholders, lenders, directors, customers, suppliers, regulators, lawyers, brokers, 
Point: Financial statement analysis dth Ext l 1 fi ial Stak t İysis t ake bett d 4 
tools are also used for personal financial Nd the press. External users rely on financial statement analysis to make better and more in- 
investment decisions. formed decisions in pursuing their own goals. 

We can identify other uses of financial statement analysis. Shareholders and creditors assess 
company prospects to make investing and lending decisions. A board of directors analyzes finan- 
cial statements in monitoring management’s decisions. Employees and unions use financial state- 
ments in labor negotiations. Suppliers use financial statement information in establishing credit 

. terms. Customers analyze financial statements in deciding whether to establish supply relationships. 
Point: Financial statement analysis is a Public utiliti t t tes b iwi fi jal:stat ts. Audit fi ial stat 
topic on the CPA, CMA, CIA, and CFA ublic utilities set customer rates by analyzing financial statements. Auditors use financial state- 
exams. ments in assessing the “fair presentation” of their clients’ financial results. Analyst services such 

as Dun & Bradstreet, Moody’s, and Standard & Poor’s use financial statements in making buy- 
sell recommendations and in setting credit ratings. The common goal of these users is to evaluate 
company performance and financial condition. This includes evaluating (1) past and current per- 
formance, (2) current financial position, and (3) future performance and risk. 
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Building Blocks of Analysis 


Financial statement analysis focuses on one or more elements of a company’s financial condi- 
tion or performance. Our analysis emphasizes four areas of inquiry—with varying degrees of 
importance. These four areas are described and illustrated in this chapter and are considered the 
building blocks of financial statement analysis: 










è Liquidity and efficiency—ability to meet short-term obligations and to efficiently generate 
revenues. 


e Solvency—ability to generate future revenues and meet long-term obligations. 

e ma : : : ; : Liquidi 
e Profitability—ability to provide financial rewards sufficient to attract and retain financing. "k E A 
efficiency 







© Market prospects—ability to generate positive market expectations. 


Applying the building blocks of financial statement analysis involves determining (1) the 
objectives of analysis and (2) the relative emphasis among the building blocks. We distinguish 
among these four building blocks to emphasize the different aspects of a company’s financial 
condition or performance, yet we must remember that these areas of analysis are interrelated. 
For instance, a company’s operating performance is affected by the availability of financing and 
short-term liquidity conditions. Similarly, a company’s credit standing is not limited to satisfac- 
tory short-term liquidity but depends also on its profitability and efficiency in using assets. 
Early in our analysis, we need to determine the relative emphasis of each building block. Em- 
phasis and analysis can later change as a result of evidence collected. 


@ Decision Insi 





Chips and Brokers The phrase blue chips refers to stock of big, profitable companies. The phrase 
comes from poker; where the most valuable chips are blue. The term brokers refers to those who exe- 
cute orders to buy or sell stock. The term comes from wine retailers—individuals who broach (break) 
wine casks. E 


Information for Analysis 


Some users, such as managers and regulatory authorities, are able to receive special financial 
reports prepared to meet their analysis needs. However, most users must rely on general- 
purpose financial statements that include the (1) income statement, (2) balance sheet, (3) state- 
ment of stockholders’ equity (or statement of retained earnings), (4) statement of cash flows, and 
(5) notes to these statements. 

Financial reporting refers to the communication of financial information useful for mak- 
ing investment, credit, and other business decisions. Financial reporting includes not only 
general-purpose financial statements but also information from SEC 10-K or other filings, 
press releases, shareholders’ meetings, forecasts, management letters, auditors’ reports, and 
Webcasts. 

Management’s Discussion and Analysis (MD&A) is one example of useful information out- 
side traditional financial statements. Research In Motion’s MD&A (available at RIM.com), 
for example, begins with an overview, followed by critical accounting policies and restatements 
of previous statements. It then discusses operating results followed by financial condition (li- 
quidity, capital resources, and cash flows). The final few parts discuss legal proceedings, market 
risk of financial instruments, disclosure controls, and internal controls. The MD&A is an excel- 
lent starting point in understanding a company’s business activities. 








@ Decision 


Analysis Online Many Websites offer free access and screening of companies by key numbers such 
as earnings, sales, and book value. For instance, Standard & Poor's has information for more than 10,000 
stocks (www.standardandpoors.com). E 
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C Describe standards for 
comparisons in analysis. 











Point: Each chapter’s Reporting in Action 
problems engage students in intracom- 
pany analysis, whereas Comparative Analy- 
sis problems require competitor analysis 
(RIM vs.Apple and often vs. Palm). 


HORIZONTAL ANALYSIS 








P Explain and apply methods 
of horizontal analysis. 
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Standards for Comparisons 


When interpreting measures from financial statement analysis, we need to decide whether the 
measures indicate good, bad, or average performance. To make such judgments, we need stan- 
dards (benchmarks) for comparisons that include the following: 


© Intracompany—The company under analysis can provide standards for comparisons based 
on its own prior performance and relations between its financial items. Research In Motion’s 
current net income, for instance, can be compared with its prior years’ net income and in re- 
lation to its revenues or total assets. 

© Competitor—One or more direct competitors of the company being analyzed can provide 
standards for comparisons. Coca-Cola’s profit margin, for instance, can be compared with 
PepsiCo’s profit margin. 

© Industry—Industry statistics can provide standards of comparisons. Such statistics are avail- 
able from services such as Dun & Bradstreet, Standard & Poor’s, and Moody’s. 

© Guidelines (rules of thumb)—General standards of comparisons can develop from experi- 
ence. Examples are the 2:1 level for the current ratio or 1:1 level for the acid-test ratio. 
Guidelines, or rules of thumb, must be carefully applied because context is crucial. 


All of these comparison standards are useful when properly applied, yet measures taken from a 
selected competitor or group of competitors are often best. Intracompany and industry measures 
are also important. Guidelines or rules of thumb should be applied with care, and then only if 
they seem reasonable given past experience and industry norms. 


Tools of Analysis 


Three of the most common tools of financial statement analysis are 


1. Horizontal analysis—Comparison of a company’s financial condition and performance 
across time. 

2. Vertical analysis—Comparison of a company’s financial condition and performance to a 
base amount. 

3. Ratio analysis—Measurement of key relations between financial statement items. 


The remainder of this chapter describes these analysis tools and how to apply them. 


Quick Check Answers — p. 713 [vi 


1. Who are the intended users of general-purpose financial statements? 
2. General-purpose financial statements consist of what information? 
3. Which of the following is /east useful as a basis for comparison when analyzing ratios? 


(a) Company results from a different economic setting. (b) Standards from past experience. 
(c) Rule-of-thumb standards. (d) Industry averages. 


4. What is the preferred basis of comparison for ratio analysis? 


Analysis of any single financial number is of limited value. Instead, much of financial 
statement analysis involves identifying and describing relations between numbers, groups of 
numbers, and changes in those numbers. Horizontal analysis refers to examination of finan- 
cial statement data across time. [The term horizontal analysis arises from the left-to-right (or 
right-to-left) movement of our eyes as we review comparative financial statements across time. ] 


Comparative Statements 


Comparing amounts for two or more successive periods often helps in analyzing financial state- 
ments. Comparative financial statements facilitate this comparison by showing financial 
amounts in side-by-side columns on a single statement, called a comparative format. Using 
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figures from Research In Motion’s financial statements, this section explains how to compute 
dollar changes and percent changes for comparative statements. 


Computation of Dollar Changes and Percent Changes Comparing financial state- 
ments over relatively short time periods—two to three years—is often done by analyzing changes 
in line items. A change analysis usually includes analyzing absolute dollar amount changes and 
percent changes. Both analyses are relevant because dollar changes can yield large percent changes 
inconsistent with their importance. For instance, a 50% change from a base figure of $100 is less 
important than the same percent change from a base amount of $100,000 in the same statement. 
Reference to dollar amounts is necessary to retain a proper perspective and to assess the impor- 
tance of changes. We compute the dollar change for a financial statement item as follows: 


Dollar change = Analysis period amount — Base period amount 


Analysis period is the point or period of time for the financial statements under analysis, and base 
period is the point or period of time for the financial statements used for comparison purposes. The 
prior year is commonly used as a base period. We compute the percent change by dividing the dol- 
lar change by the base period amount and then multiplying this quantity by 100 as follows: 


Analysis period amount — Base period amount 
x 100 





Fercont lange (AIi Base period amount 


We can always compute a dollar change, but we must be aware of a few rules in working with 
percent changes. To illustrate, look at four separate cases in this chart: 


Change Analysis 





Analysis Base 
Case Period Period Dollar Percent 
A $ 1,500 $(4,500) $ 6,000 — 
B (1,000) 2,000 (3,000) — 
Cc 8,000 — 8,000 — 
D 0 10,000 (10,000) (100%) 


When a negative amount appears in the base period and a positive amount in the analysis period (or 
vice versa), we cannot compute a meaningful percent change; see cases A and B. Also, when no 
value is in the base period, no percent change is computable; see case C. Finally, when an item has 
a value in the base period and zero in the analysis period, the decrease is 100 percent; see case D. 
It is common when using horizontal analysis to compare amounts to either average or median 
values from prior periods (average and median values smooth out erratic or unusual fluctua- 
tions).! We also commonly round percents and ratios to one or two decimal places, but practice 
on this matter is not uniform. Computations are as detailed as necessary, which is judged by 
whether rounding potentially affects users’ decisions. Computations should not be excessively 
detailed so that important relations are lost among a mountain of decimal points and digits. 


Comparative Balance Sheets Comparative balance sheets consist of balance sheet 
amounts from two or more balance sheet dates arranged side by side. Its usefulness is often im- 
proved by showing each item’s dollar change and percent change to highlight large changes. 

Analysis of comparative financial statements begins by focusing on items that show large 
dollar or percent changes. We then try to identify the reasons for these changes and, if possible, 
determine whether they are favorable or unfavorable. We also follow up on items with small 
changes when we expected the changes to be large. 


1 Median is the middle value in a group of numbers. For instance, if five prior years’ incomes are (in 000s) $15, $19, 
$18, $20, and $22, the median value is $19. When there are two middle numbers, we can take their average. For in- 
stance, if four prior years’ sales are (in 000s) $84, $91, $96, and $93, the median is $92 (computed as the average of 
$91 and $93). 
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Example: What is a more significant 
change, a 70% increase on a $1,000 ex- 
pense or a 30% increase on a $400,000 
expense? Answer: The 30% increase. 


Example: When there is a value in 
the base period and zero in the analysis 
period, the decrease is 100%. Why 

isn’t the reverse situation an increase of 
100%? Answer: A 100% increase of zero 
is still zero. 


Point: Spreadsheet programs can 
help with horizontal, vertical, and ratio 
analyses, including graphical depictions 
of financial relations. 
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EXHIBIT 17.1 


Comparative Balance Sheets 


RIM 


Point: Business consultants use com- 
parative statement analysis to provide 
management advice. 
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RESEARCH IN MOTION 
Comparative Balance Sheets 
February 27, 2010 and February 28, 2009 





























Dollar Percent 

($ thousands) 2010 2009 Change Change 
Assets 
Cash and cash equivalents ...................0.. $ 1,550,861 $ 835,546 $ 715,315 85.6% 
Short-term investments ..................00005- 360,614 682,666 (322,052) (47.2) 
Accounts receivable, net .......... 00.0 c eee eee ee 2,593,742 2,112,117 481,625 22.8 
Other receivables: m renee ae siugwew cues sees 206,373 157,728 48,645 30.8 
Inventories ohie ure a eE sterner teers 621,611 682,400 (60,789) (8.9) 
Other current assets eneee o ae oe ccnes Os ews 285,539 187,257 98,282 52.5 
Deferred income tax asset ........ 00.0 cece ee eens 193,916 183,872 10,044 5.5 

Total current assets nereo cade eke deen neon eee es 5,812,656 4,841,586 971,070 20.1 
Long-term investments ..................0.0000- 958,248 720,635 237,613 33.0 
Property, plant and equipment, net................ 1,956,581 1,334,648 621,933 46.6 
Intangible assets, net .......... 00... c cece eee ee 1,326,363 1,066,527 259,836 24.4 
Goodwill E eeere re e e A A a arena oc 150,561 137,572 12,989 9.4 
Deferred income taxasseti 0 404 (404) (100.0) 
Total assets: caiec E E $10,204,409 $8,101,372 $2,103,037 26.0 
Liabilities 
Accountsipayable n a araa a e a E E $ 615,620 $ 448,339 $ 167,281 37.3% 
Accrued liabilities: onare aeo e e ee 1,638,260 1,238,602 399,658 32.3 
Income taxes payable o one eneee eue e oe 95,650 361,460 (265,810) (73.5) 
Deferred revenue e o e a a n A A ee eens 67,573 53,834 13,739 25.5 
Deferred income tax liability .................... 14,674 13,116 1,558 11.9 

Total current liabilities ..................2.0404- 2,431,777 2,115,351 316,426 15.0 
Deferred income tax liability .................... 141,382 87,917 53,465 60.8 
Income taxes payable ..................00 0000 ee 28,587 23,976 4,611 19.2 
Totalliabilities mener nonea EE e T aon aac 2,601,746 2,227,244 374,502 16.8 
Shareholders’ Equity 
Eapitalisto cka Ka a E E E 2,207,609 2,208,235 (626) 0.0 
Measunyssto ck a A eee cer etr (94,463) 0 (94,463) — 
Retained earnings: access ei oese one da nea uiu aui 5,274,365 3,545,710 1,728,655 48.8 
Additional paid-in capital ....................00. 164,060 119,726 44,334 37.0 
Accumulated other comprehensive income ........ 51,092 457 50,635 11,079 
Total stockholders’ equity ....................0. 7,602,663 5,874,128 1,728,535 29.4 
Total liabilities and stockholders’ equity............ $10,204,409 $8,101,372 $2,103,037 26.0 








Exhibit 17.1 shows comparative balance sheets for Research In Motion (RIM). A few items 
stand out. Many asset categories substantially increase, which is probably not surprising be- 
cause RIM is a growth company. Much of the increase in current assets is from the 85.6% in- 
crease in cash and equivalents and the 22.8% increase in accounts receivable; although the 
47.2% decline in short-term investments dampened this growth. The long-term assets of prop- 
erty, plant and equipment, intangible assets, and long-term investments also markedly increased. 
Of course, its sizeable total asset growth of 26.0% must be accompanied by future income to 
validate RIM’s growth strategy. 

We likewise see substantial increases on the financing side, the most notable ones (in 
amount) being accounts payable and accrued liabilities totaling $566,939 thousand. The in- 
crease in these items is probably related to the recessionary period covering this report. RIM 
also reinvested much of its income as reflected in the $1,728,655 thousand increase in retained 
earnings. Again, we must monitor these increases in investing and financing activities to be 
sure they are reflected in increased operating performance. 
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Comparative Income Statements Comparative income statements are prepared sim- 
ilarly to comparative balance sheets. Amounts for two or more periods are placed side by side, 
with additional columns for dollar and percent changes. Exhibit 17.2 shows Research In 
Motion’s comparative income statements. 


RESEARCH IN MOTION 
Comparative Income Statements 
For Years Ended February 27, 2010 and February 28, 2009 














Dollar Percent 
($ thousands, except per share data) 2010 2009 Change Change 
Revenue’, sess TEAN EAA IATA E $14,953,224 $11,065,186 $3,888,038 35.1% 
Cost of sales e a Ee e serere nein 8,368,958 5,967,888 2,401,070 40.2 
Gross profits we aae ee E e 6,584,266 5,097,298 1,486,968 29.2 
Research and development................. 964,841 684,702 280,139 40.9 
Selling, marketing, and administration......... 1,907,398 1,495,697 411,701 27.5 
IAMOFtIZAtION a... cxouieresaie merece a eres sae te 310,357 194,803 115,554 59.3 
Litigation eee cy sues susteie E AE S S 163,800 — 163,800 — 
Income from operations................... 3,237,870 2,722,096 515,774 18.9 
Inyestment income eer aa itt te tn rirtt: 28,640 78,267 (49,627) (63.4) 
Income before income taxes ...........0055 3,266,510 2,800,363 466,147 16.6 
Provision for income taxes..............+-. 809,366 907,747 (98,381) (10.8) 
Netincome:a -cerscnie e E creates $ 2,457,144 $ 1,892,616 564,528 29.8 
Basic earnings per share ................... $ 435 $ 3.35 §$ 1.00 29.9 
Diluted earnings per share ................. $ 431 $ 3.30 $ 1.01 30.6 


RIM has substantial revenue growth of 35.1% in 2010. This finding helps support manage- 
ment’s growth strategy as reflected in the comparative balance sheets. RIM evidences some 
ability to control costs of selling, marketing, and administration, which increased 27.5% (versus 
the 35.1% revenue increase). However, cost of sales increased 40.2% and other expenses also 
increased at a rate more than that for sales. RIM’s net income growth of 29.8% on revenue 
growth of 35.1% is still good. 


Trend Analysis 


Trend analysis, also called trend percent analysis or index number trend analysis, is a form of 
horizontal analysis that can reveal patterns in data across successive periods. It involves com- 
puting trend percents for a series of financial numbers and is a variation on the use of percent 
changes. The difference is that trend analysis does not subtract the base period amount in the 
numerator. To compute trend percents, we do the following: 


1. Select a base period and assign each item in the base period a weight of 100%. 
2. Express financial numbers as a percent of their base period number. 


Specifically, a trend percent, also called an index number, is computed as follows: 


Analysis period amount 
Trend percent (%) = JSS pen x 





= x 100 
Base period amount 


To illustrate trend analysis, we use the Research In Motion data shown in Exhibit 17.3. 


(in thousands) 2010 2009 2008 2007 2006 

Revenues resns eeann ae $14,953,224 $11,065,186 $6,009,395 $3,037,103 $2,065,845 
@ostiofisalesserce seit 8,368,958 5,967,888 2,928,814 1,379,301 925,598 
Operating expenses......... 3,346,396 2,375,202 1,349,422 850,974 523,155 
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EXHIBIT 17.2 


Comparative Income Statements 


RIM 


Point: Percent change can also be 
computed by dividing the current period 
by the prior period and subtracting |.0. 
For example, the 35.1% revenue increase 
of Exhibit 17.2 is computed as: 
($14,953,224/$1 1,065,186) — I. 


Financial Results 





Point: Index refers to the comparison 
of the analysis period to the base period. 
Percents determined for each period are 
called index numbers. 


EXHIBIT 17.3 


Revenue and Expenses 
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EXHIBIT 17.4 


Trend Percents for Revenue 
and Expenses 


Point: Trend analysis expresses a per- 
cent of base, not a percent of change. 


EXHIBIT 17.5 


Trend Percent Lines for Revenue 
and Expenses of Research In 
Motion 


EXHIBIT 17.6 


Trend Percent Lines—Research In 
Motion, Apple and Palm 


RIM 
Apple 
Palm 


EXHIBIT 17.7 


Revenue and Asset Data 
for Research In Motion 
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These data are from RIM’s current and prior financial statements. The base period is 2006 and 
the trend percent is computed in each subsequent year by dividing that year’s amount by its 
2006 amount. For instance, the revenue trend percent for 2010 is 723.8%, computed as 
$14,953,224/$2,065,845. The trend percents—using the data from Exhibit 17.3—are shown in 
Exhibit 17.4. 


2010 2009 2008 2007 2006 


Revenue e e retin: 723.8% 535.6% 290.9% 147.0% 100.0% 
Gostiofisales o.. eree 904.2 644.8 316.4 149.0 100.0 
Operating expenses ........ 639.7 454.0 257.9 162.7 100.0 





Graphical depictions often aid analysis of trend percents. Exhibit 17.5 shows the trend per- 
cents from Exhibit 17.4 in a line graph, which can help us identify trends and detect changes 
in direction or magnitude. It reveals that the trend line for revenue consistently falls short of 
that for cost of sales. Moreover, 
the magnitude of that differ- 
ence has slightly grown. This 
result does not bode well for 
RIM because its cost of sales 
are by far its largest cost, and 
the company fails to show an 
ability to control these expenses 
as it expands. The line graph 
also reveals a consistent in- 
crease in each of these accounts, 
which is typical of growth com- 
panies. The trend line for oper- 
ating expenses is more encouraging because it falls short of the revenue trend line in 2008, 
2009 and 2010. Still, the bad news is that much of the shift in cost of sales occurred in the 
most recent two years. Management must try to better control those costs in future years. 

Exhibit 17.6 compares RIM’s 
revenue trend line to that of 
Apple and Palm for this same 
period. RIM’s revenues sharply 
increased over this time period 
while those of Apple exhibited 
less growth, and those for Palm 
were declining. These data indi- 
cate that RIM’s products and ser- 
vices have met with considerable 
consumer acceptance. 

Trend analysis of financial 
statement items can include com- 
parisons of relations between items on different financial statements. For instance, Exhibit 17.7 
compares RIM’s revenue and total assets. The rate of increase in total assets (440.9%) is less 
than the increase in revenues (723.8%) since 2006. Is this result favorable or not? The answer is 
that RIM was more efficient in using its assets in 2010. Management has generated revenues 
sufficient to compensate for this asset growth. 


1000% 


== Revenue 
== Cost of sales 
“= Operating expenses 


800% 
600% 


Trend 


400% 
200% 





2006 2007 2008 2009 2010 
Year 


800% 
== RIM revenue 

== Apple revenue 
== Palm revenue 


600% 


Trend 


400% 


200% 





2006 2007 2008 2009 2010 
Year 


Trend Percent 


($ thousands) 2010 2006 (2010 vs. 2006) 
Revenue ........... $14,953,224 $2,065,845 723.8% 
Total assets ........ 10,204,409 2,314,349 440.9 
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Overall we must remember that an important role of financial statement analysis is identify- 
ing questions and areas of interest, which often direct us to important factors bearing on a 
company’s future. Accordingly, financial statement analysis should be seen as a continuous 
process of refining our understanding and expectations of company performance and financial 
condition. 





C) Decision Answer — p. 712 | A 


Auditor Your tests reveal a 3% increase in sales from $200,000 to $206,000 and a 4% decrease in ex 
penses from $190,000 to $182,400. Both changes are within your “reasonableness” criterion of +5%, and 
thus you don't pursue additional tests. The audit partner in charge questions your lack of follow-up and men- 
tions the joint relation between sales and expenses. To what is the partner referring? E 
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VERTICAL ANALYSIS 


Vertical analysis is a tool to evaluate individual financial statement items or a group of items in 
terms of a specific base amount. We usually define a key aggregate figure as the base, which for 
an income statement is usually revenue and for a balance sheet is usually total assets. This section 
explains vertical analysis and applies it to Research In Motion. [The term vertical analysis 
arises from the up-down (or down-up) movement of our eyes as we review common-size finan- 
cial statements. Vertical analysis is also called common-size analysis.] 


Common-Size Statements 


The comparative statements in Exhibits 17.1 and 17.2 show the change in each item over time, 
but they do not emphasize the relative importance of each item. We use common-size financial 
statements to reveal changes in the relative importance of each financial statement item. All 
individual amounts in common-size statements are redefined in terms of common-size percents. 
A common-size percent is measured by dividing each individual financial statement amount 
under analysis by its base amount: 


: Analysis amount 
Common-size percent (%) = x 100 
Base amount 





Common-Size Balance Sheets Common-size statements express each item as a percent 
of a base amount, which for a common-size balance sheet is usually total assets. The base 
amount is assigned a value of 100%. (This implies that the total amount of liabilities plus equity 
equals 100% since this amount equals total assets.) We then compute a common-size percent for 
each asset, liability, and equity item using total assets as the base amount. When we present a 
company’s successive balance sheets in this way, changes in the mixture of assets, liabilities, 
and equity are apparent. 

Exhibit 17.8 shows common-size comparative balance sheets for RIM. Some relations that 
stand out on both a magnitude and percentage basis include (1) a 4.9% point increase in cash 
and equivalents, which is likely balanced with a 4.9% point decline in short-term investments, 
(2) a 2.3% point decline in inventories, (3) a 2.7% point increase in net property, plant and 
equipment, (4) a 3.6% point decline in taxes payable, and (5) a marked increase in retained 
earnings. Many of these changes are characteristic of a growth/stable company. The concern, if 
any, is whether RIM can continue to generate sufficient revenue and income to support its asset 
buildup within a very competitive industry. 


Common-Size Income Statements Analysis also benefits from use of a common-size 
income statement. Revenue is usually the base amount, which is assigned a value of 100%. Each 
common-size income statement item appears as a percent of revenue. If we think of the 100% 


Sales 
Expenses 
Income 














P? Describe and apply 
methods of vertical 


analysis. 











Point: The base amount in common- 
size analysis is an aggregate amount from 
that period’s financial statement. 


Point: Common-size statements often 
are used to compare two or more 
companies in the same industry. 


Point: Common-size statements are 
also useful in comparing firms that report 
in different currencies. 
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EXHIBIT 17.8 


Common-Size Comparative 
Balance Sheets 


RIM 


Global: International companies some- 
times disclose “convenience” financial 
statements, which are statements trans- 
lated in other languages and currencies. 
However, these statements rarely adjust 
for differences in accounting principles 
across countries. 
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RESEARCH IN MOTION 
Common-Size Comparative Balance Sheets 
February 27, 2010 and February 28, 2009 


Common-Size 























Percents* 

(in thousands) 2010 2009 
Assets 
Cash and cash equivalents a. n a $ 1,550,861 $ 835,546 15.2% 10.3% 
Short-term investments .......... 00.00 e cece eeae 360,614 682,666 3.5 8.4 
Accounts receivable, net oo e a 00.0 e eee eee 2,593,742 2,112,117 25.4 26.1 
Other receivables: i seamen oe ene ne ee ee 206,373 157,728 2.0 1.9 
IVENMEORIES S257 scl E eee dk wane ee a Ape aCe 621,611 682,400 6.1 8.4 
Other current assets. en a ea ne acess 285,539 187,257 2.8 2.3 
Deferred income tax asset ........... 0000 cee eens 193,916 183,872 1.9 2.3 

Total current assets aer e ok ha a tase ee 5,812,656 4,841,586 57.0 59.8 
Long-term investments ......................0.. 958,248 720,635 9.4 8.9 
Property, plant and equipment, net ................ 1,956,581 1,334,648 19.2 16.5 
Intangible assets, net ana a cece eee 1,326,363 1,066,527 13.0 13.2 
Goodwill ere Seo a E e A E E E A E 150,561 137,572 1.5 1.7 
Deferred income tax asset ............----0eeeee 0 404 0.0 0.0 
Total:assets) o oen a a seventeen ee careers $10,204,409 $8,101,372 100.0% 100.0% 
Liabilities 
Accounts; payable one enee e A reheat $ 615,620 $ 448,339 6.0% 5.5% 
Accrued) liabilities: -eeaeee eera oa E E suauveeys 1,638,260 1,238,602 16.1 15.3 
Income taxes payable . ................ 0.00 nenn 95,650 361,460 0.9 4.5 
Deferred revenue nu s are d araa DERE E STEE 67,573 53,834 0.7 0.7 
Deferred income tax liability..................... 14,674 13,116 0.1 0.2 

Total current liabilities: ...o5.c4.000dscasaeae snes 2,431,777 2,115,351 23.8 26.1 
Deferred income tax liability..................... 141,382 87,917 1.4 I. 
Income taxes payable ................ 0.00 cues 28,587 23,976 0.3 0.3 
Total illiabilities: ooe e a e E E wanes 2,601,746 2,227,244 25.5 27.5 


Shareholders’ Equity 








Capitalisto ck a tec eee rents 2,207,609 2,208,235 21.6 27.3 
Measunyesto ck a T, (94,463) 0 (0.9) 0.0 
Retainediearningsirraccrens cir crue a rss 5,274,365 3,545,710 51.7 43.8 
Additional paid-in capital .....................04. 164,060 119,726 1.6 1.5 
Accumulated other comprehensive income ......... 51,092 457 0.5 0.0 
Total stockholders’ equity ....................00. 7,602,663 5,874,128 74.5 72.5 
Total liabilities and stockholders’ equity ............ $10,204,409 $8,101,372 100.0% 100.0% 








* Percents are rounded to tenths and thus may not exactly sum to totals and subtotals. 


revenue amount as representing one sales dollar, the remaining items show how each revenue 
dollar is distributed among costs, expenses, and income. 

Exhibit 17.9 shows common-size comparative income statements for each dollar of RIM’s rev- 
enue. The past two years’ common-size numbers are similar with a few exceptions. The bad news 
is that RIM has given up 0.7 cent in earnings per revenue dollar—evidenced by the 17.1% to 
16.4% decline in earnings as a percentage of revenue. This implies that management is not effec- 
tively controlling costs. Much of this is attributed to the rise in cost of sales from 53.9% to 56.0% 
as a percentage of revenue. This is a concern given the price-competitive smartphone market. 
Some good news is apparent with the decline in selling, marketing, and administration expenses as 
a percentage of revenue. Analysis here shows that common-size percents for successive income 
statements can uncover potentially important changes in a company’s expenses. Evidence of no 
changes, especially when changes are expected, is also informative. 
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RESEARCH IN MOTION 
Common-Size Comparative Income Statements 
For Years Ended February 27, 2010 and February 28, 2009 


Common-Size 

















Percents* 

($ thousands) 2010 2009 
Revenue seer era aa A A AAE corer ieee $14,953,224 $11,065,186 100.0% 100.0% 
Cost ofsales o a a cee seve E ad 8,368,958 5,967,888 56.0 53.9 
Grossimanginnwen A raters eee errr 6,584,266 5,097,298 44.0 46.1 
Research and development................. 964,841 684,702 6.5 6.2 
Selling, marketing, and administration ......... 1,907,398 1,495,697 12.8 13.5 
INMOREIZSUIGI eon aos ewe aed me een 310,357 194,803 2.1 1.8 
Mitigate copssosounpaccogvobiaovessecone 163,800 = L.I __ 0.0 
Income from operations .................-. 3,237,870 2,722,096 21.7 24.6 
Investment income .............0 eee ee eee 28,640 78,267 0.2 _0.7 
Income before income taxes ............... 3,266,510 2,800,363 21.8 25.3 
Provision for income taxes ............0.005 809,366 907,747 5.4 _ 8.2 
INStincomesci ac cerns otro E A $ 2,457,144 $ 1,892,616 16.4% _17.1% 








* Percents are rounded to tenths and thus may not exactly sum to totals and subtotals. 


Common-Size Graphics 


Two of the most common tools of common-size analysis are trend analysis of common-size 
statements and graphical analysis. The trend analysis of common-size statements is similar to 
that of comparative statements discussed under vertical analysis. It is not illustrated here be- 
cause the only difference is the substitution of common-size percents for trend percents. Instead, 
this section discusses graphical analysis of common-size statements. 

An income statement readily lends itself to common-size graphical analysis. This is so be- 
cause revenues affect nearly every item in an income statement. Exhibit 17.10 shows RIM’s 
2010 common-size income statement in graphical form. This pie chart highlights the contribu- 
tion of each cost component of revenue for net income, excluding investment income. 

Net income, 


excluding 
investment 


my 16.2% 











Research and 
development 
6.4% 


Income taxes 
5.4% 

Selling, marketing, 
and administration 
12.8% 
Amortization 

Litigation 2.1% 
1.1% 


Exhibit 17.11 previews more complex graphical analyses available and the insights they pro- 
vide. The data for this exhibit are taken from RIM’s Segments footnote. RIM has at least two 
reportable segments: (1) United States, and (2) outside the United States (titled Non-U.S.). 


__ Segment revenue as 
percent of total 

l Segment assets as 
percent of total 


United States f U.S. 
Segment |] U.S. assets 39.8% 


Non-U.S. 
Segment 





0% 25% 50% 15% 


EXHIBIT 17.9 


Common-Size Comparative 
Income Statements 


RIM 


EXHIBIT 17.10 


Common-Size Graphic of 
Income Statement 


EXHIBIT 17.11 


Revenue and Total Asset 
Breakdown by Segment 


695 


696 


EXHIBIT 17.12 
Common-Size Graphic of 
Asset Components 


Cash and cash equivalents 
15.2% 


Short-term investments 3.5% 


Accounts receivable, 
net 25.4% 


Other receivables 2.0% 
Inventories 6.1% 
Other current assets 2.8% 


Deferred income tax 
asset 1.9% 


Long-term investments 9.4% 


Property, plant and 
equipment 19.2% 


Intangible assets, net 13.0% 


Goodwill 1.5% 


Deferred income tax 
asset 0.0% 
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The upper set of bars in Exhibit 17.11 shows the per- 
cent of revenues from, and the assets invested in, its U.S. 
segment. Its U.S. segment generates 57.7% of its revenue, 
while only 39.8% of its assets are in the United States. 
The lower set of bars shows that 42.3% of its revenue is 
generated outside the United States, while 60.2% of its 
assets are outside the United States. This can lead to 
questions about the revenue generated per assets invested 
across different countries. This type of information can 
help users in determining strategic analyses and actions. 

Graphical analysis is also useful in identifying 
(1) sources of financing including the distribution among 
current liabilities, noncurrent liabilities, and equity cap- 
ital and (2) focuses of investing activities, including the 
distribution among current and noncurrent assets. To il- 
lustrate, Exhibit 17.12 shows a common-size graphical 
display of RIM’s assets. Common-size balance sheet 
analysis can be extended to examine the composition of 
these subgroups. For instance, in assessing liquidity of 
current assets, knowing what proportion of current as- 
sets consists of inventories is usually important, and not 
simply what proportion inventories are of total assets. 

Common-size financial statements are also useful in 
comparing different companies. Exhibit 17.13 shows 


common-size graphics of RIM, Apple and Nokia on financing sources. This graphic highlights the 
larger percent of equity financing for RIM and Apple than for Nokia. It also highlights the much 
larger noncurrent (debt) financing of Nokia and Apple versus RIM. Comparison of a company’s 
common-size statements with competitors’ or industry common-size statistics alerts us to differ- 
ences in the structure or distribution of its financial statements but not to their dollar magnitude. 


EXHIBIT 17.13 RIM 
Common-Size Graphic of Financing 
Sources—Competitor Analysis ~~ Current liabilities 23.8% 
RIM E 

== Noncurrent liabilities 
Apple 74.5% 
NOKIA == Equity 


Quick Check 


Apple Nokia 


24.2% 


42.59 
9.2% 4 


16.2% 


66.6% 
41.3% 
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Answers — p. 713 


5. Which of the following is true for common-size comparative statements? (a) Each item is 
expressed as a percent of a base amount. (b) Total assets often are assigned a value of 100%. 
(c) Amounts from successive periods are placed side by side. (d) All are true. (e) None is true. 


6. What is the difference between the percents shown on a comparative income statement and 
those shown on a common-size comparative income statement? 

7. Trend percents are (a) shown on comparative income statements and balance sheets, 
(b) shown on common-size comparative statements, or (c) also called index numbers. 


RATIO ANALYSIS 








E Define and apply ratio 
analysis. 











Ratios are among the more widely used tools of financial analysis because they provide clues to 
and symptoms of underlying conditions. A ratio can help us uncover conditions and trends dif- 
ficult to detect by inspecting individual components making up the ratio. Ratios, like other 


analysis tools, are usually future oriented; that is, they are often adjusted for their probable 
future trend and magnitude, and their usefulness depends on skillful interpretation. 
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A ratio expresses a mathematical relation between two quantities. It can be expressed as a per- 
cent, rate, or proportion. For instance, a change in an account balance from $100 to $250 can be 
expressed as (1) 150% increase, (2) 2.5 times, or (3) 2.5 to 1 (or 2.5:1). Computation of a ratio is a 
simple arithmetic operation, but its interpretation is not. To be meaningful, a ratio must refer to an 
economically important relation. For example, a direct and crucial relation exists between an item’s 
sales price and its cost. Accordingly, the ratio of cost of goods sold to sales is meaningful. In con- 
trast, no obvious relation exists between freight costs and the balance of long-term investments. 

This section describes an important set of financial ratios and its application. The selected 
ratios are organized into the four building blocks of financial statement analysis: (1) liquidity 
and efficiency, (2) solvency, (3) profitability, and (4) market prospects. All of these ratios 
were explained at relevant points in prior chapters. The purpose here is to organize and apply 
them under a summary framework. We use four common standards, in varying degrees, for 
comparisons: intracompany, competitor, industry, and guidelines. 


Liquidity and Efficiency 


Liquidity refers to the availability of resources to meet short-term cash requirements. It is af- 
fected by the timing of cash inflows and outflows along with prospects for future performance. 
Analysis of liquidity is aimed at a company’s funding requirements. Efficiency refers to how 
productive a company is in using its assets. Efficiency is usually measured relative to how much 
revenue is generated from a certain level of assets. 

Both liquidity and efficiency are important and complementary. If a company fails to meet its 
current obligations, its continued existence is doubtful. Viewed in this light, all other measures of 
analysis are of secondary importance. Although accounting measurements assume the company’s 
continued existence, our analysis must always assess the validity of this assumption using liquidity 
measures. Moreover, inefficient use of assets can cause liquidity problems. A lack of liquidity often 
precedes lower profitability and fewer opportunities. It can foretell a loss of owner control. To a 
company’s creditors, lack of liquidity can yield delays in collecting interest and principal payments 
or the loss of amounts due them. A company’s customers and suppliers of goods and services also 
are affected by short-term liquidity problems. Implications include a company’s inability to execute 
contracts and potential damage to important customer and supplier relationships. This section de- 
scribes and illustrates key ratios relevant to assessing liquidity and efficiency. 


Working Capital and Current Ratio The amount of current assets less current liabili- 
ties is called working capital, or net working capital. A company needs adequate working capi- 
tal to meet current debts, to carry sufficient inventories, and to take advantage of cash discounts. 
A company that runs low on working capital is less likely to meet current obligations or to con- 
tinue operating. When evaluating a company’s working capital, we must not only look at the 
dollar amount of current assets less current liabilities, but also at their ratio. The current ratio is 
defined as follows (see Chapter 3 for additional explanation): 


Current assets 





Current ratio = 
5 : Current liabilities 


Drawing on information in Exhibit 17.1, RIM’s working capital and current ratio for both 
2010 and 2009 are shown in Exhibit 17.14. Also, Apple (2.74), Palm (1.03), and the Industry’s 
current ratio (2.4) are shown in the margin. RIM’s 2010 ratio (2.39) is between the competitors’ 
ratios, and it does not appear in danger 

of defaulting on loan payments. A high ($ thousands) 2010 2009 
current ratio suggests a strong liquidity 





Sua aa Current assets......... $ 5,812,656 $ 4,841,586 
position and an ability to meet current ob- a as 
A i Current liabilities... .... 2,431,777 2,115,351 
ligations. A company can, however, have i : 
Working capital...... $3,380,879 $2,726,235 





a current ratio that is too high. An exces- 
sively high current ratio means that the 
company has invested too much in current 
assets compared to its current obligations. 





Current ratio 
$5,812,656/$2,431,777 = 2.39 to | 
$4,841,586/$2,115,351 = 2.29 to | 
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Point: Some sources for industry 
norms are Annual Statement Studies by 
Robert Morris Associates, Industry 
Norms & Key Business Ratios by Dun & 
Bradstreet, Standard & Poor's Industry 
Surveys, and Reuters.com/finance. 





EXHIBIT 17.14 


RIM's Working Capital 
and Current Ratio 


Current ratio 
Apple = 2.74 
Palm = 1.03 
Industry = 2.4 
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Point: When a firm uses LIFO in a 
period of rising costs, the standard for 
an adequate current ratio usually is 
lower than if it used FIFO. 


EXHIBIT 17.15 
Acid-Test Ratio 


Acid-test ratio 
Apple = 2.33 
Palm = 0.94 
Industry = 1.5 
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An excessive investment in current assets is not an efficient use of funds because current assets 
normally generate a low return on investment (compared with long-term assets). 

Many users apply a guideline of 2:1 (or 1.5:1) for the current ratio in helping evaluate a com- 
pany’s debt-paying ability. A company with a 2:1 or higher current ratio is generally thought to 
be a good credit risk in the short run. Such a guideline or any analysis of the current ratio must 
recognize at least three additional factors: (1) type of business, (2) composition of current as- 
sets, and (3) turnover rate of current asset components. 


Type of business. A service company that grants little or no credit and carries few inventories can 
probably operate on a current ratio of less than 1:1 if its revenues generate enough cash to pay its 
current liabilities. On the other hand, a company selling high-priced clothing or furniture requires a 
higher ratio because of difficulties in judging customer demand and cash receipts. For instance, if 
demand falls, inventory may not generate as much cash as expected. Accordingly, analysis of the 
current ratio should include a comparison with ratios from successful companies in the same indus- 
try and from prior periods. We must also recognize that a company’s accounting methods, espe- 
cially choice of inventory method, affect the current ratio. For instance, when costs are rising, a 
company using LIFO tends to report a smaller amount of current assets than when using FIFO. 


Composition of current assets. The composition of a company’s current assets is important to 
an evaluation of short-term liquidity. For instance, cash, cash equivalents, and short-term invest- 
ments are more liquid than accounts and notes receivable. Also, short-term receivables normally are 
more liquid than inventory. Cash, of course, can be used to immediately pay current debts. Items 
such as accounts receivable and inventory, however, normally must be converted into cash before 
payment is made. An excessive amount of receivables and inventory weakens a company’s ability 
to pay current liabilities. The acid-test ratio (see below) can help with this assessment. 


Turnover rate of assets. Asset turnover measures a company’s efficiency in using its assets. 
One relevant measure of asset efficiency is the revenue generated. A measure of total asset turn- 
over is revenues divided by total assets, but evaluation of turnover for individual assets is also 
useful. We discuss both receivables turnover and inventory turnover on the next page. 
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Banker A company requests a one-year, $200,000 loan for expansion. This company’s current ratio is 4:1, 
with current assets of $160,000. Key competitors carry a current ratio of about 1.9:1. Using this information, 
do you approve the loan application? Does your decision change if the application is for a 10-year loan? E 


Acid-Test Ratio Quick assets are cash, short-term investments, and current receivables. 
These are the most liquid types of current assets. The acid-test ratio, also called quick ratio, and 
introduced in Chapter 5, reflects on a company’s short-term liquidity. 


Cash + Short-term investments + Current receivables 





Acid-test ratio = 
cid-test ratio Current liabilities 


RIM’s acid-test ratio is computed in Exhibit 17.15. RIM’s 2010 acid-test ratio (1.94) is between 
that for Apple (2.33) and Palm (0.94), and greater than the 1:1 common guideline for an 














($ thousands) 2010 2009 
Cash and equivalents .......... $1,550,861 $ 835,546 
Short-term investments ........ 360,614 682,666 
Current receivables ........... 2,800,115 2,269,845 
Total quick assets ............. $4,711,590 $3,788,057 
Current liabilities ............. $2,431,777 $2,115,351 
Acid-test ratio 

$4,711,590/$2,431,777....... 1.94 to I 

$3,788,057/$2,115,351....... 1.79 to I 
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acceptable acid-test ratio. The ratios for both RIM and Apple exceed the 1.5 industry norm. As 
with analysis of the current ratio, we need to consider other factors. For instance, the frequency 
with which a company converts its current assets into cash affects its working capital 
requirements. This implies that analysis of short-term liquidity should also include an analysis 
of receivables and inventories, which we consider next. 


Accounts Receivable Turnover We can measure how frequently a company converts 
its receivables into cash by computing the accounts receivable turnover. This ratio is defined as 
follows (see Chapter 9 for additional explanation): 


Net sales 





Accounts receivable turnover = ; 
Average accounts receivable, net 


Short-term receivables from customers are often included in the denominator along with ac- 
counts receivable. Also, accounts receivable turnover is more precise if credit sales are used for 
the numerator, but external users generally use net sales (or net revenues) because information 
about credit sales is typically not reported. RIM’s 2010 accounts receivable turnover is com- 
puted as follows ($ millions). 


14,953,224 
($2,593,742 + $2,112,117) /2 





= 6.4 times 


RIM’s value of 6.4 is between that of Apple’s 14.8 and Palm’s 8.0. Accounts receivable turnover 
is high when accounts receivable are quickly collected. A high turnover is favorable because it 
means the company need not commit large amounts of funds to accounts receivable. However, 
an accounts receivable turnover can be too high; this can occur when credit terms are so restric- 
tive that they negatively affect sales volume. 


Inventory Turnover How long a company holds inventory before selling it will affect 
working capital requirements. One measure of this effect is inventory turnover, also called mer- 
chandise turnover or merchandise inventory turnover, which is defined as follows (see Chap- 
ter 6 for additional explanation): 


Cost of goods sold 





Inventory turnover = 3 
Average inventory 


Using RIM’s cost of goods sold and inventories information, we compute its inventory turnover for 
2010 as follows (if the beginning and ending inventories for the year do not represent the usual in- 
ventory amount, an average of quarterly or monthly inventories can be used). 


$8,368,958 


= 12.84 ti 
($621,611 + $682,400) /2 84 times 





RIM’s inventory turnover of 12.84 is less than Apple’s 53.28, but similar to Palm’s 13.22, and 
the industry’s 10.1. A company with a high turnover requires a smaller investment in inventory 
than one producing the same sales with a lower turnover. Inventory turnover can be too high, 
however, if the inventory a company keeps is so small that it restricts sales volume. 


Days’ Sales Uncollected Accounts receivable turnover provides insight into how 
frequently a company collects its accounts. Days’ sales uncollected is one measure of this 
activity, which is defined as follows (Chapter 8 provides additional explanation): 


Accounts receivable, net 





Days’ sales uncollected = x 365 


Net sales 


Any short-term notes receivable from customers are normally included in the numerator. 


699 


Global: Ratio analysis helps overcome 
currency translation problems, but 

it does not overcome differences in 
accounting principles. 


Point: Some users prefer using gross 
accounts receivable (before subtracting 
the allowance for doubtful accounts) to 
avoid the influence of a manager’s bad 
debts estimate. 


Accounts receivable turnover 
Apple = 14.8 

Palm = 8.0 

Industry = 6.6 


Points Ending accounts receivable can 
be substituted for the average balance in 
computing accounts receivable turnover 
if the difference between ending and 
average receivables is small. 


Inventory turnover 
Apple = 53.28 

Palm = 13.22 
Industry = 10.1 
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Day’s sales uncollected 
Apple = 28.59 
Palm = 32.96 


Days’ sales in inventory 
Apple = 6.5 

Palm = 12.5 

Industry = 25 


Point: Average collection period is 
estimated by dividing 365 by the 
accounts receivable turnover ratio. For 
example, 365 divided by an accounts 
receivable turnover of 6.| indicates a 
60-day average collection period. 


Total asset turnover 
Apple = 1.03 

Palm = 0.81 

Industry = 1.0 
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RIM’s 2010 days’ sales uncollected follows. 


$2,593,742 


$14,953,224 X 365 = 63.31 days 

Both Apple’s days’ sales uncollected of 28.59 days and Palm’s 32.96 days are less than the 
63.31 days for RIM. Days’ sales uncollected is more meaningful if we know company credit 
terms. A rough guideline states that days’ sales uncollected should not exceed 1, times the days 
in its (1) credit period, if discounts are not offered or (2) discount period, if favorable discounts 
are offered. 


Days’ Sales in Inventory Days’ sales in inventory is a useful measure in evaluating 
inventory liquidity. Days’ sales in inventory is linked to inventory in a way that days’ sales 
uncollected is linked to receivables. We compute days’ sales in inventory as follows (Chapter 6 
provides additional explanation). 


hee Ending inventory 
Days’ sales in inventory = Costar good ld x 365 





RIM’s days’ sales in inventory for 2010 follows. 


$621,611 


aR Os Oo) = 27d 

$8,368,958 a 

If the products in RIM’s inventory are in demand by customers, this formula estimates that its 
inventory will be converted into receivables (or cash) in 27.1 days. If all of RIM’s sales were 
credit sales, the conversion of inventory to receivables in 27.1 days plus the conversion of 


receivables to cash in 63.31 days implies that inventory will be converted to cash in about 
90.41 days (27.1 + 63.31). 


Total Asset Turnover Total asset turnover reflects a company’s ability to use its assets 
to generate sales and is an important indication of operating efficiency. The definition of this 
ratio follows (Chapter 10 offers additional explanation). 


Net sales 





Total asset turnover = 
Average total assets 


RIM’s total asset turnover for 2010 follows and is greater than that for both Apple (1.03) and 
Palm (0.81). 


$14,953,224 
($10,204,409 + $8,101,372) /2 





= 1.63 times 


Answers — p. 713 [vi 


8. Information from Paff Co. at Dec. 31, 2010, follows: cash, $820,000; accounts receivable, 
$240,000; inventories, $470,000; plant assets, $910,000; accounts payable, $350,000; and 
income taxes payable, $180,000. Compute its (a) current ratio and (b) acid-test ratio. 

9. On Dec. 31, 2011, Paff Company (see question 8) had accounts receivable of $290,000 and 
inventories of $530,000. During 2011, net sales amounted to $2,500,000 and cost of goods 
sold was $750,000. Compute (a) accounts receivable turnover, (b) days’ sales uncollected, 
(c) inventory turnover, and (d) days’ sales in inventory. 


Quick Check 
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Solvency 


Solvency refers to a company’s long-run financial viability and its ability to cover long-term 
obligations. All of a company’s business activities—financing, investing, and operating—affect 
its solvency. Analysis of solvency is long term and uses less precise but more encompassing 
measures than liquidity. One of the most important components of solvency analysis is the com- 
position of a company’s capital structure. Capital structure refers to a company’s financing 
sources. It ranges from relatively permanent equity financing to riskier or more temporary short- 
term financing. Assets represent security for financiers, ranging from loans secured by specific 
assets to the assets available as general security to unsecured creditors. This section describes 
the tools of solvency analysis. Our analysis focuses on a company’s ability to both meet its ob- 
ligations and provide security to its creditors over the long run. Indicators of this ability include 
debt and equity ratios, the relation between pledged assets and secured liabilities, and the com- 
pany’s capacity to earn sufficient income to pay fixed interest charges. 


Debt and Equity Ratios One element of solvency analysis is to assess the portion of a 
company’s assets contributed by its owners and the portion contributed by creditors. This rela- 
tion is reflected in the debt ratio (also described in Chapter 2). The debt ratio expresses total 
liabilities as a percent of total assets. The equity ratio provides complementary information by 
expressing total equity as a percent of total assets. RIM’s debt and equity ratios follow. 


($ thousands) 2010 Ratios 

Total liabilities’ =.=. ....--.-..-.-- $ 2,601,746 25.5% [Debt ratio] 
Wotaliequity oee- eee eea 7,602,663 74.5 [Equity ratio] 
Total liabilities and equity ........ $10,204,409 100.0% 


RIM’s financial statements reveal more equity than debt. A company is considered less risky if its 
capital structure (equity and long-term debt) contains more equity. One risk factor is the required 
payment for interest and principal when debt is outstanding. Another factor is the greater the stock- 
holder financing, the more losses a company can absorb through equity before the assets become 
inadequate to satisfy creditors’ claims. From the stockholders’ point of view, if a company earns a 
return on borrowed capital that is higher than the cost of borrowing, the difference represents in- 
creased income to stockholders. The inclusion of debt is described as financial leverage because 
debt can have the effect of increasing the return to stockholders. Companies are said to be highly 
leveraged if a large portion of their assets is financed by debt. 


Debt-to-Equity Ratio The ratio of total liabilities to equity is another measure of sol- 
vency. We compute the ratio as follows (Chapter 14 offers additional explanation). 


Total liabilities 


Debt-to-equity ratio = 
we Total equity 


RIM’s debt-to-equity ratio for 2010 is 
$2,601,746/$7,602,663 = 0.34 


RIM’s 0.34 debt-to-equity ratio is less than the 0.50 ratio for Apple, and less than the industry 
ratio of 0.7. Consistent with our inferences from the debt ratio, RIM’s capital structure has more 
equity than debt, which decreases risk. Recall that debt must be repaid with interest, while 
equity does not. These debt requirements can be burdensome when the industry and/or the 
economy experience a downturn. A larger debt-to-equity ratio also implies less opportunity to 
expand through use of debt financing. 


Times Interest Earned The amount of income before deductions for interest ex- 
pense and income taxes is the amount available to pay interest expense. The following 
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Point: For analysis purposes, Minority 
Interest is usually included in equity. 


Debt ratio :: Equity ratio 
Apple = 33.4% :: 66.6% 
Industry = 40% :: 60% 


Point: Bank examiners from the FDIC 
and other regulatory agencies use debt 
and equity ratios to monitor compliance 
with regulatory capital requirements 
imposed on banks and S&Ls. 


Debt-to-equity 
Apple = 0.50 
Industry = 0.7 
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Point: The times interest earned ratio 
and the debt and equity ratios are of 
special interest to bank lending officers. 


Times interest earned 
Apple = n.a. 


Profit margin 
Apple = 19.2% 
Industry = 3% 


Return on total assets 
Apple = 19.7% 
Industry = 4% 
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times interest earned ratio reflects the creditors’ risk of loan repayments with interest (see 
Chapter 11 for additional explanation). 


Income before interest expense and income taxes 





Times interest earned = 
Interest expense 


The larger this ratio, the less risky is the company for creditors. One guideline says that credi- 
tors are reasonably safe if the company earns its fixed interest expense two or more times each 
year. RIM’s times interest earned ratio follows; its value suggests that its creditors have little 
risk of nonrepayment. 


$2,457,144 + ~$0 (see RIM note #16) + $809,366 
~$0 





= “infinite” (not applicable) 


@ Decision Insight 





Bears and Bulls A bear market is a declining market. The phrase comes from bearskin jobbers who often 
sold the skins before the bears were caught. The term bear was then used to describe investors who sold 
shares they did not own in anticipation of a price decline. A bull market is a rising market. This phrase comes 
from the once popular sport of bear and bull baiting. The term bull came to mean the opposite of bear. E 


Profitability 


We are especially interested in a company’s ability to use its assets efficiently to produce profits 
(and positive cash flows). Profitability refers to a company’s ability to generate an adequate re- 
turn on invested capital. Return is judged by assessing earnings relative to the level and sources 
of financing. Profitability is also relevant to solvency. This section describes key profitability 
measures and their importance to financial statement analysis. 


Profit Margin A company’s operating efficiency and profitability can be expressed by two 
components. The first is profit margin, which reflects a company’s ability to earn net income 
from sales (Chapter 3 offers additional explanation). It is measured by expressing net income as 
a percent of sales (sales and revenues are similar terms). RIM’s profit margin follows. 


Net income $2,457,144 
Net sales $14,953,224 





Profit margin = = 16.4% 


To evaluate profit margin, we must consider the industry. For instance, an appliance company 
might require a profit margin between 10% and 15%; whereas a retail supermarket might require 
a profit margin of 1% or 2%. Both profit margin and total asset turnover make up the two basic 
components of operating efficiency. These ratios reflect on management because managers are 
ultimately responsible for operating efficiency. The next section explains how we use both mea- 
sures to analyze return on total assets. 


Return on Total Assets Return on total assets is defined as follows. 


Net income 





Return on total assets = 
Average total assets 


RIM’s 2010 return on total assets is 


$2,457,144 
($10,204,409 + $8,101,372) /2 





= 26.8% 
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RIM’s 26.8% return on total assets is higher than that for many businesses and is higher than 
Apple’s return of 19.7% and the industry’s 4% return. We also should evaluate any trend in the 
rate of return. 

The following equation shows the important relation between profit margin, total asset turn- 
over, and return on total assets. 


Profit margin x Total asset turnover = Return on total assets 


or 


Net income Net sales Net income 





x = 
Net sales Average total assets Average total assets 


Both profit margin and total asset turnover contribute to overall operating efficiency, as mea- 
sured by return on total assets. If we apply this formula to RIM, we get 


16.4% X 1.63 = 26.8% (with rounding error) 


This analysis shows that RIM’s superior return on assets versus that of Apple is driven mainly 
by its higher total asset turnover. 


Return on Common Stockholders’ Equity Perhaps the most important goal in op- 
erating a company is to earn net income for its owner(s). Return on common stockholders’ 
equity measures a company’s success in reaching this goal and is defined as follows. 


Net income — Preferred dividends 





Return on common stockholders’ equity = 
quity Average common stockholders’ equity 


RIM’s 2010 return on common stockholders’ equity is computed as follows: 


$2,457,144 — $0 


= 36.5% 
($5,874,128 + $7,602,663) /2 ° 





The denominator in this computation is the book value of common equity (minority interest is 
often included in common equity for this ratio). In the numerator, the dividends on cumulative 
preferred stock are subtracted whether they are declared or are in arrears. If preferred stock is 
noncumulative, its dividends are subtracted only if declared. 





@ Decision 


Wall Street Wall Street is synonymous with financial markets, but its name comes from the street 
location of the original New York Stock Exchange. The street's name derives from stockades built by early 
settlers to protect New York from pirate attacks. Bi 


Market Prospects 


Market measures are useful for analyzing corporations with publicly traded stock. These market 
measures use stock price, which reflects the market’s (public’s) expectations for the company. This 
includes expectations of both company return and risk—as the market perceives it. 


Price-Earnings Ratio Computation of the price-earnings ratio follows (Chapter 13 pro- 
vides additional explanation). 


Market price per common share 





Price-earnings ratio = = 
Earnings per share 
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Point: Many analysts add back Interest 
expense X (I — Tax rate) to net income 
in computing return on total assets. 


Apple: 19.2% x 1.03 = 19.7% 
(with rounding) 


Return on common equity 
Apple = 30.5% 
Industry = 6% 
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Point: PE ratio can be viewed as an in- 
dicator of the market's expected growth 
and risk for a stock. High expected risk 
suggests a low PE ratio. High expected 
growth suggests a high PE ratio. 


PE (year-end) 
Apple = 13.9 


Point: Some investors avoid stocks 
with high PE ratios under the belief they 
are “overpriced.” Alternatively, some in- 
vestors sell these stocks short—hoping for 
price declines. 


Dividend yield 
Apple = 0.0% 
Palm = 0.0% 


Point: Corporate PE ratios and divi- 
dend yields are found in daily stock mar- 
ket quotations listed in The Wall Street 
Journal, Investor’s Business Daily, or other 
publications and Web services. 
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Predicted earnings per share for the next period is often used in the denominator of this compu- 
tation. Reported earnings per share for the most recent period is also commonly used. In both 
cases, the ratio is used as an indicator of the future growth and risk of a company’s earnings as 
perceived by the stock’s buyers and sellers. 

The market price of RIM’s common stock at the start of fiscal year 2010 was $50.84. Using 
RIM’s $4.35 basic earnings per share, we compute its price-earnings ratio as follows (some 
analysts compute this ratio using the median of the low and high stock price). 





RIM’s price-earnings ratio is less than that for Apple, but is slightly higher than the norm for the 
recessionary period 2009-2010. (Palm’s ratio is negative due to its abnormally low earnings.) 
RIM’s middle-of-the-pack ratio likely reflects investors’ expectations of stagnant growth but 
normal earnings. 


Dividend Yield Dividend yield is used to compare the dividend-paying performance of dif- 
ferent investment alternatives. We compute dividend yield as follows (Chapter 13 offers addi- 
tional explanation). 


Annual cash dividends per share 





Dividend yield = 
ae ve Market price per share 


RIM’s dividend yield, based on its fiscal year-end market price per share of $50.84 and its pol- 
icy of $0.00 cash dividends per share, is computed as follows. 


$0.00 


l = 0% 
$50.84 


Some companies do not declare and pay dividends because they wish to reinvest the cash. 


Summary of Ratios 


Exhibit 17.16 summarizes the major financial statement analysis ratios illustrated in this chapter 
and throughout the book. This summary includes each ratio’s title, its formula, and the purpose 
for which it is commonly used. 





@ Decision Insi 


Ticker Prices Ticker prices refer to a band of moving data on 
a monitor carrying up-to-the-minute stock prices. The phrase 
comes from ticker tape, a 1-inch-wide strip of paper spewing 
stock prices from a printer that ticked as it ran. Most of today’s 
investors have never seen actual ticker tape, but the phrase 
survives. E 
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10. Which ratio best reflects a company’s ability to meet immediate interest payments? (a) Debt 
ratio. (b) Equity ratio. (c) Times interest earned. 


Quick Check 


Answers — p. 713 





11. Which ratio best measures a company’s success in earning net income for its owner(s)? (a) Profit 
margin. (b) Return on common stockholders’ equity. (c) Price-earnings ratio. (a) Dividend yield. 

12. If a company has net sales of $8,500,000, net income of $945,000, and total asset turnover 
of 1.8 times, what is its return on total assets? 


EXHIBIT 17.16 


Financial Statement Analysis Ratios* 


Ratio 
Liquidity and Efficiency 


Current ratio 


Acid-test ratio 


Accounts receivable turnover 


Invento ry turnover 


Days’ sales uncollected 


Days’ sales in inventory 


Total asset turnover 
Solvency 


Debt ratio 


Equity ratio 


Debt-to-equity ratio 


Times interest earned 
Profitability 


Profit margin ratio 


Gross margin ratio 


Return on total assets 


Return on common stockholders’ equity 


Book value per common share 


Basic earnings per share 
Market Prospects 


Price-earnings ratio 


Dividend yield 
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Formula 


Current assets 


Current liabilities 


Cash + Short-term investments + Current receivables 








Current liabilities 


Net sales 








Average accounts receivable, net 


Cost of goods sold 


Average inventory 


Accounts receivable, net 





Ending inventory 


x 365 
Net sales 


x 365 
Cost of goods sold 


Net sales 








Average total assets 


Total liabilities 
Total assets 


Total equity 
Total assets 


Total liabilities 
Total equity 


Income before interest expense and income taxes 








Interest expense 


Net income 
Net sales 


Net sales — Cost of goods sold 








Net sales 


Net income 








Average total assets 


Net income — Preferred dividends 








Average common stockholders’ equity 


Shareholders’ equity applicable to common shares 








Number of common shares outstanding 


Net income — Preferred dividends 








Weighted-average common shares outstanding 


Market price per common share 








Earnings per share 


Annual cash dividends per share 








Market price per share 


Measure of 


Short-term debt-paying ability 


Immediate short-term debt-paying ability 


Efficiency of collection 


Efficiency of inventory management 


Liquidity of receivables 


Liquidity of inventory 


Efficiency of assets in producing sales 


Creditor financing and leverage 


Owner financing 


Debt versus equity financing 


Protection in meeting interest payments 


Net income in each sales dollar 


Gross margin in each sales dollar 


Overall profitability of assets 


Profitability of owner investment 


Liquidation at reported amounts 


Net income per common share 


Market value relative to earnings 


Cash return per common share 


* Additional ratios also examined in previous chapters included credit risk ratio; plant asset useful life; plant asset age; days’ cash expense coverage; cash coverage of growth; cash coverage 
of debt; free cash flow; cash flow on total assets; and payout ratio. 
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GLOBAL VIEW 





The analysis and interpretation of financial statements is, of course, impacted by the accounting system in 
effect. This section discusses similarities and differences for analysis of financial statements when pre- 
pared under U.S. GAAP vis-a-vis IFRS. 


Horizontal and Vertical Analyses Horizontal and vertical analyses help eliminate many differ- 
ences between U.S. GAAP and IFRS when analyzing and interpreting financial statements. Financial 
numbers are converted to percentages that are, in the best case scenario, consistently applied across and 
within periods. This enables users to effectively compare companies across reporting regimes. However, 
when fundamental differences in reporting regimes impact financial statements, such as with certain rec- 
ognition rule differences, the user must exercise caution when drawing conclusions. Some users will re- 
formulate one set of numbers to be more consistent with the other system to enable comparative analysis. 
This reformulation process is covered in advanced courses. The important point is that horizontal and 
vertical analyses help strip away differences between the reporting regimes, but several key differences 
sometimes remain and require adjustment of the numbers. Nokia reports the following partial vertical 
analysis to its shareholders as part of its MD&A report. 


NOKIA As a Percentage of Revenue 2010 





Research and development................. 6.5% 
Selling, marketing and administration ......... 12.8 
Amortization esse sero raceses se donessa on 2.1 
LitiZation aea eA E NE mal 
Total operating expenses .................. 2.5% 


Ratio Analysis Ratio analysis of financial statement numbers has many of the advantages and disad- 
vantages of horizontal and vertical analyses discussed above. Importantly, ratio analysis is useful for busi- 
ness decisions, with some possible changes in interpretation depending on what is and what is not included 
in accounting measures across U.S. GAAP and IFRS. Still, we must take care in drawing inferences from 
a comparison of ratios across reporting regimes because what a number measures can differ across re- 
gimes. Nokia offers the following example of its own ratio analysis applied to gross margin: “Consoli- 
dated gross margin increased by $1.48 billion, or 29.2%, to $6.58 billion, or 44.0% of revenue, in fiscal 
2010, compared to $5.10 billion, or 46.1% of revenue, in fiscal 2009. The decrease of 2.1% in consolidated 
gross margin percentage was primarily due to a decrease in the blended device margins.” 


@ Decision 





Not Created Equal Financial regulation has several goals. Two of them are to ensure adequate account- 
ing disclosure and to strengthen corporate governance. For disclosure purposes, companies must now pro- 
vide details of related-party transactions and material off-balance-sheet agreements. This is motivated by 
several major frauds. For corporate governance, the CEO and CFO must now certify the fairness of financial 
statements and the effectiveness of internal controls. Yet, concerns remain. A study reports that 23% of 
management and administrative employees observed activities that posed a conflict of interest in the past 
year (KPMG 2009). Another 12% witnessed the falsifying or manipulating of accounting information. The 
bottom line: All financial statements are not of equal quality. E 


Decision Analysis OQO Analysis Reporting 








Understanding the purpose of financial statement analysis is crucial to the usefulness of any analysis. This 
understanding leads to efficiency of effort, effectiveness in application, and relevance in focus. The pur- 
pose of most financial statement analyses is to reduce uncertainty in business decisions through a rigorous 
and sound evaluation. A financial statement analysis report helps by directly addressing the building 


A Summarize and report 
results of analysis. 
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blocks of analysis and by identifying weaknesses in inference by requiring explanation: It forces us to 
organize our reasoning and to verify its flow and logic. A report also serves as a communication link with 
readers, and the writing process reinforces our judgments and vice versa. Finally, the report helps us 
(re)evaluate evidence and refine conclusions on key building blocks. A good analysis report usually con- 
sists of six sections: 


Executive summary—brief focus on important analysis results and conclusions. 
Analysis overview—background on the company, its industry, and its economic setting. 

3. Evidential matter—financial statements and information used in the analysis, including ratios, trends, 
comparisons, statistics, and all analytical measures assembled; often organized under the building blocks 
of analysis. 

4. Assumptions—identification of important assumptions regarding a company’s industry and economic 
environment, and other important assumptions for estimates. 

5. Key factors—list of important favorable and unfavorable factors, both quantitative and qualitative, for 
company performance; usually organized by areas of analysis. 


6. Inferences—forecasts, estimates, interpretations, and conclusions drawing on all sections of the report. 


We must remember that the user dictates relevance, meaning that the analysis report should include a 
brief table of contents to help readers focus on those areas most relevant to their decisions. All irrelevant 
matter must be eliminated. For example, decades-old details of obscure transactions and detailed miscues 
of the analysis are irrelevant. Ambiguities and qualifications to avoid responsibility or hedging inferences 
must be eliminated. Finally, writing is important. Mistakes in grammar and errors of fact compromise the 
report’s credibility. 





@ Decision Insig! 


Short Selling Short selling refers to selling stock before you buy it. Here’s an example: You borrow 
100 shares of Nike stock, sell them at $40 each, and receive money from their sale. You then wait. You 
hope that Nike's stock price falls to, say, $35 each and you can replace the borrowed stock for less than 
you sold it for, reaping a profit of $5 each less any transaction costs. E 
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DEMONSTRATION PROBLEM 


Use the following financial statements of Precision Co. to complete these requirements. 


1. Prepare comparative income statements showing the percent increase or decrease for year 2011 in 
comparison to year 2010. 


2. Prepare common-size comparative balance sheets for years 2011 and 2010. 


3. Compute the following ratios as of December 31, 2011, or for the year ended December 31, 2011, and 
identify its building block category for financial statement analysis. 


a. Current ratio 
Acid-test ratio 


c. Accounts receivable turnover 

d. Days’ sales uncollected 

e. Inventory turnover 

f. Debt ratio 

g. Debt-to-equity ratio 

h. Times interest earned 

i. Profit margin ratio 

j- Total asset turnover 

k. Return on total assets 

I. Return on common stockholders’ equity 
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PRECISION COMPANY PRECISION COMPANY 
Comparative Income Statements Comparative Balance Sheets 
For Years Ended December 31, 2011 and 2010 December 31, 2011 and 2010 
2011 2010 2011 
SMES tcc A A OAE $2,486,000 $2,075,000 Assets 
Eost ofigoods sold aa ener er rrr 1,523,000 1,222,000 Current assets 
GrOSS PLOI E A een ec te 963,000 853,000 Cash a a A vie ere E E $ 79,000 $ 42,000 
Operating expenses Short-term investments ........... 65,000 96,000 
Advertising expense .............. 145,000 100,000 Accounts receivable, net ........... 120,000 100,000 
Sales salaries expense ............. 240,000 280,000 Merchandise inventory ............ 250,000 265,000 
Office salaries expense ............ 165,000 200,000 Total current assets ............... 514,000 503,000 
Insurance expense ............... 100,000 45,000 Plant assets 
Supplies expense ................. 26,000 35,000 Store equipment, net ............. 400,000 350,000 
Depreciation expense ............. 85,000 75,000 Office equipment, net ............. 45,000 50,000 
Miscellaneous expenses ........... 17,000 15,000 Buildings,net: \ 20.4264. cee eae coe 625,000 675,000 
Total operating expenses .......... 778,000 750,000 [229 eS aE te ee ee RE 100,000 100,000 
Operating income .................. 185,000 103,000 Total plant assets ................. 1,170,000 1,175,000 
Interest expense ................00. 44,000 46,000 Totaliassetey concen ine oe nn eens $1,684,000 $1,678,000 
Income before taxes ................ 141,000 57,000 Ae 
Income taxes ..... 0.0 ecec eevee eves 47,000 19,000 anime 
—— ae AS ee Current liabilities 
NEE INCOME. Wa acorns eooea a we $ 94,000 $ 38,000 
——— Accounts payable................. $ 164,000 $ 190,000 
Earnings per share...............--- $ 0.99 $ 0.40 Short-term notes payable .......... 75,000 90,000 
Taxes payable’ sss\cccaters situersrer ere nne 26,000 12,000 
Total current liabilities ............. 265,000 292,000 


Long-term liabilities 


Notes payable (secured by 











mortgage on buildings) .......... 400,000 420,000 
Total liabilities ..................... 665,000 712,000 
Stockholders’ Equity 
Common stock, $5 par value ......... 475,000 475,000 
Retained earnings .................. 544,000 491,000 
Total stockholders’ equity ........... 1,019,000 966,000 
Total liabilities and equity ............ $1,684,000 $1,678,000 








PLANNING THE SOLUTION 
© Set up a four-column income statement; enter the 2011 and 2010 amounts in the first two columns and then 
enter the dollar change in the third column and the percent change from 2010 in the fourth column. 


© Set up a four-column balance sheet; enter the 2011 and 2010 year-end amounts in the first two columns 
and then compute and enter the amount of each item as a percent of total assets. 


© Compute the required ratios using the data provided. Use the average of beginning and ending amounts 
when appropriate (see Exhibit 17.16 for definitions). 


SOLUTION TO DEMONSTRATION PROBLEM 
1. 


PRECISION COMPANY 
Comparative Income Statements 
For Years Ended December 31, 2011 and 2010 


Increase 
(Decrease) in 2011 








2010 Amount Percent 
Sales er A EE EEEE aus $2,486,000 $2,075,000 $411,000 19.8% 
Cost of goods sold ............... 1,523,000 1,222,000 301,000 24.6 
Gross\profitia nent etn eit: 963,000 853,000 110,000 12.9 


[continued on next page] 


Chapter 17 Analysis of Financial Statements 709 


[continued from previous page] 


Operating expenses 




















Advertising expense ............ 145,000 100,000 45,000 45.0 
Sales salaries expense ........... 240,000 280,000 (40,000) (14.3) 
Office salaries expense .......... 165,000 200,000 (35,000) (17.5) 
Insurance expense .............. 100,000 45,000 55,000 122.2 
Suppliesiexpense EEEE 26,000 35,000 (9,000) (25.7) 
Depreciation expense ........... 85,000 75,000 10,000 13.3 
Miscellaneous expenses ......... 17,000 15,000 2,000 13.3 
Total operating expenses ......... 778,000 750,000 28,000 3.7 
Operating income ................ 185,000 103,000 82,000 79.6 
WARASE EPEMNSA ooo cceocoscvescue 44,000 46,000 (2,000) (4.3) 
Income before taxes .............. 141,000 57,000 84,000 147.4 
Income taxes co css dec eee ee es 47,000 19,000 28,000 147.4 
Net income s -eeerece riere eean $ 94,000 $ 38,000 $ 56,000 147.4 
Earnings per share ................ $ 0.99 $ 0.40 $ 0.59 147.5 


PRECISION COMPANY 
Common-Size Comparative Balance Sheets 
December 31,2011 and 2010 
Common-Size 
December 31 Percents 


2011 2010 2011* 2010* 





Assets 


Current assets 














EASE D r E E A eer $ 79,000 $ 42,000 4.7% 2.5% 
Short-term investments ........... 65,000 96,000 3.9 5.7 
Accounts receivable, net........... 120,000 100,000 7.1 6.0 
Merchandise inventory ............ 250,000 265,000 14.8 15.8 
Total current assets ..........+5..¢ 514,000 503,000 30.5 30.0 
Plant assets 
Store equipment, net ............. 400,000 350,000 23.8 20.9 
Office equipment, net ............. 45,000 50,000 2.7 3.0 
Buildings net aee seenen aee oma 625,000 675,000 37.1 40.2 
a E E a E 100,000 100,000 _5.9 _ 6.0 
Total plant assets ................. 1,170,000 1,175,000 69.5 70.0 
Totaliassets) sews dere cance E $1,684,000 $1,678,000 100.0 100.0 
Liabilities 
Current liabilities 
Accounts payable ................ $ 164,000 $ 190,000 9.7% 11.3% 
Short-term notes payable.......... 75,000 90,000 4.5 5.4 
Maxes payable a vp t create 26,000 12,000 1.5 _0.7 
Total current liabilities............. 265,000 292,000 15.7 17.4 


Long-term liabilities 


Notes payable (secured by 











mortgage on buildings)........... 400,000 420,000 23.8 25.0 
Totallliabilities me rain ter 665,000 712,000 39.5 42.4 
Stockholders’ equity 
Common stock, $5 par value ......... 475,000 475,000 28.2 28.3 
Retained earnings .................. 544,000 491,000 32.3 29.3 
Total stockholders’ equity ........... 1,019,000 966,000 60.5 57.6 
Total liabilities and equity ............ $1,684,000 $1,678,000 100.0 100.0 








* Columns do not always exactly add to 100 due to rounding. 
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3. Ratios for 2011: 
a. Current ratio: $514,000/$265,000 = 1.9:1 (liquidity and efficiency) 
b. Acid-test ratio: ($79,000 + $65,000 + $120,000)/$265,000 = 1.0:1 (liquidity and efficiency) 
c. Average receivables: ($120,000 + $100,000)/2 = $110,000 
Accounts receivable turnover: $2,486,000/$110,000 = 22.6 times (liquidity and efficiency) 
d. Days’ sales uncollected: ($120,000/$2,486,000) X 365 = 17.6 days (liquidity and efficiency) 
Average inventory: ($250,000 + $265,000)/2 = $257,500 
Inventory turnover: $1,523,000/$257,500 = 5.9 times (liquidity and efficiency) 
Debt ratio: $665,000/$1,684,000 = 39.5% (solvency) 
Debt-to-equity ratio: $665,000/$1,019,000 = 0.65 (solvency) 
Times interest earned: $185,000/$44,000 = 4.2 times (solvency) 
Profit margin ratio: $94,000/$2,486,000 = 3.8% (profitability) 


j. Average total assets: ($1,684,000 + $1,678,000)/2 = $1,681,000 
Total asset turnover: $2,486,000/$1,681,000 = 1.48 times (liquidity and efficiency) 


k. Return on total assets: $94,000/$1,681,000 = 5.6% or 3.8% X 1.48 = 5.6% (profitability) 


I. Average total common equity: ($1,019,000 + $966,000)/2 = $992,500 
Return on common stockholders’ equity: $94,000/$992,500 = 9.5% (profitability) 


p 


TA a 


APPENDIX 


1A 


Sustainable Income 











A2 


Explain the form and 
assess the content of 
a complete income 
statement. 








When a company’s revenue and expense transactions are from normal, continuing operations, a simple 
income statement is usually adequate. When a company’s activities include income-related events not part 
of its normal, continuing operations, it must disclose information to help users understand these events 
and predict future performance. To meet these objectives, companies separate the income statement into 
continuing operations, discontinued segments, extraordinary items, comprehensive income, and earnings 
per share. For illustration, Exhibit 17A.1 shows such an income statement for ComUS. These separate 
distinctions help us measure sustainable income, which is the income level most likely to continue into 
the future. Sustainable income is commonly used in PE ratios and other market-based measures of 
performance. 


Continuing Operations The first major section (@) shows the revenues, expenses, and income 
from continuing operations. Users especially rely on this information to predict future operations. Many 
users view this section as the most important. Earlier chapters explained the items comprising income 
from continuing operations. 


Discontinued Segments A business segment is a part of a company’s operations that serves a 
particular line of business or class of customers. A segment has assets, liabilities, and financial results of 
operations that can be distinguished from those of other parts of the company. A company’s gain or loss 
from selling or closing down a segment is separately reported. Section @ of Exhibit 17A.1 reports both 
(1) income from operating the discontinued segment for the current period prior to its disposal and (2) the 
loss from disposing of the segment’s net assets. The income tax effects of each are reported separately 
from the income taxes expense in section (). 


Extraordinary Items Section © reports extraordinary gains and losses, which are those that are 
both unusual and infrequent. An unusual gain or loss is abnormal or otherwise unrelated to the compa- 
ny’s regular activities and environment. An infrequent gain or loss is not expected to recur given the 
company’s operating environment. Reporting extraordinary items in a separate category helps users pre- 
dict future performance, absent the effects of extraordinary items. Items usually considered extraordinary 
include (1) expropriation (taking away) of property by a foreign government, (2) condemning of property 
by a domestic government body, (3) prohibition against using an asset by a newly enacted law, and 
(4) losses and gains from an unusual and infrequent calamity (“act of God”). Items not considered extraor- 
dinary include (1) write-downs of inventories and write-offs of receivables, (2) gains and losses from 
disposing of segments, and (3) financial effects of labor strikes. 
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ComUS 


Income Statement 
For Year Ended December 31, 2011 











INetisalesicre acne aoe E cnt raster EE MAM nN E $8,478,000 
Operating expenses 
Gostiofisoodsisoldtrrryanc serene a er ie ete ees $5,950,000 
Depreciationkexpense mer e e tren er A rt ercet et 35,000 
Other selling, general, and administrative expenses .................... 515,000 
Interest EXPENSE a A pinnae ott here auth rere erates roars 20,000 
© Totalioperatinsexpenscsm ET ee eee enn T (6,520,000) 
Other gains (losses) 
Fossfoniplantnelocation en tt etre rte rete in ein nee acetate es (45,000) 
Gainionisale; ofisurplusiland i ranatrcnae suture renter 72,000 
Income from continuing operations before taxes .....................00. 1,985,000 
Incometaxes expense matin wernt ti erect nin iitta cnr tartet et (595,500) 
Income from continuing operations ............... 0.00. cee e eee eee eae 1,389,500 
Discontinued segment 
O) | Income from operating Division A (net of $180,000 taxes) ................ 420,000 
Loss on disposal of Division A (net of $66,000 tax benefit) ................ (154,000) 266,000 
Income before extraordinary items .............. 00. eee cece eee eens 1,655,500 
Extraordinary items 
© | Gain on land expropriated by state (net of $85,200 taxes) ................ 198,800 
Loss from earthquake damage (net of $270,000 tax benefit) ............... (630,000) (431,200) 
Net income see menea E Lea te encore eras, emoParaey cre ek pr E ae $1,224,300 


Earnings per common share (200,000 outstanding shares) 


Income from continuing operations ............. 6.00 e cece cece eee eee $ 6.95 
Discontinúedi operations ss see eke neee eee e an e 1.33 
@ Income before extraordinary items e e a tettsieitiiel tlt ir etter rene 8.28 
Extraordinary items secese cease eea e E E EE E E e a (2.16) 
Net income (basic earnings per share) ............ 00.00 cece sees eee $ 6.12 


Gains and losses that are neither unusual nor infrequent are reported as part of continuing operations. 
Gains and losses that are either unusual or infrequent, but not both, are reported as part of continuing 
operations but after the normal revenues and expenses. 


& Decision Answer — p. 713 





Small Business Owner You own an orange grove near Jacksonville, Florida. A bad frost destroys 
about one-half of your oranges. You are currently preparing an income statement for a bank loan. Can you 
claim the loss of oranges as extraordinary? W 


Earnings per Share The final section @ of the income statement in Exhibit 17A.1 reports earnings 
per share for each of the three subcategories of income (continuing operations, discontinued segments, 
and extraordinary items) when they exist. Earnings per share is discussed in Chapter 13. 


Changes in Accounting Principles The consistency concept directs a company to apply the 
same accounting principles across periods. Yet a company can change from one acceptable accounting 
principle (such as FIFO, LIFO, or weighted-average) to another as long as the change improves the useful- 
ness of information in its financial statements. A footnote would describe the accounting change and why 
it is an improvement. 

Changes in accounting principles require retrospective application to prior periods’ financial state- 
ments. Retrospective application involves applying a different accounting principle to prior periods as if 
that principle had always been used. Retrospective application enhances the consistency of financial 
information between periods, which improves the usefulness of information, especially with comparative 
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EXHIBIT 17A.1 


Income Statement (all-inclusive) 
for a Corporation 


Point: Changes in principles are 
sometimes required when new 
accounting standards are issued. 
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analyses. (Prior to 2005, the cumulative effect of changes in accounting principles was recognized in net 
income in the period of the change.) Accounting standards also require that a change in depreciation, 
amortization, or depletion method for long-term operating assets is accounted for as a change in account- 
ing estimate—that is, prospectively over current and future periods. This reflects the notion that an entity 
should change its depreciation, amortization, or depletion method only with changes in estimated asset 


benefits, the pattern of benefit usage, or information about those benefits. 






Quick Check 








Answers — p. 713 


13. Which of the following is an extraordinary item? (a) a settlement paid to a customer injured 
while using the company's product, (b) a loss to a plant from damages caused by a meteorite, 
or (c) a loss from selling old equipment. 


14. Identify the four major sections of an income statement that are potentially reportable. 

15. A company using FIFO for the past 15 years decides to switch to LIFO. The effect of this 
event on prior years’ net income is (a) reported as if the new method had always been used; 
(b) ignored because it is a change in an accounting estimate; or (c) reported on the current 


year income statement. 


Summary 


C1 Explain the purpose and identify the building blocks of 
analysis. The purpose of financial statement analysis is to help 
users make better business decisions. Internal users want informa- 
tion to improve company efficiency and effectiveness in providing 
products and services. External users want information to make bet- 
ter and more informed decisions in pursuing their goals. The com- 
mon goals of all users are to evaluate a company’s (1) past and 
current performance, (2) current financial position, and (3) future 
performance and risk. Financial statement analysis focuses on four 
“building blocks” of analysis: (1) liquidity and efficiency—ability to 
meet short-term obligations and efficiently generate revenues; 
(2) solvency—ability to generate future revenues and meet long- 
term obligations; (3) profitability—ability to provide financial 
rewards sufficient to attract and retain financing; and (4) market 
prospects—ability to generate positive market expectations. 


C2 Describe standards for comparisons in analysis. Standards 

for comparisons include (1) intracompany—prior performance 
and relations between financial items for the company under analy- 
sis; (2) competitor—one or more direct competitors of the company; 
(3) industry—industry statistics; and (4) guidelines (rules of 
thumb)—general standards developed from past experiences and 
personal judgments. 


M Summarize and report results of analysis. A financial state- 
ment analysis report is often organized around the building 

blocks of analysis. A good report separates interpretations and con- 

clusions of analysis from the information underlying them. An anal- 

ysis report often consists of six sections: (1) executive summary, 

(2) analysis overview, (3) evidential matter, (4) assumptions, (5) key 

factors, and (6) inferences. 


Guidance Answers to Decision Maker 


Auditor The joint relation referred to is the combined increase in 
sales and the decrease in expenses yielding more than a 5% increase 
in income. Both individual accounts (sales and expenses) yield per- 
cent changes within the +5% acceptable range. However, a joint 


AA Explain the form and assess the content of a complete 

income statement. An income statement has four potential 
sections: (1) continuing operations, (2) discontinued segments, 
(3) extraordinary items, and (4) earnings per share. 


P1 Explain and apply methods of horizontal analysis. 

Horizontal analysis is a tool to evaluate changes in data 
across time. Two important tools of horizontal analysis are com- 
parative statements and trend analysis. Comparative statements 
show amounts for two or more successive periods, often with 
changes disclosed in both absolute and percent terms. Trend 
analysis is used to reveal important changes occurring from one 
period to the next. 


P2 Describe and apply methods of vertical analysis. Verti- 
cal analysis is a tool to evaluate each financial statement 

item or group of items in terms of a base amount. Two tools 

of vertical analysis are common-size statements and graphical 

analyses. Each item in common-size statements is expressed as 

a percent of a base amount. For the balance sheet, the base 

amount is usually total assets, and for the income statement, 

it is usually sales. 


Define and apply ratio analysis. Ratio analysis provides 

clues to and symptoms of underlying conditions. Ratios, 
properly interpreted, identify areas requiring further investigation. 
A ratio expresses a mathematical relation between two quantities 
such as a percent, rate, or proportion. Ratios can be organized into 
the building blocks of analysis: (1) liquidity and efficiency, (2) sol- 
vency, (3) profitability, and (4) market prospects. 





analysis suggests a different picture. For example, consider a joint 
analysis using the profit margin ratio. The client’s profit margin is 
11.46% ($206,000 — $182,400/$206,000) for the current year com- 
pared with 5.0% ($200,000 — $190,000/$200,000) for the prior 
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year—yielding a 129% increase in profit margin! This is what con- 
cerns the partner, and it suggests expanding audit tests to verify or 
refute the client’s figures. 


Banker Your decision on the loan application is positive for at 
least two reasons. First, the current ratio suggests a strong ability to 
meet short-term obligations. Second, current assets of $160,000 and 
a current ratio of 4:1 imply current liabilities of $40,000 (one-fourth 
of current assets) and a working capital excess of $120,000. This 
working capital excess is 60% of the loan amount. However, if the 
application is for a 10-year loan, our decision is less optimistic. The 


Guidance Answers to Quick Checks 


1. General-purpose financial statements are intended for a variety 
of users interested in a company’s financial condition and 
performance—users without the power to require specialized 
financial reports to meet their specific needs. 

2. General-purpose financial statements include the income state- 
ment, balance sheet, statement of stockholders’ (owners’) eq- 
uity, and statement of cash flows plus the notes related to these 
statements. 

3. a 

4. Data from one or more direct competitors are usually preferred 
for comparative purposes. 

5. d 

6. Percents on comparative income statements show the increase 
or decrease in each item from one period to the next. On 
common-size comparative income statements, each item is 
shown as a percent of net sales for that period. 

7c 

8. (a) ($820,000 + $240,000 + $470,000)/ 

($350,000 + $180,000) = 2.9 to 1. 
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current ratio and working capital suggest a good safety margin, but 
indications of inefficiency in operations exist. In particular, a 4:1 cur- 
rent ratio is more than double its key competitors’ ratio. This is 
characteristic of inefficient asset use. 


Small Business Owner The frost loss is probably not extraor- 
dinary. Jacksonville experiences enough recurring frost damage to 
make it difficult to argue this event is both unusual and infrequent. 
Still, you want to highlight the frost loss and hope the bank views this 


uncommon event separately from continuing operations. 


(b) ($820,000 + $240,000)/($350,000 + $180,000) = 2:1. 
9. (a) $2,500,000/[($290,000 + $240,000)/2] = 9.43 times. 
(b) ($290,000/$2,500,000) X 365 = 42 days. 
(c) $750,000/[($530,000 + $470,000)/2] = 1.5 times. 
(d) ($530,000/$750,000) X 365 = 258 days. 
10. c 
11. b 


12. Profit margin X Total asset _ Return on 
turnover total assets 
$945,000 
$8,500,000 
13. (b) 
14. The four (potentially reportable) major sections are income 
from continuing operations, discontinued segments, extraordi- 
nary items, and earnings per share. 


1.8 = 20% 


15. (a); known as retrospective application. 


Key Terms mhhe.com/wildFAP20e 


Business segment (p. 710) 

Common-size financial statement (p. 693) 
Comparative financial statements (p. 688) 
Efficiency (p. 687) 

Equity ratio (p. 701) 

Extraordinary gains and losses (p. 710) 


statements (p. 687) 


Liquidity (p. 687) 
Financial reporting (p. 687) 


Multiple Choice Quiz 


Additional Quiz Questions are available at the book’s Website. 


1. A company’s sales in 2010 were $300,000 and in 2011 were 
$351,000. Using 2010 as the base year, the sales trend percent 


for 2011 is: 
a. 17% 
b. 85% 


Financial statement analysis (p. 686) 
General-purpose financial 


Horizontal analysis (p. 688) 
Infrequent gain or loss (p. 710) 


Answers on p. 729 


Profitability (p. 687) 

Ratio analysis (p. 688) 
Solvency (p. 687) 

Unusual gain or loss (p. 710) 
Vertical analysis (p. 688) 
Working capital (p. 697) 


Market prospects (p. 687) 







mhhe.com/wildFAP20e 


c. 100% 
d. 117% 
e. 48% 
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Use the following information for questions 2 through 5. 


2: 


Icon denotes assignments that involve decision making. 


A Superscript letter A denotes assignments based on Appendix | 7A. 


GALLOWAY COMPANY 


Balance Sheet 
December 31, 2011 











Assets 

Cashi acne seine enema snare $ 86,000 
Accounts receivable ............ 76,000 
Merchandise inventory .......... 122,000 
Prepaid insurance .............. 12,000 
Long-term investments .......... 98,000 
Plant assets, net -seoaren eas 436,000 
Totalassets a e E a $830,000 
Liabilities and Equity 

Current liabilities. .............. $124,000 
Long-term liabilities............. 90,000 
Common stock o seere ees 300,000 
Retained earnings .............. 316,000 
Total liabilities and equity ........ $830,000 





What is Galloway Company’s current ratio? 
a. 0.69 
b. 1.31 
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- 3.88 

- 6.69 

2239 

hat is Galloway Company’s acid-test ratio? 
2.39 
0.69 

ES 

- 6.69 

- 3.88 

hat is Galloway Company’s debt ratio? 

E 25.78% 

- 100.00% 

- 74.22% 

. 137.78% 

- 34.74% 

hat is Galloway Company’s equity ratio? 

a 25.78% 

- 100.00% 

- 34.74% 

- 14.22% 

a 137.78% 


oae 


on2o7ea sono Tea Soka TD sz 


Discussion Questions 


1. 


2. 


10. 


What is the difference between comparative financial state- 
ments and common-size comparative statements? 

Which items are usually assigned a 100% value on (a) a 
common-size balance sheet and (b) a common-size income 
statement? 


- Explain the difference between financial reporting and finan- 


cial statements. 


: i What three factors would influence your evaluation as to 


whether a company’s current ratio is good or bad? 


. Œ Suggest several reasons why a 2:1 current ratio might not 


be adequate for a particular company. 


5 Why is working capital given special attention in the pro- 


cess of analyzing balance sheets? 


: What does the number of days’ sales uncollected indicate? 
a What does a relatively high accounts receivable turnover 


indicate about a company’s short-term liquidity? 


: Why is a company’s capital structure, as measured by debt 


and equity ratios, important to financial statement analysts? 


How does inventory turnover provide information about a 
company’s short-term liquidity? 


11. 


12. 


13. 


14. 


15. 


16. 


17. 


What ratios would you compute to evaluate management 
performance? 


n Why would a company’s return on total assets be different 
from its return on common stockholders’ equity? 

Where on the income statement does a company report an un- 
usual gain not expected to occur more often than once every 
two years or so? 

Use Research In Motion’s financial statements in 
Appendix A to compute its return on total assets for RIM 
fiscal years ended February 27, 2010, and February 28, 2009. 
Total assets at March 1, 2008, were $5,511,187 (in thousands). 


Refer to Palm’s financial statements in Appendix A 


to compute its equity ratio as of May 31, 2009 and Palm 
May 31, 2008. 

Refer to Nokia’s financial statements in Appen- 

dix A. Compute its debt ratio as of December 31, NOKIA 
2009, and December 31, 2008. 

Refer to Apple’s financial statements in Appendix Apple 


A. Compute its profit margin for the fiscal year 
ended September 26, 2009. 
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m connect 


Which of the following items (1) through (9) are part of financial reporting but are not included as part of 
general-purpose financial statements? (1) stock price information and analysis, (2) statement of cash flows, 
(3) management discussion and analysis of financial performance, (4) income statement, (5) company 
news releases, (6) balance sheet, (7) financial statement notes, (8) statement of shareholders’ equity, 
(9) prospectus. 
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QUICK STUDY 


QS 17-1 
Financial reporting (1 





What are four possible standards of comparison used to analyze financial statement ratios? Which of these 
is generally considered to be the most useful? Which one is least likely to provide a good basis for 
comparison? 


QS 17-2 
Standard of comparison C2 





Use the following information for Tipster Corporation to determine the 2010 and 2011 trend percents for 
net sales using 2010 as the base year. 


QS 17-3 
Trend percents 





P1 
($ thousands) 2011 2010 
Net sales AE A, $201,600 $114,800 
Cost of goods sold ........ 109,200 60,200 
Refer to the information in QS 17-3. Use that information for Tipster Corporation to determine the 2010 QS 17-4 


and 2011 common-size percents for cost of goods sold using net sales as the base. 


Common-size analysis P2 





Compute the annual dollar changes and percent changes for each of the following accounts. 


QS 17-5 
Horizontal analysis 





ee <a r 
Short-term investments ........ $217,800 $165,000 
Accounts receivable ........... 42,120 48,000 
Notes payable ................ 57,000 0 
For each ratio listed, identify whether the change in ratio value from 2010 to 2011 is usually regarded as OS 17-6 


favorable or unfavorable. 


Ratio 2011 2010 Ratio 2011 2010 
|. Profit margin 8% 6% 5. Accounts receivable turnover 5.4 6.6 
2. Debt ratio 45% 40% 6. Basic earnings per share $1.24 $1.20 
3. Gross margin 33% 45% 7. Inventory turnover 3.5 3.3 
4. Acid-test ratio 0.99 1.10 8. Dividend yield 1% 0.8% 


Ratio interpretation 


"A 





The following information is available for Silverado Company and Titan Company, similar firms operating 
in the same industry. Write a half-page report comparing Silverado and Titan using the available informa- 
tion. Your discussion should include their ability to meet current obligations and to use current assets 
efficiently. 





X Microsoft Excel - Book1 





Insert Format Tools Data Accounting Window Help 





QS 17-7 
Analysis of short-term 
financial condition 













Arial 


Ef Hi MOB iox~ <o- BZU S%, BA 
Silverado Titan 















3. Current ratio 1.6 1.7 2.0 3.1 2.6 
4 Acid-test ratio 0.9 1.0 1.1 2.7 2.4 1.5 
5 | Accounts receivable turnover 29.5 24.2 28.2 15.4 14.2 15.0 
6 | Merchandise inventory turnover 23.2 20.9 16.1 13.5 12.0 11.6 
Z {Working capital $60,000 $48,000 $42,000 $121,000 $93,000 $68,000 


Mt APA Sheet! Sheet 7 is 1 








2012 2011 2010 2012 2011 2010 









pi 



















Team Project: Assume 
that the two companies apply 
for a one-year loan from the 
team. Identify additional 
information the companies 
must provide before the 
team can make a loan 
decision. 
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QS 17-84 


Error adjustments 


LA 


A review of the notes payable files discovers that three years ago the company reported the entire amount 
of a payment (principal and interest) on an installment note payable as interest expense. This mistake had 
a material effect on the amount of income in that year. How should the correction be reported in the 
current year financial statements? 





QS 17-9 


International ratio analysis 


"@ 


EXERCISES 


Exercise 17-1 
Building blocks of analysis 


C1 


Answer each of the following related to international accounting and analysis. 


a. Identify an advantage to using horizontal and vertical analyses when examining companies reporting 
under different currencies. 


b. Identify a limitation to using ratio analysis when examining companies reporting under different ac- 
counting systems such as IFRS versus U.S. GAAP. 


m connect 


Match the ratio to the building block of financial statement analysis to which it best relates. 
A. Liquidity and efficiency C. Profitability 


B. Solvency D. Market prospects 

1. ____ Book value per common share 6. ____ Gross margin ratio 
2. Days’ sales in inventory 7. —____ Acid-test ratio 

3. Accounts receivable turnover 8. ___ Equity ratio 

4. Debt-to-equity 9. ______ Return on total assets 
5. Times interest earned 10. ___ Dividend yield 





Exercise 17-2 
Identifying financial ratios 


e ÅA 


1. Which two short-term liquidity ratios measure how frequently a company collects its accounts? 
2. What measure reflects the difference between current assets and current liabilities? 


3. Which two ratios are key components in measuring a company’s operating efficiency? Which ratio 
summarizes these two components? 





Exercise 17-3 
Computation and analysis of 
trend percents 


P1 


Compute trend percents for the following accounts, using 2009 as the base year. State whether the situation 
as revealed by the trends appears to be favorable or unfavorable for each account. 


2013 2012 2011 2010 2009 
Salesi e A r $283,880 $271,800 $253,680 $235,560 $151,000 
Cost of goods sold ......... 129,200 123,080 116,280 107,440 68,000 
Accounts receivable ........ 19,100 18,300 17,400 16,200 10,000 





Exercise 17-4 
Determination of income 
effects from common-size 
and trend percents 


Pi P2 


Common-size and trend percents for Aziz Company’s sales, cost of goods sold, and expenses follow. 
Determine whether net income increased, decreased, or remained unchanged in this three-year period. 





Common-Size Percents Trend Percents 

2012 2011 2010 2012 2011 2010 
Sal ES e atten cna 100.0% 100.0% 100.0% 104.4% 103.2% 100.0% 
Cost of goods sold ........ 62.4 60.9 58.1 102.0 108.1 100.0 


Total expenses ............ 14.3 13.8 14.1 105.9 101.0 100.0 
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Express the following comparative income statements in common-size percents and assess whether or not 
this company’s situation has improved in the most recent year. 


GERALDO CORPORATION 
Comparative Income Statements 


For Years Ended December 31, 2011 and 2010 





2011 2010 
Sales tence sane ees sen cveeres $720,000 $535,000 
Cost of goods sold ......... 475,200 280,340 
Gross profit............... 244,800 254,660 
Operating expenses ........ 151,200 103,790 
Net income e eternal: $ 93,600 $150,870 


Exercise 17-5 
Common-size percent 
computation and interpretation 


eA 





Rolf Company and Kent Company are similar firms that operate in the same industry. Kent began opera- 
tions in 2011 and Rolf in 2008. In 2013, both companies pay 7% interest on their debt to creditors. The 
following additional information is available. 





Rolf Company Kent Company 
2012 2012 2011 
Total asset turnover .......... 3.0 2.7 2.9 1.6 1.4 L.I 
Return on total assets ........ 8.9% 9.5% 8.7% 5.8% 5.5% 5.2% 
Profit margin ratio ........... 2.3% 2.4% 2.2% 2.7% 2.9% 2.8% 
Sales sijscnawecaumenae same $400,000 $370,000 $386,000 $200,000 $160,000 $100,000 


Write a half-page report comparing Rolf and Kent using the available information. Your analysis should 
include their ability to use assets efficiently to produce profits. Also comment on their success in employing 
financial leverage in 2013. 


Exercise 17-6 
Analysis of efficiency and 
financial leverage 


A i 





Sanderson Company’s year-end balance sheets follow. Express the balance sheets in common-size per- 
cents. Round amounts to the nearest one-tenth of a percent. Analyze and comment on the results. 





At December 31 2012 2011 2010 
Assets 

Gash sas A EAE he ha tea eA ee een Coa TE $ 30,800 $ 35,625 $ 36,800 
Accounts receivable, net .............00000- 88,500 62,500 49,200 
Merchandise inventory ..................0. 111,500 82,500 53,000 
Prepaid expenses: 6 .o.d.c.sccc sei sienssicceiereccunsvonsnee 9,700 9,375 4,000 
Plantassets Neti. ak «ctcewu ewe anes ve eens 277,500 255,000 229,500 
MOtal assets, 4. si. cisccs cwenmnom EE eienere epee $518,000 $445,000 $372,500 








Liabilities and Equity 





Accountsipayablemratsi erin etre re $128,900 $ 75,250 $ 49,250 
Long-term notes payable secured by 

mortgages on plant assets ............... 97,500 102,500 82,500 
Common stock, $10 par value .............. 162,500 162,500 162,500 
Retainediearmings: secese soccer seme ee 129,100 104,750 78,250 
Total liabilities and equity .................. $518,000 $445,000 $372,500 








Exercise 17-7 
Common-size percents 


e A 





Refer to Sanderson Company’s balance sheets in Exercise 17-7. Analyze its year-end short-term liquidity 
position at the end of 2012, 2011, and 2010 by computing (1) the current ratio and (2) the acid-test ratio. 
Comment on the ratio results. (Round ratio amounts to two decimals.) 


Exercise 17-8 
Liquidity analysis 


"A 
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Exercise 17-9 
Liquidity analysis and 
interpretation 


"A 


Refer to the Sanderson Company information in Exercise 17-7. The company’s income statements for the 
years ended December 31, 2012 and 2011, follow. Assume that all sales are on credit and then compute: 
(1) days’ sales uncollected, (2) accounts receivable turnover, (3) inventory turnover, and (4) days’ sales in 
inventory. Comment on the changes in the ratios from 2011 to 2012. (Round amounts to one decimal.) 


For Year Ended December 31 2012 2011 

Sales ees me E a Sacre $672,500 $530,000 
Cost of goods sold .............. $410,225 $344,500 

Other operating expenses ........ 208,550 133,980 

Interest expense ................ 11,100 12,300 

Income taxes: e oaeeo nese aa 8,525 7,845 

Total costs and expenses ......... 638,400 498,625 
Netincome oe oe ae e aoe $ 34,100 $ 31,375 
Earnings per share............... $ 210 $ 1.93 





Exercise 17-10 
Risk and capital structure 


analysis P3 


Refer to the Sanderson Company information in Exercises 17-7 and 17-9. Compare the company’s long- 
term risk and capital structure positions at the end of 2012 and 2011 by computing these ratios: (1) debt 
and equity ratios, (2) debt-to-equity ratio, and (3) times interest earned. Comment on these ratio results. 





Exercise 17-11 
Efficiency and 


profitability analysis P3 


Refer to Sanderson Company ’s financial information in Exercises 17-7 and 17-9. Evaluate the company’s 
efficiency and profitability by computing the following for 2012 and 2011: (1) profit margin ratio, (2) total 
asset turnover, and (3) return on total assets. Comment on these ratio results. 





Exercise 17-12 
Profitability analysis 


"A 


Refer to Sanderson Company’s financial information in Exercises 17-7 and 17-9. Additional information 
about the company follows. To help evaluate the company’s profitability, compute and interpret the fol- 
lowing ratios for 2012 and 2011: (1) return on common stockholders’ equity, (2) price-earnings ratio on 


December 31, and (3) dividend yield. 


Common stock market price, December 31, 2012........ 
Common stock market price, December 31, 2011 
Annual cash dividends per share in 2012 
Annual cash dividends per share in 201 | 





Exercise 17-134 
Income statement categories 


A2 


In 2011, Jin Merchandising, Inc., sold its interest in a chain of retail outlets, taking the company completely 
out of the retailing business. The company still operates its wholesale outlets. A listing of the major sections 


of an income statement follows: 
A. Income (loss) from continuing operations 


B. Income (loss) from operating, or gain (loss) from disposing, a discontinued segment 


C. Extraordinary gain (loss) 


Indicate where each of the following income-related items for this company appears on its 2011 income 
statement by writing the letter of the appropriate section in the blank beside each item. 


Section Item 


2. Gain on state’s condemnation 
of company property (net of tax) 


. Salaries expense 


3 

4. Income taxes expense 
5. Depreciation expense 
6 


. Gain on sale of retail business 
segment (net of tax) 
7. Loss from operating retail business 
segment (net of tax) ........... 


8. Cost of goods sold ............ 


Debit 


KNet sales oa cs: mn srecuet emmmnacunnls AE DAN 


$ 640,000 
117,000 
432,500 


544,000 
1,580,000 


Credit 


$3,000,000 


330,000 


875,000 
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Use the financial data for Jin Merchandising, Inc., in Exercise 17-13 to prepare its income statement for 
calendar year 2011. (Ignore the earnings per share section.) 


Exercise 17-144 
Income statement presentation 


A2 





Nintendo Company, Ltd., reports the following financial information as of, or for the year ended, March 
31, 2008. Nintendo reports its financial statements in both Japanese yen and U.S. dollars as shown 
(amounts in millions). 


Current assets .......... ¥1,646,834  $16,468.348 
Motal assets ee ee 1,802,490 18,024.903 
Current liabilities ........ 567,222 5,672.229 
Netisales coce orenens ees 1,672,423 16,724.230 
Net income ............. 257,342 2,573.426 


1. Compute Nintendo’s current ratio, net profit margin, and sales-to-total-assets using the financial infor- 
mation reported in (a) yen and (b) dollars. 


2. What can we conclude from a review of the results for part 1? 


m connect 


Selected comparative financial statements of Bennington Company follow. 


BENNINGTON COMPANY 
Comparative Income Statements 


For Years Ended December 31, 2012, 2011, and 2010 














2012 2011 2010 
Sales’ o nae e E EERE ER $444,000 $340,000 $236,000 
Cost of goods sold ............. 267,288 212,500 151,040 
Grossiprofitarery ii eter 176,712 127,500 84,960 
Selling expenses ............... 62,694 46,920 31,152 
Administrative expenses ......... 40,137 29,920 19,470 
Total expenses ................ 102,831 76,840 50,622 
Income before taxes ............ 73,88 | 50,660 34,338 
Income TONES... «05.4 he ae eter esas 13,764 10,370 6,962 
Netincome sse ero cessen penner $ 60,117 $ 40,290 $ 27,376 








BENNINGTON COMPANY 
Comparative Balance Sheets 


December 31,2012,2011, and 2010 








2012 2011 
Assets 
Gurrent assets ei vena avons $ 48,480 $ 37,924 $ 50,648 
Long-term investments ........... 0 500 3,720 
Plant assets Net ro ne a tecide 90,000 96,000 57,000 
Motaliassets on E E $138,480 $134,424 $111,368 





Liabilities and Equity 





Current liabilities ............... $ 20,200 $ 19,960 $ 19,480 
Common stock ...6.5 aca rs eee 72,000 72,000 54,000 
Other paid-in capital ............. 9,000 9,000 6,000 
Retained earnings ............... 37,280 33,464 31,888 
Total liabilities and equity ......... $138,480 $134,424 $111,368 








Required 


1. Compute each year’s current ratio. (Round ratio amounts to one decimal.) 
2. Express the income statement data in common-size percents. (Round percents to two decimals.) 


Exercise 17-15 
Ratio analysis under different 
currencies 


"O 


PROBLEM SET A 


Problem 17-1A 
Ratios, common-size statements, 
and trend percents 


P1 P2 P3 
eXcel 


mhhe.com/wildFAP20e 
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Check (3) 2012, Total assets trend, 3. Express the balance sheet data in trend percents with 2010 as the base year. (Round percents to two 
124.34% decimals.) 


Analysis Component 


4. Comment on any significant relations revealed by the ratios and percents computed. 

















Problem 17-2A Selected comparative financial statements of Sugo Company follow. 

Calculation and analysis of 

trend percents SUGO COMPANY 

Al P1 Comparative Income Statements 

=) For Years Ended December 31, 2012-2006 

($ thousands) 2012 2011 2010 2009 2008 2007 2006 
Salesa an e $1,594 $1,396 $1,270 $1,164 $1,086 $1,010 $828 
Cost of goods sold ......... 1,146 932 802 702 652 610 486 
Grossiproliter erent eters 448 464 468 462 434 400 342 
Operating expenses ........ 340 266 244 180 156 154 128 
Netincome seere eene ee $ 108 $ 198 $ 224 $ 282 $ 278 $ 246 $214 


SUGO COMPANY 
Comparative Balance Sheets 


December 31, 2012-2006 








($ thousands) 2012 2011 2010 2009 2008 2007 

Assets 

(SER th E amen Mic eae aes $ 68 $ 8 $ 92 $ %4 $ 98 $$ 9% GF 99 
Accounts receivable, net ......... 480 504 456 350 308 292 206 
Merchandise inventory .......... 1,738 1,264 1,104 932 836 710 515 
Other current assets ............ 46 42 24 44 38 38 19 
Long-term investments .......... 0 0 0 136 136 136 136 
Plant assets, Net orreen reqsratte 2,120 2,114 1,852 1,044 1,078 960 825 
motallassets n AA wae rere $4,452 $4,012 $3,528 $2,600 $2,494 $2,232 $1,800 








Liabilities and Equity 











Current liabilities ............... $1,120 $ 942 $ 618 $ 514 $ 446 $ 422 $ 272 

Long-term liabilities ............. 1,194 1,040 1,012 470 480 520 390 

Common stock ..............-. 1,000 1,000 1,000 840 840 640 640 

Other paid-in capital ............ 250 250 250 180 180 160 160 

Retained earnings ............... __ 888 780 648 596 548 490 338 

Total liabilities and equity......... $4,452 $4,012 $3,528 $2,600 $2,494 $2,232 $1,800 
Required 


Check (1) 2012, Total assets trend, 1. Compute trend percents for all components of both statements using 2006 as the base year. (Round 
247.3% percents to one decimal.) 


Analysis Component 


2. Analyze and comment on the financial statements and trend percents from part 1. 





Problem 17-3A Park Corporation began the month of May with $650,000 of current assets, a current ratio of 2.50:1, and 
Transactions, working capital, an acid-test ratio of 1.10:1. During the month, it completed the following transactions (the company uses 
and liquidity ratios a perpetual inventory system). 
P3 May 2 Purchased $75,000 of merchandise inventory on credit. 
8 Sold merchandise inventory that cost $58,000 for $103,000 cash. 
eXcel 10 Collected $19,000 cash on an account receivable. 


mhhe.com/wildFAP20e 15 Paid $21,000 cash to settle an account payable. 
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17 Wrote off a $3,000 bad debt against the Allowance for Doubtful Accounts account. 
22 Declared a $1 per share cash dividend on its 40,000 shares of outstanding common stock. 


26 Paid the dividend declared on May 22. 


27 Borrowed $75,000 cash by giving the bank a 30-day, 10% note. 
28 Borrowed $90,000 cash by signing a long-term secured note. 
29 Used the $165,000 cash proceeds from the notes to buy new machinery. 


Required 


Prepare a table showing Park’s (1) current ratio, (2) acid-test ratio, and (3) working capital, after each 


transaction. Round ratios to two decimals. 
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Check May 22: Current ratio, 2.12; 
Acid-test ratio, 1.04 


May 29: Current ratio, 1.82; 
Working capital, $320,000 





Selected year-end financial statements of McCord Corporation follow. (All sales were on credit; selected 
balance sheet amounts at December 31, 2010, were inventory, $32,400; total assets, $182,400; common 


stock, $90,000; and retained earnings, $31,300.) 


McCORD CORPORATION 


Income Statement 





For Year Ended December 31, 2011 


Cost of goods sold 

Gross profit ...... 
Operating expenses 
Interest expense .. 
Income before taxes 
Income taxes ..... 


Net income ...... 


$348,600 
229,150 
119,450 
PETET 52,500 


eee 3,100 


coddandae 63,850 


nove noon on 15,800 


$ 48,050 


McCORD CORPORATION 


Balance Sheet 
December 31, 2011 





Assets 

Cashier ca sa AA A ES $ 9,000 
Short-term investments .......... 7,400 
Accounts receivable,net.......... 28,200 
Notes receivable (trade)*......... 3,500 
Merchandise inventory ........... 31,150 
Prepaid expenses ............... 1,650 
Plant assets, net noe ar oosters asa 152,300 
Totalassets eener enen a wees $233,200 


Liabilities and Equity 


Accounts payable ..............0.000. $ 16,500 
Accrued wages payable ................ 2,200 
Income taxes payable ................. 2,300 
Long-term note payable, secured 

by mortgage on plant assets .......... 62,400 
Common: stock ss. can ewe wa ea S 90,000 
Retained earnings ................000. 59,800 


Total liabilities and equity .............. $233,200 


* These are short-term notes receivable arising from customer (trade) sales. 


Required 


Compute the following: (1) current ratio, (2) acid-test ratio, (3) days’ sales uncollected, (4) inventory turn- 
over, (5) days’ sales in inventory, (6) debt-to-equity ratio, (7) times interest earned, (8) profit margin ratio, 


(9) total asset turnover, (10) return on total assets, and (11) return on common stockholders’ equity. 


Problem 17-4A 
Calculation of financial 
statement ratios 


P3 
eXcel 


mhhe.com/wildFAP20e 


Check Acid-test ratio, 2.3 to 1: 
Inventory turnover, 72 





Summary information from the financial statements of two companies competing in the same industry 


follows. 


Problem 17-5A 
Comparative ratio analysis 


DLE; 
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Ryan Priest Ryan Priest 
Company Company Company Company 

Data from the current year-end balance sheets Data from the current year’s income statement 

Assets Sales cid E rE E AN ENE $660,000 $780,200 
Casman N teaser E N $ 18,500 $ 33,000 Cost of goods sold oser era eeen e neee 485,100 532,500 
Accounts receivable, net .............-. 36,400 56,400 Interest expense ..............0 000000. 6,900 11,000 
Current notes receivable (trade) ........ 8,100 6,200 Income tax expense ................... 12,800 19,300 
Merchandise inventory ................ 83,440 131,500 Netincome eoe ece cis secrete ern 67,770 105,000 
Prepaid expenses .................0005 4,000 5,950 Basic earnings per share ................ 1.94 2.56 
Platit-assetsset s2 cid occ eakas cancers 284,000 303,400 

Total assets A A en era $434,440 $536,450 








Beginning-of-year balance sheet data 











Liabilities and Equity Accounts receivable, net..............0. $ 28,800 $ 53,200 
Current abilities... eee a venseaenes $ 60,340 $ 92,300 Current notes receivable (trade) ......... 0 0 
Long-term notes payable............... 79,800 100,000 Merchandise inventory ................. 54,600 106,400 
Common stock, $5 par value ........... 175,000 205,000 Totallassets ore in wn en ree oun ye 388,000 372,500 
Retained earnings .................... 119,300 139,150 Common stock, $5 par value ............ 175,000 205,000 
Total liabilities and equity .............. $434,440 $536,450 Retained earnings ..................04. 94,300 90,600 
Required 
Check (1) Priest: Accounts 1. For both companies compute the (a) current ratio, (b) acid-test ratio, (c) accounts (including notes) re- 
receivable turnover, 13.5; Inventory ceivable turnover, (d) inventory turnover, (e) days’ sales in inventory, and (f) days’ sales uncollected. 
turnover, 4.5 Identify the company you consider to be the better short-term credit risk and explain why. 
(2) Ryan: Profit margin, 2. For both companies compute the (a) profit margin ratio, (b) total asset turnover, (c) return on total as- 
10.3%; PE, 12.9 sets, and (d) return on common stockholders’ equity. Assuming that each company paid cash divi- 


dends of $1.50 per share and each company’s stock can be purchased at $25 per share, compute their 
(e) price-earnings ratios and ( f) dividend yields. Identify which company’s stock you would recom- 
mend as the better investment and explain why. 





Problem 17-6A4 Selected account balances from the adjusted trial balance for Zen Corporation as of its calendar year-end 
Income statement computations December 31, 2011, follow. 
and format 
A2 ` 
a INCOME ta XES EXPENSE EE A E E E A $ 7 
b. Correction of overstatement of prior year’s sales (pretax) ..................200. 17,000 
calkossonisaleofimachinenyarrwcorcete E aerate treats 26,850 
d Koss trom settlement of lawsuit. ereis wen sca a ee aie Oa ee ne 24,750 
CAO themopehatingieXpensScsmnn tt anette en eit tei ener etre 107,400 
f. Accumulated depreciation—Machinery ........... 0.00. cc cece cece eee eens $ 72,600 
g. Gain from settlement of lawsuit n n e 0... ccc cc cee eee teens 45,000 
h. Accumulated depreciation—Buildings ........... 0. cece cece cece eee eee 175,500 
i. Loss from operating a discontinued segment (pretax) .............00. eee e eee eee 19,250 
j. Gain on insurance recovery of tornado damage (pretax and extraordinary) ........ 30,120 
k Netsales tree erate r a aa A E near oe aren yore Van iT Rea ore eek eR mE 999,500 
Z Depreciationiexpense = Buildings meee ttt e inert net ee erin 53,000 
maDepreciationfexpense——_ ach ney nerate nina teeter E 35,000 
n. Gain on sale of discontinued segment’s assets (pretax) ...................0 ee eee 35,000 
OTACCOUNtSIpaya ble oo consndaannoaddooasoonounonbouoavaonuenoanaonusHnooede 45,000 
polntenestinevenlicurnpasrrai nr iren E Tenet rar tasnta eye pacen iene atten yen tts: 15,000 
que@ostioficoodsisoldiaehe mn et eee net ee en tint rie eer err ere 483,500 
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Required 

Answer each of the following questions by providing supporting computations. 

1. Assume that the company’s income tax rate is 30% for all items. Identify the tax effects and after-tax 
amounts of the four items labeled pretax. 

2. What is the amount of income from continuing operations before income taxes? What is the amount of 
the income taxes expense? What is the amount of income from continuing operations? 

















3. What is the total amount of after-tax income (loss) associated with the discontinued segment? Check (3) $11,025 
4. What is the amount of income (loss) before the extraordinary items? (4) $241,325 
5. What is the amount of net income for the year? (5) $262,409 
Selected comparative financial statement information of Sawgrass Corporation follows. PROBLEM SET B 
SAWGRASS CORPORATION Problem 17-1B 
Comparative Income Statements Ratios, common-size statements, 
For Years Ended December 31, 2012, 2011, and 2010 and trend percents 
2012 2011 2010 P1 P2 P3 
SeS eae E A $199,800 $167,000 $144,800 7 
Cost of goods sold ............. 109,890 87,175 67,200 
Gross profit: access ites eee 89,910 79,825 77,600 
Selling expenses ............... 23,680 20,790 19,000 
Administrative expenses ......... 17,760 15,610 16,700 
Total expenses ................ 41,440 36,400 35,700 
Income before taxes ............ 48,470 43,425 41,900 
INCOME TAXES ane ccna ews ecm aan 5,050 4,910 4,300 
Netincome serere eker oe cacs $ 43,420 $ 38,515 $ 37,600 








SAWGRASS CORPORATION 
Comparative Balance Sheets 


December 31, 2012, 2011, and 2010 





2012 2011 
Assets 
Gurrent aSS@tS.oct-da vars Ae are $ 55,860 $ 33,660 $ 37,300 
Long-term investments ........... 0 2,700 11,600 
Plant assets, nete eo o enee 113,810 114,660 80,000 
Motalassets. oo noa e ra ace $169,670 $151,020 $128,900 








Liabilities and Equity 





Current liabilities ............... $ 23,370 $ 20,180 $ 17,500 
Common stock sasea seee eeen ar 47,500 47,500 38,000 
Other paid-in capital ............. 14,850 14,850 12,300 
Retained earnings ............... 83,950 68,490 61,100 
Total liabilities and equity ......... $169,670 $151,020 $128,900 








Required 
1. Compute each year’s current ratio. (Round ratio amounts to one decimal.) 
2. Express the income statement data in common-size percents. (Round percents to two decimals.) 


3. Express the balance sheet data in trend percents with 2010 as the base year. (Round percents to two Check (3) 2012, Total assets trend, 
decimals.) 131.63% 


Analysis Component 


4. Comment on any significant relations revealed by the ratios and percents computed. 
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Problem 17-2B Selected comparative financial statements of Deuce Company follow. 

Calculation and analysis of 

trend percents DEUCE COMPANY 

Comparative Income Statements 
Al PI Boe ee ee December 31, 2012-2006 
o ($ thousands) 2012 2011 2010 2009 2008 

Salesian E E mi racer $660 $710 $730 $780 $840 $870 $960 
Cost of goods sold ......... 376 390 394 414 440 450 480 
Gross profit asee ee eee 284 320 336 366 400 420 480 
Operating expenses ........ 184 204 212 226 240 244 250 
INetiincome:-j cia eene $100 $116 $124 $140 $160 $176 $230 








DEUCE COMPANY 
Comparative Balance Sheets 


December 31, 2012-2006 





($ thousands) 2012 20ll 2010 2009 2008 

Assets 

Ca E ry ieee re $34 $ 36 $42 $4 $ 50 $ 52 $ 58 
Accounts receivable, net......... 120 126 130 134 140 144 150 
Merchandise inventory .......... 156 162 168 170 176 180 198 
Other current assets ........... 24 24 26 28 28 30 30 
Long-term investments .......... 26 20 16 100 100 100 100 
Plant assets, neto ee eree a _410 414 _420 312 _320 _328 _354 
ilotaliassetsaa cere rie $770 $782 $802 $788 $814 $834 $890 








Liabilities and Equity 











Current liabilities .............. $138 $146 $176 $180 $200 $250 $270 

Long-term liabilities ............ 82 110 132 138 184 204 250 

Common stock ..............- 150 150 150 150 150 150 150 

Other paid-in capital ............ 60 60 60 60 60 60 60 

Retained earnings .............. 340 316 284 260 220 170 160 

Total liabilities and equity ........ $770 $782 $802 $788 $814 $834 $890 
Required 


Check (1) 2012, Total assets trend, 1. Compute trend percents for all components of both statements using 2006 as the base year. (Round 
86.5% percents to one decimal.) 


Analysis Component 


2. Analyze and comment on the financial statements and trend percents from part 1. 





Problem 17-3B Ready Corporation began the month of June with $280,000 of current assets, a current ratio of 2.8:1, and an 
Transactions, working capital, acid-test ratio of 1.2:1. During the month, it completed the following transactions (the company uses a 
and liquidity ratios P3 perpetual inventory system). 


Check June 1: Current ratio, 3.19; June 1 Sold merchandise inventory that cost $62,000 for $101,000 cash. 
Acid-test ratio, 2.21 3 Collected $78,000 cash on an account receivable. 
5 Purchased $130,000 of merchandise inventory on credit. 
7 Borrowed $90,000 cash by giving the bank a 60-day, 10% note. 
10 Borrowed $180,000 cash by signing a long-term secured note. 
12 Purchased machinery for $280,000 cash. 
15 Declared a $1 per share cash dividend on its 60,000 shares of outstanding common stock. 
19 Wrote off a $7,000 bad debt against the Allowance for Doubtful Accounts account. 
22 Paid $11,000 cash to settle an account payable. 
June 30: Working capital, 30 Paid the dividend declared on June 15. 
$59,000; Current ratio, 1.19 
Required 
Prepare a table showing the company’s (1) current ratio, (2) acid-test ratio, and (3) working capital after 
each transaction. Round ratios to two decimals. 
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Selected year-end financial statements of Overland Corporation follow. (All sales were on credit; selected Problem 17-4B 
balance sheet amounts at December 31, 2010, were inventory, $16,400; total assets, $95,900; common Calculation of financial 
stock, $41,500; and retained earnings, $19,800.) statement ratios 


P3 


OVERLAND CORPORATION 


Income Statement 
For Year Ended December 31, 2011 





SESE EA tacts aries ere $215,500 
Cost of goods sold .......... 136,100 
Gross profit eee eee eres 79,400 
Operating expenses ......... 50,200 
Interest expense ............ 1,200 
Income before taxes ......... 28,000 
Income taxes neenon newness 2,200 
Neétincome eeo roae eaa $ 25,800 


OVERLAND CORPORATION 


Balance Sheet 
December 31,2011 





Assets Liabilities and Equity 

ast wis eee yn ase A ee $ 5,100 Accounts payable..................... $ 10,500 
Short-term investments .......... 5,900 Accrued wages payable ................ 2,300 
Accounts receivable, net .......... 11,100 Income taxes payable ................. 1,600 
Notes receivable (trade)* ......... 2,000 Long-term note payable, secured 

Merchandise inventory ........... 12,500 by mortgage on plant assets .......... 25,000 
Prepaid expenses ............... 1,000 Common stock, $5 par value ........... 41,000 
Plant assets, Net sors ae cece sac so 72,900 Retained earnings -e __ 30,100 
TotaltaSsetsaeeea nn ene $110,500 Total liabilities and equity .............. $110,500 


* These are short-term notes receivable arising from customer (trade) sales. 
Required 
Compute the following: (1) current ratio, (2) acid-test ratio, (3) days’ sales uncollected, (4) inventory turn- Check Acid-test ratio, 1.7 to 1; 


over, (5) days’ sales in inventory, (6) debt-to-equity ratio, (7) times interest earned, (8) profit margin ratio, Inventory turnover, 9.4 
(9) total asset turnover, (10) return on total assets, and (11) return on common stockholders’ equity. 





Summary information from the financial statements of two companies competing in the same industry Problem 17-5B 











follows. Comparative ratio analysis 
Al P3 
Loud Clear Loud Clear 
Company Company Company Company 
Data from the current year-end balance sheets Data from the current year’s income statement 
Assets Sales oaee sale eee aee eo E ses $395,600 $669,500 
CaSe eE E EA NA SERRA $ 22,000 $ 38,500 Cost of goods sold .................... 292,600 482,000 
Accounts receivable, net ............... 79,100 72,500 Interest expense ...............0 000005 7,900 12,400 
Current notes receivable (trade) ........ 13,600 11,000 Income tax expense .................0. 7,700 14,300 
Merchandise inventory ................ 88,800 84,000 INNSCHNCOME se oa erence ats en ce as 35,850 63,700 
Prepaid expenses ................00005 11,700 12,100 Basic earnings per share ................ 1.33 2.23 
Plant 2SSets, NOt: eeaeee eee eT 178,900 254,300 
Total assets E A AE R a a $394,100 $472,400 
Beginning-of-year balance sheet data 

Liabilities and Equity Accounts receivable, net ..............4- $ 74,200 $ 75,300 
Current liabilities ..................... $ 92,500 $ 99,000 Current notes receivable (trade) ......... 0 0 
Long-term notes payable............... 95,000 95,300 Merchandise inventory ................. 107,100 82,500 
Common stock, $5 par value ........... 135,000 143,000 Totalassets ses rn nae en eee 385,400 445,000 
Retained earnings .................00. 71,600 135,100 Common stock, $5 par value ............ 135,000 143,000 





Total liabilities and equity .............. $394,100 $472,400 Retained earnings ..................00. 51,100 111,700 
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Check (1) Loud: Accounts 
receivable turnover, 4.7; Inventory 
turnover, 3.0 


(2) Clear: Profit margin, 
1506) PE, 112 
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Required 


1. For both companies compute the (a) current ratio, (b) acid-test ratio, (c) accounts (including notes) re- 
ceivable turnover, (d) inventory turnover, (e) days’ sales in inventory, and (f) days’ sales uncollected. 
Identify the company you consider to be the better short-term credit risk and explain why. 


2. For both companies compute the (a) profit margin ratio, (b) total asset turnover, (c) return on total as- 
sets, and (d) return on common stockholders’ equity. Assuming that each company paid cash divi- 
dends of $3.00 per share and each company’s stock can be purchased at $25 per share, compute their 
(e) price-earnings ratios and ( f) dividend yields. Identify which company’s stock you would recom- 
mend as the better investment and explain why. 





Problem 17-6B4 
Income statement computations 
and format 


wae i 


Check (3) $(240,000) 
(4) $520,500 
(5) $465,000 


SERIAL PROBLEM 


Business Solutions 


P3 


Selected account balances from the adjusted trial balance for Halogen Corp. as of its calendar year-end 
December 31, 2011, follow. 


Debit Credit 


am ©themoperatingiexpCiscsaet ine tnt E $ 338,000 
b. Depreciation expense—Buildings .............. 0000 cece cece eee 110,000 
c. Loss fram settlement of lawsuit .2446 acs cay yo aay awe eee nde oe 46,000 
d- Income taxes expense oeer reno A E niece E EE E E ? 
e. Loss on hurricane damage (pretax and extraordinary) ............... 74,000 
f. Accumulated depreciation—Buildings ......................00000. $ 230,000 
g. Accumulated depreciation—Equipment ...............0......0008e 410,000 
H Interest Pevenue: oen asec s cs a aaa ee eed eee earn eee are EA 30,000 
PAIN St EA E E A AE S EN EA one le nua S EAA ANE 2,650,000 
j. Gain from settlement of lawsuit .......... 2.0.0 cece eee eee eee eee 78,000 
keuEossronisalerofbuildingar renters A A ta A EA 34,000 
|. Loss from operating a discontinued segment (pretax) ............... 130,000 
th ASUS PEAS souosheaonvsdesovnodoscounnesovosndsooonnuae 142,000 
n. Correction of overstatement of prior year’s expense (pretax) ........ 58,000 
OmGostiofsoods:solde emery te etre t reer crue E tcir 1,050,000 
p. Loss on sale of discontinued segment’s assets (pretax) .............. 190,000 
q. Depreciation expense—Equipment .................0ee eee e eee eee 166,000 
Required 


Answer each of the following questions by providing supporting computations. 


1. Assume that the company’s income tax rate is 25% for all items. Identify the tax effects and after-tax 


amounts of the four items labeled pretax. 


2 


What is the amount of income from continuing operations before income taxes? What is the amount of 
income taxes expense? What is the amount of income from continuing operations? 


3. What is the total amount of after-tax income (loss) associated with the discontinued segment? 


P 


What is the amount of income (loss) before the extraordinary items? 
5. What is the amount of net income for the year? 


(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to 
use the Working Papers that accompany the book.) 


SP 17 Use the following selected data from Business Solutions’ income statement for the three months 
ended March 31, 2012, and from its March 31, 2012, balance sheet to complete the requirements below: 
computer services revenue, $25,307; net sales (of goods), $18,693; total sales and revenue, $44,000; cost 
of goods sold, $14,052; net income, $18,833; quick assets, $90,924; current assets, $95,568; total assets, 
$120,268; current liabilities, $875; total liabilities, $875; and total equity, $119,393. 


Required 
1. Compute the gross margin ratio (both with and without services revenue) and net profit margin ratio. 
2. Compute the current ratio and acid-test ratio. 


3. Compute the debt ratio and equity ratio. 
4. What percent of its assets are current? What percent are long term? 
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Beyond the Numbers 


BTN 17-1 Refer to Research In Motion financial statements in Appendix A to answer the following. 

1. Using fiscal 2008 as the base year, compute trend percents for fiscal years 2008, 2009, and 2010 for 
revenues, cost of sales, operating expenses, income taxes, and net income. (Round percents to one 
decimal.) 

2. Compute common-size percents for fiscal years 2009 and 2010 for the following categories of assets: 
(a) total current assets, (b) property and equipment, net, and (c) intangible assets. (Round to the near- 
est tenth of a percent.) 

3. Comment on any notable changes across the years for the income statement trends computed in part 1 
and the balance sheet percents computed in part 2. 


Fast Forward 


4. Access Research In Motion’s financial statements for fiscal years ending after February 27, 2010, 
from its Website (RIM.com) or the SEC database (www.SEC.gov). Update your work for parts 1, 2, and 3 
using the new information accessed. 
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REPORTING IN 
ACTION 


AL PL P2 gg 
RIM 





BTN 17-2 Key figures for Research In Motion and Apple follow. 


($ millions) Research In Motion PANY) (3) 
Cash and equivalents ........... $ 1,551 $ 5,263 
Accounts receivable, net......... 2,594 3,361 
Inventories .......... 0000 e eee 622 455 
Retained earnings .............. 5,274 23,353 
Cost of sales .............00085 8,369 25,683 
Revenues ......... 0.00000 cee ee 14,953 42,905 
Total assets ......... 0.0000 000. 10,204 47,501 


Required 

1. Compute common-size percents for each of the companies using the data provided. (Round percents 
to one decimal.) 

2. Which company retains a higher portion of cumulative net income in the company? 

3. Which company has a higher gross margin ratio on sales? 

4. Which company holds a higher percent of its total assets as inventory? 


COMPARATIVE 
ANALYSIS 


(2 P2 


RIM 
Apple 





BTN 17-3 As Baldwin Company controller, you are responsible for informing the board of directors 
about its financial activities. At the board meeting, you present the following information. 


2011 2010 2009 

Sales trend percent ...............00. 147.0% 135.0% 100.0% 
Selling expenses to sales .............. 10.1% 14.0% 15.6% 
Sales to plant assets ratio ............. 3.8 to | 3.6 to | 3.3 to | 
Current ratio .......... 0.0.0.0 0 eee 2.9 to | 2.7 to | 2.4 to | 
Acid-test ratio... 2.2.6... e eee I.I to | 1.4 to | 1.5 to | 
Inventory turnover ...............00. 7.8 times 9.0 times 10.2 times 
Accounts receivable turnover ......... 7.0 times 7.7 times 8.5 times 
Total asset turnover ..............00. 2.9 times 2.9 times 3.3 times 
Return on total assets ............... 10.4% 11.0% 13.2% 
Return on stockholders’ equity......... 10.7% 11.5% 14.1% 
Profit margin ratio................00. 3.6% 3.8% 4.0% 


ETHICS CHALLENGE 


| i 
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After the meeting, the company’s CEO holds a press conference with analysts in which she mentions the 
following ratios. 


2011 2010 2009 
Sales trend percent .............. 147.0% 135.0% 100.0% 
Selling expenses to sales .......... 10.1% 14.0% 15.6% 
Sales to plant assets ratio ......... 3.8 to | 3.6 to | 3.3 to | 
Current ratio ..............005. 2.9 to | 2.7 to | 2.4 to | 


Required 
1. Why do you think the CEO decided to report 4 ratios instead of the 11 prepared? 
2. Comment on the possible consequences of the CEO’s reporting of the ratios selected. 





COMMUNICATING 
IN PRACTICE 


Al P3 


BTN 17-4 Each team is to select a different industry, and each team member is to select a different com- 
pany in that industry and acquire its financial statements. Use those statements to analyze the company, 
including at least one ratio from each of the four building blocks of analysis. When necessary, use the 
financial press to determine the market price of its stock. Communicate with teammates via a meeting, 
e-mail, or telephone to discuss how different companies compare to each other and to industry norms. The 
team is to prepare a single one-page memorandum reporting on its analysis and the conclusions reached. 





TAKING IT TO 
THE NET 


"O 


BTN 17-5 Access the February 19, 2010, filing of the December 31, 2009, 10-K report of The Hershey 
Company (ticker HSY) at www.SEC.gov and complete the following requirements. 


Required 

Compute or identify the following profitability ratios of Hershey for its years ending December 31, 2009, 
and December 31, 2008. Interpret its profitability using the results obtained for these two years. 

1. Profit margin ratio. 

2. Gross profit ratio. 

3. Return on total assets. (Total assets at year-end 2007 were $4,247,113,000.) 

4 


- Return on common stockholders’ equity. (Total shareholders’ equity at year-end 2007 was 
$592,922,000.) 


5. Basic net income per common share. 





TEAMWORK IN 
ACTION 


PIERZAR3 


Hint: Pairing within teams may be nec- 


essary for part 2. Use as an in-class 
activity or as an assignment. Consider 
presentations to the entire class using 
team rotation with transparencies. 


ENTREPRENEURIAL 
DECISION 


Me RaP 


BTN 17-6 A team approach to learning financial statement analysis is often useful. 


Required 


1. Each team should write a description of horizontal and vertical analysis that all team members agree 
with and understand. Illustrate each description with an example. 


2. Each member of the team is to select one of the following categories of ratio analysis. Explain what 
the ratios in that category measure. Choose one ratio from the category selected, present its formula, 
and explain what it measures. 


a. Liquidity and efficiency c. Profitability 


b. Solvency d. Market prospects 


3. Each team member is to present his or her notes from part 2 to teammates. Team members are to con- 
firm or correct other teammates’ presentation. 


BTN 17-7 Assume that David and Tom Gardner of The Motley Fool (Fool.com) have impressed you 
since you first heard of their rather improbable rise to prominence in financial circles. You learn of a staff 
opening at The Motley Fool and decide to apply for it. Your resume is successfully screened from the 
thousands received and you advance to the interview process. You learn that the interview consists of ana- 
lyzing the following financial facts and answering analysis questions. (Note: The data are taken from a 
small merchandiser in outdoor recreational equipment.) 
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2010 2009 2008 
Sales trend percents ...............00. 137.0% 125.0% 100.0% 
Selling expenses to sales ............... 9.8% 13.7% 15.3% 
Sales to plant assets ratio .............. 3.5 to | 3.3 to | 3.0 to | 
Currentiratio: 5 ices tered ai 2.6 to | 2.4 to | 2.1 to | 
Acid-test ratio .. 0... 0... cece eee 0.8 to | I.I to | 1.2 to | 
Merchandise inventory turnover ........ 7.5 times 8.7 times 9.9 times 
Accounts receivable turnover .......... 6.7 times 7.4 times 8.2 times 
Total asset turnover ..............000. 2.6 times 2.6 times 3.0 times 
Return on total assets ................ 8.8% 9.4% 11.1% 
Return on equity ..................00. 9.75% 11.50% 12.25% 
Profit margin ratio................00.. 3.3% 3.5% 3.7% 


Required 


Use these data to answer each of the following questions with explanations. 


1. Is it becoming easier for the company to meet its current liabilities on time and to take advantage of 
any available cash discounts? Explain. 


Is the company collecting its accounts receivable more rapidly? Explain. 
Is the company’s investment in accounts receivable decreasing? Explain. 
Is the company’s investment in plant assets increasing? Explain. 

Is the owner’s investment becoming more profitable? Explain. 


G G te G9 N 


Did the dollar amount of selling expenses decrease during the three-year period? Explain. 
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BTN 17-8 You are to devise an investment strategy to enable you to accumulate $1,000,000 by age 65. 
Start by making some assumptions about your salary. Next compute the percent of your salary that you 
will be able to save each year. If you will receive any lump-sum monies, include those amounts in your 
calculations. Historically, stocks have delivered average annual returns of 10-11%. Given this history, you 
should probably not assume that you will earn above 10% on the money you invest. It is not necessary to 
specify exactly what types of assets you will buy for your investments; just assume a rate you expect to 
earn. Use the future value tables in Appendix B to calculate how your savings will grow. Experiment a bit 
with your figures to see how much less you have to save if you start at, for example, age 25 versus age 35 
or 40. (For this assignment, do not include inflation in your calculations.) 


HITTING THE ROAD 
Ci P3 





BTN 17-9 Nokia (www.Nokia.com), which is a leading manufacturer of mobile devices and services, 
along with Research In Motion and Apple are competitors in the global marketplace. Key figures for 
Nokia follow (in Euro millions). 


Cash and equivalents ........... 1,142 
Accounts receivable, net......... 7,981 
Inventories 26 pene ee ne ee 1,865 
Retained earnings .............. 10,132 
GCostiotisales: vacuo ees 27,720 
Revenues) eono e E 40,984 
Totalkassets Ae TAA 35,738 


Required 


1. Compute common-size percents for Nokia using the data provided. (Round percents to one decimal.) 
2. Compare the results with Research In Motion and Apple from BTN 17-2. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. d; ($351,000/$300,000) x 100 = 117% 
2. e; ($86,000 + $76,000 + $122,000 + $12,000)/$124,000 = 2.39 
3. c; ($86,000 + $76,000)/$124,000 = 1.31 





GLOBAL DECISION 


"@ 


NOKIA 


RIM 
Apple 


4. a; ($124,000 + $90,000)/$830,000 = 25.78% 
5. d; ($300,000 + $316,000)/$830,000 = 74.22% 


Managerial Accounting 
Concepts and Principles 


A Look Back 








A Look at This Chapter A Look Ahead 


Chapter 17 described the analysis and We begin our study of managerial ac- The remaining chapters discuss the 

interpretation of financial statement counting by explaining its purpose and types of decisions managers must make 

information. We applied horizontal, describing its major characteristics. We and how managerial accounting helps 

vertical, and ratio analyses to better also discuss cost concepts and describe with those decisions. The first of these 

understand company performance and how they help managers gather and orga- chapters, Chapter 19, considers how we 

financial condition. nize information for making decisions. The measure costs assigned to certain types 
reporting of manufacturing activities is of projects. 


also discussed. 


CAP 


CONCEPTUAL ANALYTICAL PROCEDURAL 








C1 Explain the purpose and nature of, A Compute cycle time and cycle P1 Compute cost of goods sold for a 


and the role of ethics in, managerial efficiency, and explain their importance manufacturer. (p. 741) 


accounting. (p. 732) to production management (p. 749) ; 
P? Prepare a manufacturing statement 


C2 Describe accounting concepts useful and explain its purpose and links to 
in classifying costs. (p. 736) financial statements. (p. 745) 


C3 Define product and period costs and 
explain how they impact financial 
statements. (p. 738) 


C4 Explain how balance sheets and 
income statements for manufacturing 
and merchandising companies 
differ. (p. 740) 


C5 Explain manufacturing activities and the 


flow of manufacturing costs. (p. 744) kj 


C6 Describe trends in managerial 
accounting. (p. 747) LP1I8 
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COLUMBIA, MO—Hanging out in a friend's basement one 
night, college students Corey Rimmel, Adam Hendin, and David 
Melnick thought a late-night bakery would be the perfect recipe 
for their hunger. But, the enterprising trio's thoughts weren't just 
on eating cookies but also on starting a business. “At first we 
were just joking, kicking the idea around,” Corey says. “Before 
long, we were in the library every night doing research. One day 
we said, ‘Well, let's just see if we can do it!” After weeks of re- 
search, talking to entrepreneurs, writing a business plan, and 
setting up a managerial accounting system, the friends started 
I s (HotBoxCookies.com). 

Hot Box Cookies focuses on meeting individual customer's 
tastes. Starting with homemade dough in four flavors, the com- 
pany's bakers mix in whatever the customer wants—chocolate 
chips, Reese's pieces, candy bars. After placing their orders, 
customers can play board games or surf the Internet in the Hot 
Box store or have their fresh cookies delivered. The owners say 
their biggest surprise is how incredibly busy they were from the 
very beginning of their business. “We haven't had time to work 
our way through our marketing plan . . . we've just been too 
busy,’ explains Corey. 

The owners insist college is a great time to start a new busi- 
ness. Risk is low, and “if the owners are passionate and have a 
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“I didn’t know | was a baker...” 
—COREY RIMMEL 


good plan, banks will lend money to get the business going,” 
says Corey. “It's nice having something to call our own,” Adam 
says. “A lot of people want to own a business, but they don't” 
But the trio, two of whom are accounting majors, emphasize 
that understanding basic managerial principles, product and pe- 
riod costs, manufacturing statements, and cost flow is crucial. 
The owners use managerial accounting information from the 
baking process to monitor and control costs and to assess what 
cookies are most popular and profitable. Success has enabled 
the business to expand and grow into other product lines such 
as catering, coffee, and “Dough on the Go” sold in local 
markets. 

Corey, Adam, and David believe that entrepreneurs fill a void 
by creating a niche. “I've always had it in my mind that | would 
work for myself,’ says Corey. However, financial success de- 
pends on monitoring and controlling operations to best meet 
customer needs. By staying focused and applying sound mana- 
gerial accounting principles and concepts to their business, the 
owners hope to expand to other college campuses across the 
country. Ah, the sweet smell of success. 


Sources: Hot Box Cookies Website, January 2011; Columbia Missourian, 
October 2008; The MOVE Magazine, October 2008; Columbia Business 
Times, August 2008; Columbia Tribune, November 2008. 





Chapter Preview 





Managerial accounting, like financial accounting, provides infor 
mation to help users make better decisions. However, manage- 
rial accounting and financial accounting differ in important ways, 
which this chapter explains. This chapter also compares the ac- 
counting and reporting practices used by manufacturing and mer 
chandising companies. A merchandising company sells products 
without changing their condition. A manufacturing company buys 


raw materials and turns them into finished products for sale to 
customers. A third type of company earns revenues by providing 
services rather than products. The skills, tools, and techniques 
developed for measuring a manufacturing company’s activities 
apply to service companies as well. The chapter concludes by 
explaining the flow of manufacturing activities and preparing the 
manufacturing statement. 


Managerial Accounting Concepts and Principles 


AEUETTALEI EUEIKI 4 Reporting 
Accounting Basics Concepts Manufacturing Activities 


e Purpose of managerial accounting * Types of cost classifications e Balance sheet 


e Nature of managerial accounting e Identification of cost e Income statement 

e Managerial decisions classifications e Flow of activities 

e Fraud and ethics in managerial e Cost concepts for service e Manufacturing statement 
accounting companies e Trends in managerial 


accounting 





MANAGERIAL ACCOUNTING BASICS 


Managerial accounting is an activity that provides financial and nonfinancial information to an 
organization’s managers and other internal decision makers. This section explains the purpose 
of managerial accounting (also called management accounting) and compares it with financial 
accounting. The main purpose of the financial accounting system is to prepare general-purpose 
financial statements. That information is incomplete for internal decision makers who manage 
organizations. 


Purpose of Managerial Accounting 


The purpose of both managerial accounting and financial accounting is providing useful infor- 
mation to decision makers. They do this by collecting, managing, and reporting information in 
demand by their users. Both areas of accounting also share the common practice of reporting 
monetary information, although managerial accounting includes the reporting of nonmonetary 
information. They even report some of the same information. For instance, a company’s finan- 
cial statements contain information useful for both its managers (insiders) and other persons 
interested in the company (outsiders). 

The remainder of this book looks carefully at managerial accounting information, how to 
gather it, and how managers use it. We consider the concepts and procedures used to determine 
the costs of products and services as well as topics such as budgeting, break-even analysis, 
product costing, profit planning, and cost analysis. Information about the costs of products and 
services is important for many decisions that managers make. These decisions include predict- 
ing the future costs of a product or service. Predicted costs are used in product pricing, profit- 
ability analysis, and in deciding whether to make or buy a product or component. More generally, 
much of managerial accounting involves gathering information about costs for planning and 
control decisions. 

Planning is the process of setting goals and making plans to achieve them. Companies for- 
mulate long-term strategic plans that usually span a 5- to 10-year horizon and then refine them 
with medium-term and short-term plans. Strategic plans usually set a firm’s long-term direction 
by developing a road map based on opportunities such as new products, new markets, and capi- 
tal investments. A strategic plan’s goals and objectives are broadly defined given its long-term 





C1 Explain the purpose and 
nature of, and the role of 
ethics in, managerial 
accounting. 











Point: Nonfinancial information, also 
called nonmonetary information, includes 
customer and employee satisfaction data, 
the percentage of on-time deliveries, and 
product defect rates. 


Point: Costs are important to manag- 
ers because they impact both the finan- 
cial position and profitability of a 
business. Managerial accounting assists in 
analysis, planning, and control of costs. 
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orientation. Medium- and short-term plans are more operational in nature. They translate the 
strategic plan into actions. These plans are more concrete and consist of better defined objec- 
tives and goals. A short-term plan often covers a one-year period that, when translated in 
monetary terms, is known as a budget. 

Control is the process of monitoring planning decisions and evaluating an organization’s 
activities and employees. It includes the measurement and evaluation of actions, processes, and 
outcomes. Feedback provided by the control function allows managers to revise their plans. 
Measurement of actions and processes also allows managers to take corrective actions to avoid 
undesirable outcomes. For example, managers periodically compare actual results with planned 
results. Exhibit 18.1 portrays the important management functions of planning and control. 


Monitoring 





Planning Control 
Strategic aims Measurement 
Long- & short-term Evaluation 


Annual budgets | Oversight 


Feedback 


Managers use information to plan and control business activities. In later chapters, we explain 
how managers also use this information to direct and improve business operations. 


Nature of Managerial Accounting 


Managerial accounting has its own special characteristics. To understand these characteristics, 
we compare managerial accounting to financial accounting; they differ in at least seven impor- 
tant ways. These differences are summarized in Exhibit 18.2. This section discusses each of 
these characteristics. 
















"This company's "This department 







outlook is good. is doing well. 
l'Il buy its We'll expand its 
shares." product line." 


Financial Accounting 








. Users and decision makers Investors, creditors, and other users 


external to the organization 


















. Purpose of information Assist external users in making 


investment, credit, and other decisions 


. Flexibility of practice Structured and often controlled by GAAP 








4. Timeliness of information Often available only after an audit is 
complete 














. Time dimension ‘Many projectio 


Focus on historical information with some I ns i 
historical information also presented 


predictions 
















. Focus of information Emphasis on whole organization Emphasis on an organization’s 


projects, processes, and subdivisions 













. Nature of information Monetary information Mostly monetary; but also nonmonetary 


information 





EXHIBIT 18.1 
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Planning and Control (including 


monitoring and feedback) 


EXHIBIT 18.2 


Key Differences between 
Managerial Accounting and 
Financial Accounting 
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Point: It is desirable to accumulate 
certain information for management 
reports in a database separate from 

financial accounting records. 


Point: The Institute of Management Ac- 
countants issues statements that govern 
the practice of managerial accounting. 
Accountants who pass a qualifying exam 
are awarded the CMA. 


Point: Financial statements are usually 
issued several weeks after the period- 
end. GAAP requires the reporting of 
important events that occur while the 
statements are being prepared. These 
events are called subsequent events. 


Point: Independent auditors test the 
integrity of managerial accounting 
records when they are used in preparing 
financial statements. 


EXHIBIT 18.3 


Focus of External Reports 






Company 
Performance 
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Users and Decision Makers Companies accumulate, process, and report financial ac- 
counting and managerial accounting information for different groups of decision makers. Finan- 
cial accounting information is provided primarily to external users including investors, creditors, 
analysts, and regulators. External users rarely have a major role in managing a company’s daily 
activities. Managerial accounting information is provided primarily to internal users who are re- 
sponsible for making and implementing decisions about a company’s business activities. 


Purpose of Information Investors, creditors, and other external users of financial ac- 
counting information must often decide whether to invest in or lend to a company. If they have 
already done so, they must decide whether to continue owning the company or carrying the loan. 
Internal decision makers must plan a company’s future. They seek to take advantage of opportuni- 
ties or to overcome obstacles. They also try to control activities and ensure their effective and ef- 
ficient implementation. Managerial accounting information helps these internal users make both 
planning and control decisions. 


Flexibility of Practice External users compare companies by using financial reports and 
need protection against false or misleading information. Accordingly, financial accounting re- 
lies on accepted principles that are enforced through an extensive set of rules and guidelines, or 
GAAP. Internal users need managerial accounting information for planning and controlling their 
company’s activities rather than for external comparisons. They require different types of infor- 
mation depending on the activity. This makes standardizing managerial accounting systems 
across companies difficult. Instead, managerial accounting systems are flexible. The design of a 
company’s managerial accounting system depends largely on the nature of the business and the 
arrangement of its internal operations. Managers can decide for themselves what information 
they want and how they want it reported. Even within a single company, different managers of- 
ten design their own systems to meet their special needs. The important question a manager 
must ask is whether the information being collected and reported is useful for planning, decision 
making, and control purposes. 


Timeliness of Information Formal financial statements reporting past transactions and 
events are not immediately available to outside parties. Independent certified public accountants 
often must audit a company’s financial statements before it provides them to external users. 
Thus, because audits often take several weeks to complete, financial reports to outsiders usually 
are not available until well after the period-end. However, managers can quickly obtain manage- 
rial accounting information. External auditors need not review it. Estimates and projections are 
acceptable. To get information quickly, managers often accept less precision in reports. As an 
example, an early internal report to management prepared right after the year-end could report 
net income for the year between $4.2 and $4.8 million. An audited income statement could later 
show net income for the year at $4.6 million. The internal report is not precise, but its informa- 
tion can be more useful because it is available earlier. 

Internal auditing plays an important role in managerial accounting. Internal auditors evaluate 
the flow of information not only inside but also outside the company. Managers are responsible 
for preventing and detecting fraudulent activities in their companies. 


Time Dimension To protect external users from false expectations, financial reports deal 
primarily with results of both past activities and current conditions. While some predictions 
such as service lives and salvage values of plant assets are necessary, financial accounting avoids 
predictions whenever possible. Managerial accounting regularly includes predictions of condi- 
tions and events. As an example, one important managerial accounting report is a budget, which 
predicts revenues, expenses, and other items. If managerial accounting reports were restricted to 
the past and present, managers would be less able to plan activities and less effective in manag- 
ing and evaluating current activities. 


Focus of Information Companies often organize into divisions and departments, but inves- 
tors rarely can buy shares in one division or department. Nor do creditors lend money to a compa- 
ny’s single division or department. Instead, they own shares in or make loans to the entire company. 
Financial accounting focuses primarily on a company as a whole as depicted in Exhibit 18.3. The 
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focus of managerial accounting is different. While top-level managers are responsible for managing 
the whole company, most other managers are responsible for much smaller sets of activities. These 
middle-level and lower-level managers need managerial accounting reports dealing with specific 
activities, projects, and subdivisions for which they are responsible. For instance, division sales 
managers are directly responsible only for the results achieved in their divisions. Accordingly, divi- 
sion sales managers need information about results achieved in their own divisions to improve their 
performance. This information includes the level of success achieved by each individual, product, 
or department in each division as depicted in Exhibit 18.4. 


Nature of Information Both financial and managerial accounting systems report 
monetary information. Managerial accounting systems also report considerable nonmonetary 
information. Monetary information is an important part of managerial decisions, and nonmon- 
etary information plays a crucial role, especially when monetary effects are difficult to measure. 
Common examples of nonmonetary information are the quality and delivery criteria of purchas- 
ing decisions. 


OC) Decision Answer — p. 755 





Production Manager You invite three friends to a restaurant. When the dinner check arrives, David, a 
self-employed entrepreneur, picks It up saying, “Here, let me pay. l'Il deduct it as a business expense on 
my tax return.” Denise, a salesperson, takes the check from David's hand and says, “I'll put this on my 
company's credit card. It won't cost us anything.” Derek, a factory manager for a company, laughs and 
says, “Neither of you understands. I'll put this on my company's credit card and call it overhead on a cost- 
plus contract my company has with a client.” (A cost-plus contract means the company receives its costs 
plus a percent of those costs.) Adds Derek, “That way, my company pays for dinner and makes a profit.” 
Who should pay the bill? Why? E 


Managerial Decision Making 
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EXHIBIT 18.4 


Focus of Internal Reports 


Product 
Performance 





The previous section emphasized differences between financial and mana- 
gerial accounting, but they are not entirely separate. Similar information is 
useful to both external and internal users. For instance, information about 
costs of manufacturing products is useful to all users in making decisions. 
Also, both financial and managerial accounting affect peoples’ actions. For 
example, Trek’s design of a sales compensation plan affects the behavior of 
its salesforce when selling its manufactured bikes. It also must estimate the 
dual effects of promotion and sales compensation plans on buying patterns 
of customers. These estimates impact the equipment purchase decisions for 
manufacturing and can affect the supplier selection criteria established by 
purchasing. Thus, financial and managerial accounting systems do more than 
measure; they also affect people’s decisions and actions. 








Fraud and Ethics in Managerial Accounting 


Fraud, and the role of ethics in reducing fraud, are important factors in running business 
operations. Fraud involves the use of one’s job for personal gain through the deliberate mis- 
use of the employer’s assets. Examples include theft of the employer’s cash or other assets, 
overstating reimbursable expenses, payroll schemes, and financial statement fraud. Fraud 
affects all business and it is costly: A 2008 Report to the Nation from the Association of 
Certified Fraud Examiners estimates the average U.S. business loses 7% of its annual reve- 
nues to fraud. 

The most common type of fraud, where employees steal or misuse the employer’s resources, 
results in an average loss of $175,000 per occurrence. For example, in a billing fraud, an em- 
ployee sets up a bogus supplier. The employee then prepares bills from the supplier and pays 
these bills from the employer’s checking account. The employee cashes the checks sent to the 
bogus supplier and uses them for his or her own personal benefit. 
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Point: The IMA also issues the Certi- 
fied Management Accountant (CMA) and 
the Certified Financial Manager (CFM) 
certifications. Employees with the CMA 
or CFM certifications typically earn 
higher salaries than those without. 


Point: The Sarbanes-Oxley Act 
requires each issuer of securities to 
disclose whether it has adopted a code 
of ethics for its senior officers and the 
content of that code. 
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More generally, although there are many types of fraud schemes, all fraud: 


Is done to provide direct or indirect benefit to the employee. 
Violates the employee’s obligations to the employer. 
Costs the employer money or loss of other assets. 


Is hidden from the employer. 


Implications for Managerial Accounting Fraud increases a business’s costs. Left 
undetected, these inflated costs can result in poor pricing decisions, an improper product mix, 
and faulty performance evaluations. Management can develop accounting systems to closely 
track costs and identify deviations from expected amounts. In addition, managers rely on an 
internal control system to monitor and control business activities. An internal control system 
is the policies and procedures managers use to: 


Urge adherence to company policies. 
Promote efficient operations. 
Ensure reliable accounting. 


Protect assets. 


Combating fraud and other dilemmas requires ethics in accounting. Ethics are beliefs that 
distinguish right from wrong. They are accepted standards of good and bad behavior. Identify- 
ing the ethical path can be difficult. The preferred path is a course of action that avoids casting 
doubt on one’s decisions. 

The Institute of Management Accountants (IMA), the professional association for man- 
agement accountants, has issued a code of ethics to help accountants involved in solving 
ethical dilemmas. The IMA’s Statement of Ethical Professional Practice requires that manage- 
ment accountants be competent, maintain confidentiality, act with integrity, and communicate 
information in a fair and credible manner. 

The IMA provides a “road map” for resolving ethical conflicts. It suggests that an employee 
follow the company’s policies on how to resolve such conflicts. If the conflict remains unre- 
solved, an employee should contact the next level of management (such as the immediate 
supervisor) who is not involved in the ethical conflict. 


[vÍ 


1. Managerial accounting produces information (a) to meet internal users’ needs, (b) to meet a 
user's specific needs, (c) often focusing on the future, or (d) all of these. 
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2. What is the difference between the intended users of financial and managerial accounting? 
3. Do generally accepted accounting principles (GAAP) control and dictate managerial accounting? 


MANAGERIAL COST CONCEPTS 





C Describe accounting 
concepts useful in 
classifying costs. 











An organization incurs many different types of costs that are classified differently, depending on 
management needs (different costs for different purposes). We can classify costs on the basis of 
their (1) behavior, (2) traceability, (3) controllability, (4) relevance, and (5) function. This section 
explains each concept for assigning costs to products and services. 


Types of Cost Classifications 


Classification by Behavior Ata basic level, a cost can be classified as fixed or variable. A 
fixed cost does not change with changes in the volume of activity (within a range of activity 
known as an activity’s relevant range). For example, straight-line depreciation on equipment is a 
fixed cost. A variable cost changes in proportion to changes in the volume of activity. Sales com- 
missions computed as a percent of sales revenue are variable costs. Additional examples of fixed 
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and variable costs for a bike manufacturer are provided in Exhibit 18.5. When cost items are com- 
bined, total cost can be fixed, variable, or mixed. Mixed refers to a combination of fixed and vari- 
able costs. Equipment rental often includes a fixed cost for some minimum amount and a variable 
cost based on amount of usage. Classification of costs by behavior is helpful in cost-volume-profit 
analyses and short-term decision making. We discuss these in Chapters 22 and 25. 





Fixed Cost: Rent for Rocky Mountain Bikes’ Variable Cost: Cost of bicycle tires is 
building is $22,000, and it doesn't change variable with the number of bikes 
with the number of bikes produced. produced—this cost is $15 per pair. 


Classification by Traceability A cost is often traced to a cost object, which is a product, 
process, department, or customer to which costs are assigned. Direct costs are those traceable to a 
single cost object. For example, if a product is a cost object, its material and labor costs are usually 
directly traceable. Indirect costs are those that cannot be easily and cost—beneficially traced to a 
single cost object. An example of an indirect cost is a maintenance plan that benefits two or more 
departments. Exhibit 18.6 identifies examples of both direct and indirect costs for the maintenance 
department in a manufacturing plant. Thus, salaries of Rocky Mountain Bikes’ maintenance depart- 
ment employees are considered indirect if the cost object is bicycles and direct if the cost object is 
the maintenance department. Classification of costs by traceability is useful for cost allocation. This 
is discussed in Chapter 21. 





i 
Direct Costs Indirect Costs 
Salaries of maintenance Materials purchased Factory accounting Factory light and heat 
department employees by maintenance Factory administration Factory internal audit 
Equipment purchased department Factory rent Factory intranet 
by maintenance Maintenance department Factory manager's Insurance on factory 
department equipment depreciation salary 
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Entrepreneur You wish to trace as many of your assembly department's direct costs as possible. You 
can trace 90% of them in an economical manner. To trace the other 10%, you need sophisticated and 
costly accounting software. Do you purchase this software? ll 


Classification by Controllability A cost can be defined as controllable or not 
controllable. Whether a cost is controllable or not depends on the employee’s responsibili- 
ties, as shown in Exhibit 18.7. This is referred to 
as hierarchical levels in management, or pecking G 
order. For example, investments in machinery 
are controllable by upper-level managers but not 





e 
lower-level managers. Many daily operating ex- z 
penses such as overtime often are controllable by Senior Manager Supervisor 
lower-level managers. Classification of costs by con- pena io a i Ka ee e 
gers. y investments in ses such as supplies, 


trollability is especially useful for assigning respon- land, buildings, maintenance, and 
sibility to and evaluating managers. and equipment. overtime. 


EXHIBIT 18.5 
Fixed and Variable Costs 


EXHIBIT 18.6 


Direct and Indirect Costs of a 
Maintenance Department 


EXHIBIT 18.7 
Controllability of Costs 
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Point: Opportunity costs are not 
recorded by the accounting system. 





Define product and period 
costs and explain how 
they impact financial 
statements. 


C3 











Point: Only costs of production and 
purchases are classed as product costs. 


Point: Product costs are either in the 
income statement as part of cost of 
goods sold or in the balance sheet as 
inventory. Period costs appear only on 
the income statement under operating 
expenses. See Exhibit 18.8. 


EXHIBIT 138.8 


Period and Product Costs in 
Financial Statements 
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Classification by Relevance A cost can be classified by relevance by identifying it as 
either a sunk cost or an out-of-pocket cost. A sunk cost has already been incurred and cannot be 
avoided or changed. It is irrelevant to future decisions. One example is the cost of a company’s 
office equipment previously purchased. An out-of-pocket cost requires a future outlay of cash 
and is relevant for decision making. Future purchases of equipment involve out-of-pocket costs. 
A discussion of relevant costs must also consider opportunity costs. An opportunity cost is the 
potential benefit lost by choosing a specific action from two or more alternatives. One example is 
a student giving up wages from a job to attend evening classes. Consideration of opportunity cost 
is important when, for example, an insurance company must decide whether to outsource its 
payroll function or maintain it internally. This is discussed in Chapter 25. 


Classification by Function Another cost classification (for manufacturers) is capitaliza- 
tion as inventory or to expense as incurred. Costs capitalized as inventory are called product 
costs, which refer to expenditures necessary and integral to finished products. They include di- 
rect materials, direct labor, and indirect manufacturing costs called overhead costs. Product 
costs pertain to activities carried out to manufacture the product. Costs expensed are called 
period costs, which refer to expenditures identified more with a time period than with finished 
products. They include selling and general administrative expenses. Period costs pertain to ac- 
tivities that are not part of the manufacturing process. A distinction between product and period 
costs is important because period costs are expensed in the income statement and product costs 
are assigned to inventory on the balance sheet until that inventory is sold. An ability to under- 
stand and identify product costs and period costs is crucial to using and interpreting a manufac- 
turing statement described later in this chapter. 

Exhibit 18.8 shows the different effects of product and period costs. Period costs flow di- 
rectly to the current income statement as expenses. They are not reported as assets. Product 
costs are first assigned to inventory. Their final treatment depends on when inventory is sold or 
disposed of. Product costs assigned to finished goods that are sold in year 2011 are reported on 
the 2011 income statement as part of cost of goods sold. Product costs assigned to unsold inven- 
tory are carried forward on the balance sheet at the end of year 2011. If this inventory is sold in 
year 2012 product costs assigned to it are reported as part of cost of goods sold in that year’s 
income statement. 

The difference between period and product costs explains why the year 2011 income state- 
ment does not report operating expenses related to either factory workers’ wages or depreciation 
on factory buildings and equipment. Instead, both costs are combined with the cost of raw 
materials to compute the product cost of finished goods. A portion of these manufacturing costs 











Year 2011 
Income Statement 
i = 
| Period l 
Al costs eM Operating 
| (expenses) — expenses 
o a Cost of 
In goods sold 
Year 2011 ventory 
costs sold in Cost of 
incurred* year 2011 goods sold 
Product __ ; mwang 
| costs sold in 
K 
(inventory) 2012 
Be a | Inventory 
not sold until 


year 2012 


* This diagram excludes costs to acquire assets other than inventory. 
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(related to the goods sold) is reported in the year 2011 income statement as part of Cost of 
Goods Sold. The other portion is reported on the balance sheet at the end of that year as part of 
Inventory. The portion assigned to inventory could be included in any or all of raw materials, 
goods in process, or finished goods inventories. 


© Decision 


Answer — p. 756 





Purchase Manager You are evaluating two potential suppliers of seats for the manufacturing of motor 
cycles. One supplier (A) quotes a $145 price per seat and ensures 100% quality standards and on-time 
delivery. The second supplier (B) quotes a $115 price per seat but does not give any written assurances on 
quality or delivery. You decide to contract with the second supplier (B), saving $30 per seat. Does this 
decision have opportunity costs? W 


Identification of Cost Classifications 


It is important to understand that a cost can be classified using any one (or combination) of the 
five different means described here. To do this we must understand costs and operations. Spe- 
cifically, for the five classifications, we must be able to identify the activity for behavior, cost 
object for traceability, management hierarchical level for controllability, opportunity cost for 
relevance, and benefit period for function. Factory rent, for instance, can be classified as a prod- 
uct cost; it is fixed with respect to number of units produced, it is indirect with respect to the 
product, and it is not controllable by a production supervisor. Potential multiple classifications 
are shown in Exhibit 18.9 using different cost items incurred in manufacturing mountain bikes. 
The finished bike is the cost object. Proper allocation of these costs and the managerial deci- 
sions based on cost data depend on a correct cost classification. 


Cost Item By Behavior By Traceability By Function 
Bicycleitiresenme ureter enrieer os Variable Direct Product 
Wages of assembly worker* ......... Variable Direct Product 
Adyentisin p a Fixed Indirect Period 
Production manager’s salary ......... Fixed Indirect Product 
Office depreciation ................ Fixed Indirect Period 


* Although an assembly worker’s wages are classified as variable costs, their actual behavior depends on how workers are paid and whether 
their wages are based on a union contract (such as piece rate or monthly wages). 


Cost Concepts for Service Companies 


The cost concepts described are generally applicable to service organizations. For example, 
consider Southwest Airlines. Its cost of beverages for passengers is a variable cost based on 
number of passengers. The cost of leasing an aircraft is fixed with respect to number of 
passengers. We can also trace a flight crew’s salary to a specific flight whereas we likely cannot 
trace wages for the ground crew to a specific flight. Classification by function (such as product 
versus period costs) is not relevant to service companies because services are not inventoried. 
Instead, costs incurred by a service firm are expensed in the reporting period when incurred. 

Managers in service companies must understand and apply cost concepts. They seek and rely 
on accurate cost estimates for many decisions. For example, an airline manager must often decide 
between canceling or rerouting flights. The manager must also be able to estimate costs saved by 
canceling a flight versus rerouting. Knowledge of fixed costs is equally important. We explain 
more about the cost requirements for these and other managerial decisions in Chapter 25. 
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4. Which type of cost behavior increases total costs when volume of activity increases? 


5. How could traceability of costs improve managerial decisions? 
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Point: For a team approach to identify- 
ing period and product costs, see Team- 
work in Action in the Beyond the Numbers 
section. 


EXHIBIT 18.9 


Examples of Multiple Cost 
Classifications 


Point: All expenses of service compa- 
nies are period costs because these 
companies do not have inventory. 





Service Costs 


e Beverages and snacks 

* Cleaning fees 

e Pilot and copilot salaries 
e Attendant salaries 

e Fuel and oil costs 

e Travel agent fees 

e Ground crew salaries 
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REPORTING MANUFACTURING ACTIVITIES 





C Explain how balance 
sheets and income 
statements for 
manufacturing and 
merchandising companies 
differ. 











Point: Reducing the size of inventories 
saves storage costs and frees money for 
other uses. 


EXHIBIT 18.10 


Balance Sheet for a Manufacturer 


Companies with manufacturing activities differ from both merchandising and service compa- 
nies. The main difference between merchandising and manufacturing companies is that mer- 
chandisers buy goods ready for sale while manufacturers produce goods from materials and 
labor. Payless is an example of a merchandising company. It buys and sells shoes without phy- 
sically changing them. Adidas is primarily a manufacturer of shoes, apparel, and accessories. It 
purchases materials such as leather, cloth, dye, plastic, rubber, glue, and laces and then uses 
employees’ labor to convert these materials to products. Southwest Airlines is a service 
company that transports people and items. 

Manufacturing activities differ from both selling merchandise and providing services. Also, 
the financial statements for manufacturing companies differ slightly. This section considers 
some of these differences and compares them to accounting for a merchandising company. 


Manufacturer's Balance Sheet 


Manufacturers carry several unique assets and usually have three inventories instead of the 
single inventory that merchandisers carry. Exhibit 18.10 shows three different inventories in the 
current asset section of the balance sheet for Rocky Mountain Bikes, a manufacturer. The three 
inventories are raw materials, goods in process, and finished goods. 


Raw Materials Inventory Raw materials inventory refers to the goods a company ac- 
quires to use in making products. It uses raw materials in two ways: directly and indirectly. Most 
raw materials physically become part of a product and are identified with specific units or batches 
of a product. Raw materials used directly in a product are called direct materials. Other materials 
used to support production processes are sometimes not as clearly identified with specific units or 
batches of product. These materials are called indirect materials because they are not clearly 
identified with specific product units or batches. Items used as indirect materials often appear on a 
balance sheet as factory supplies or are included in raw materials. Some direct materials are clas- 
sified as indirect materials when their costs are low (insignificant). Examples include screws and 
nuts used in assembling mountain bikes and staples and glue used in manufacturing shoes. Using 


ROCKY MOUNTAIN BIKES 


Balance Sheet 
December 31, 2011 





Assets Liabilities and Equity 


Current assets Current liabilities 


EC Ulosovesuovsheowasacaeoanaansos $ 11,000 Accounts payable................ $ 14,000 
Accounts receivable, net .............. 30,150 Wages payable ................0. 540 
Raw materials inventory ........... 9,000 Interest payable ................. 2,000 
Goods in process inventory ........ 7,500 Income taxes payable ............ 32,600 
Finished goods inventory .......... 10,300 Total current liabilities ............ 49,140 
Factory supplies a ree rn en einer nr 350 
Prepaid insurance ..................- 300 Long-term liabilities 
Total current assets Perr 68,600 Long-term notes payable ......... 50,000 
Plant assets Totallliabilities n rete 99,140 
Smallitools, met: eee eae caves 1,100 
Delivery equipment, net .............. 5,000 Stockholders’ equity 
Office equipment, net ................ 1,300 Common stock, $1.2 par ......... 24,000 
Factory machinery, net ............... 65,500 Paid-in capital ...............0.. 76,000 
Factory building, net ................. 86,700 Retained earnings ............... 49,760 
an E 9,500 Total stockholders’ equity ......... 149,760 
Total plant assets,net................. 169,100 
Intangible assets (patents), net ........... 11,200 Total liabilities and equity ........... $248,900 


Totalassets oracles wee ee ee ee $248,900 
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the materiality principle, indi- Inventories of Rocky Mountain Bikes 
vidually tracing the costs of 

each of these materials and 

classifying them separately as 

direct materials does not make Finished goods 
much economic sense. For $10,300 
instance, keeping detailed re- 

cords of the amount of glue 

used to manufacture one shoe 

is not cost beneficial. 


Goods in process 
$7,500 


Raw materials 
$9,000 





Goods in Process Inventory Another inventory held by manufacturers is goods in pro- 
cess inventory, also called work in process inventory. It consists of products in the process of 
being manufactured but not yet complete. The amount of goods in process inventory 
depends on the type of production process. If the time required to produce a unit of 
product is short, the goods in process inventory is likely small; but if weeks or months 
are needed to produce a unit, the goods in process inventory is usually larger. 


Finished Goods Inventory A third inventory owned by a manufacturer is fin- 
ished goods inventory, which consists of completed products ready for sale. This in- 
ventory is similar to merchandise inventory owned by a merchandising company. 
Manufacturers also often own unique plant assets such as small tools, factory build- 
ings, factory equipment, and patents to manufacture products. The balance sheet in 
Exhibit 18.10 shows that Rocky Mountain Bikes owns all of these assets. Some manu- 
facturers invest millions or even billions of dollars in production facilities and patents. 
Briggs & Stratton’s recent balance sheet shows about $1 billion net investment in 
land, buildings, machinery and equipment, much of which involves production facilities. It manu- 
factures more racing engines than any other company in the world. 





Manufacturer’s Income Statement 


The main difference between the income statement of a manufacturer and that of a merchan- 
diser involves the items making up cost of goods sold. Exhibit 18.11 compares the components 
of cost of goods sold for a manufacturer and a merchandiser. A merchandiser adds cost of goods 
purchased to beginning merchandise inventory and then subtracts ending merchandise inventory 
to get cost of goods sold. A manufacturer adds cost of goods manufactured to beginning finished 
goods inventory and then subtracts ending finished goods inventory to get cost of goods sold. 





P Compute cost of goods 
sold for a manufacturer. 











Merchandiser Manufacturer EXHIBIT 18.11 
m a Cost of Goods Sold Computation 
Beginning Beginning finished 

merchandise inventory goods inventory 

Cost of Cost of 
goods purchased goods manufactured 

Ending Ending finished 

merchandise inventory goods inventory 


a, 


Cost of goods sold 
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EXHIBIT 18.12 


Cost of Goods Sold for a 
Merchandiser and Manufacturer 


Merchandising (Tele-Mart) Company 
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A merchandiser often uses the term merchandise inventory; a manufacturer often uses the term 
finished goods inventory. A manufacturer’s inventories of raw materials and goods in process are 
not included in finished goods because they are not available for sale. A manufacturer also shows 
cost of goods manufactured instead of cost of goods purchased. This difference occurs because a 
manufacturer produces its goods instead of purchasing them ready for sale. We show later in this 
chapter how to derive cost of goods manufactured from the manufacturing statement. 

The Cost of Goods Sold sections for both a merchandiser (Tele-Mart) and a manufacturer 
(Rocky Mountain Bikes) are shown in Exhibit 18.12 to highlight these differences. The remain- 
ing income statement sections are similar. 


Manufacturing (Rocky Mtn. Bikes) Company 





Cost of goods sold 


Cost of goods sold 








Beginning merchandise inventory .......... $ 14,200 Beginning finished goods inventory ........... $ 11,200 
Cost of merchandise purchased............ 234,150 Cost of goods manufactured* ................ 170,500 
Goods available for sale ..................05. 248,350 Goods available for sale a e 181,700 
Less ending merchandise inventory......... 12,100 Less ending finished goods inventory ......... 10,300 
Gostiofisoodsisoldimy rete etree tenes $236,250 Gostiofigoods'soldiveeerrerriet cnt et acne: $171,400 








* Cost of goods manufactured is reported in the income statement of Exhibit 18.14. 


Point: Indirect labor costs are part of 
factory overhead. 


Point: Factory overhead is also called 
manufacturing overhead. 


Although the cost of goods sold computations are similar, the numbers in these computa- 
tions reflect different activities. A merchandiser’s cost of goods purchased is the cost of buy- 
ing products to be sold. A manufacturer’s cost of goods manufactured is the sum of direct 
materials, direct labor, and factory overhead costs incurred in producing products. The re- 
mainder of this section further explains these three manufacturing costs and describes prime 
and conversion costs. 


Direct Materials Direct materials are tangible components of a finished product. Direct 
material costs are the expenditures for direct materials that are separately and readily traced 
through the manufacturing process to finished goods. Examples of direct materials in manufac- 
turing a mountain bike in- 
clude its tires, seat, frame, 
pedals, brakes, cables, gears, 
and handlebars. The chart 
in the margin shows that 
direct materials generally 
make up about 45% of 
manufacturing costs in 
today’s products, but this 
amount varies across indus- 
tries and companies. 


Typical Manufacturing Costs in Today's Products 


Direct labor 
15% 





Direct materials 


45% 
j Factory overhead 


40% 


Direct Labor Direct labor refers to the efforts of employees who physically convert ma- 
terials to finished product. Direct labor costs are the wages and salaries for direct labor that 
are separately and readily traced through the manufacturing process to finished goods. Exam- 
ples of direct labor in manufacturing a mountain bike include operators directly involved in 
converting raw materials into finished products (welding, painting, forming) and assembly 
workers who attach materials such as tires, seats, pedals, and brakes to the bike frames. Costs 
of other workers on the assembly line who assist direct laborers are classified as indirect labor 
costs. Indirect labor refers to manufacturing workers’ efforts not linked to specific units or 
batches of the product. 


Factory Overhead Factory overhead consists of all manufacturing costs that are not 
direct materials or direct labor. Factory overhead costs cannot be separately or readily traced to 
finished goods. These costs include indirect materials and indirect labor, costs not directly trace- 
able to the product. Overtime paid to direct laborers is also included in overhead because over- 
time is due to delays, interruptions, or constraints not necessarily identifiable to a specific product 
or batches of product. Factory overhead costs also include maintenance of the mountain bike 
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factory, supervision of its employees, repairing manufacturing equipment, factory utilities (water, 
gas, electricity), production manager’s salary, factory rent, depreciation on factory buildings and 
equipment, factory insurance, property taxes on factory buildings and equipment, and factory 
accounting and legal services. Factory overhead does not include selling and administrative 
expenses because they are not incurred in manufacturing products. These expenses are called 
period costs and are recorded as expenses on the income statement when incurred. 


Prime and Conversion Costs Direct mate- 
rial costs and direct labor costs are also called prime 
costs—expenditures directly associated with the 
manufacture of finished goods. Direct labor costs 
and overhead costs are called conversion costs— 
expenditures incurred in the process of converting 
raw materials to finished goods. Direct labor costs 
are considered both prime costs and conversion 
costs. Exhibit 18.13 conveys the relation between 
prime and conversion costs and their components of 
direct material, direct labor, and factory overhead. 


EXHIBIT 18.13 


Prime and Conversion Costs 
and Their Makeup 


Prime costs = 

Direct materials + Direct labor. 
Conversion costs = 

Direct labor + Factory overhead. 





Reporting Performance Exhibit 18.14 shows the income statement for Rocky Moun- 
tain Bikes. Its operating expenses include sales salaries, office salaries, and depreciation of 
delivery and office equipment. Operating expenses do not include manufacturing costs such as 


ROCKY MOUNTAIN BIKES EXHIBIT 18.14 





Income Statement Income Statement for a 
For Year Ended December 31, 2011 Manufacturer 
Sal E EE men EA A rotate Ma $310,000 
Cost of goods sold 
Finished goods inventory, Dec. 31,2010 ............. $ 11,200 
Cost of goods manufactured ................... 170,500 
Goods available for sale eccere ranei re eee eens 181,700 
Less finished goods inventory, Dec. 31,2011 .......... 10,300 
Gostiofigoodsisoldiemeqsm ant E cisraes 171,400 
GROSS !PrOfitcean an eet tet eee cena renee erie cere nrrte 138,600 


Operating expenses 


Selling expenses 


Sales salaries expense oro een ren e a cece ee euee 18,000 
Advertising EEE coco ovoccsnconvoenoonusenan 5,500 
Delivery wages expense aaa 12,000 
Shipping supplies expense.. ne 250 
Insurance expense—Delivery equipment .......... 300 
Depreciation expense—Delivery equipment ......... 2,100 
Totalisellinsicxpenscsmeret ttt ttt tt etree tas 38,150 
General and administrative expenses 
Office salaries expense ...............000 cece 15,700 
Miscellaneous expense .....................005- 200 
Bad debts -expense s Aana e nseesoietesteieeniciseie ss 1,550 
Office supplies expense mann E 100 
Depreciation expense—Office equipment ......... 200 
Intenestiexpenseia trees enone entree 4,000 
Total general and administrative expenses .......... 21,750 
Total operating expenses e a a eee ee 59,900 
Income before income taxes ......... 0.00 cee eee eeee 78,700 
Income taxes expense o.. eener cece cece eee cee 32,600 


Net intomen AN e E A AAA nor EAA EN $ 46,100 
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Point: Manufacturers treat costs such 
as depreciation and rent as product costs 
if they are related to manufacturing. 





C Explain manufacturing 
activities and the flow of 








manufacturing costs. 





EXHIBIT 18.15 
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factory workers’ wages and depreciation of production equipment and the factory buildings. 
These manufacturing costs are reported as part of cost of goods manufactured and included in 
cost of goods sold. We explained why and how this is done in the section “Classification by 
Function.” 


Quick Check Answers — p. 756 Kil 


6. What are the three types of inventory on a manufacturing company’s balance sheet? 
7. How does cost of goods sold differ for merchandising versus manufacturing companies? 


Flow of Manufacturing Activities 


To understand manufacturing and its reports, we must first understand the flow of manufactur- 
ing activities and costs. Exhibit 18.15 shows the flow of manufacturing activities for a manufac- 
turer. This exhibit has three important sections: materials activity, production activity, and sales 
activity. We explain each activity in this section. 


Activities and Cost Flows in Manufacturing 












Financial Reports 


Point: Knowledge of managerial ac- 
counting provides us a means of mea- 
suring manufacturing costs and is a sound 
foundation for studying advanced busi- 
ness topics. 


Raw materials 
beginning inventory 


Raw materials 
purchases 


Production Activity 
(goods in process) 











Goods in process 
beginning inventory 






E _ Finished goods 
beginning inventory — 


Raw materials used = _ 
> Goods manufactured 








Direct labor used 


| Factory overhead used 


Materials Activity The far left side of Exhibit 18.15 shows the flow of raw materials. 
Manufacturers usually start a period with some beginning raw materials inventory carried over 
from the previous period. The company then acquires additional raw materials in the current 
period. Adding these purchases to beginning inventory gives total raw materials available for 
use in production. These raw materials are then either used in production in the current period 
or remain in inventory at the end of the period for use in future periods. 


Production Activity The middle section of Exhibit 18.15 describes production activity. 
Four factors come together in production: beginning goods in process inventory, direct materials, 
direct labor, and overhead. Beginning goods in process inventory consists of partly assembled 
products from the previous period. Production activity results in products that are either finished 
or remain unfinished. The cost of finished products makes up the cost of goods manufactured 
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for the current period. Unfinished products are identified as ending goods in process inventory. 
The cost of unfinished products consists of direct materials, direct labor, and factory overhead, 
and is reported on the current period’s balance sheet. The costs of both finished goods manufac- 
tured and goods in process are product costs. 


Sales Activity The company’s sales activity is portrayed in the far right side of Exhibit 
18.15. Newly completed units are combined with beginning finished goods inventory to make up 
total finished goods available for sale in the current period. The cost of finished products sold is 
reported on the income statement as cost of goods sold. The cost of products not sold is reported 
on the current period’s balance sheet as ending finished goods inventory. 


Manufacturing Statement 


A company’s manufacturing activities are described in a manufacturing statement, also called 
the schedule of manufacturing activities or the schedule of cost of goods manufactured. The 
manufacturing statement summarizes the types and amounts of costs incurred in a company’s 
manufacturing process. Exhibit 18.16 shows the manufacturing statement for Rocky Mountain 
Bikes. The statement is divided into four parts: direct materials, direct labor, overhead, and 
computation of cost of goods manufactured. We describe each of these parts in this section. 


®© The manufacturing statement begins by computing direct materials used. We start by add- 
ing beginning raw materials inventory of $8,000 to the current period’s purchases of 
$86,500. This yields $94,500 of total raw materials available for use. A physical count 
of inventory shows $9,000 of ending raw materials inventory. This implies a total cost of 
raw materials used during the period of $85,500 ($94,500 total raw materials available 
for use — $9,000 ending inventory). (Note: All raw materials are direct materials for 
Rocky Mountain Bikes.) 


ROCKY MOUNTAIN BIKES 


Manufacturing Statement 
For Year Ended December 31, 2011 





Direct materials 


Raw materials inventory, Dec. 31,2010 ............. $ 8,000 
Raw materials purchases.....................000. 86,500 
© Raw materials available for use...............00005 94,500 
Less raw materials inventory, Dec. 31,2011 ......... 9,000 
Direct: materials used o mesmes eee eoa e basa names $ 85,500 
O) Direct labor oae aa E eter 60,000 
Factory overhead 
Indirect labor e a a A EEE 9,000 
Factory SUperyision. s emes eee eee sesar ee 6,000 
Factory iutilities serene one aak on en E o E E 2,600 
Repairs—Factory equipment ..................... 2,500 
Property taxes—Factory building ................. 1,900 
©) Factory suppliesiused omenen eee 600 
Factory insurance expired ....................05. 1,100 
Depreciation expense—Small tools ............... 200 
Depreciation expense—Factory equipment ......... 3,500 
Depreciation expense—Factory building ........... 1,800 
Amortization expense—Patents .................. 800 
Total factory overhead ............... 0c eee eee 30,000 
Total manufacturing costs e a eee eee 175,500 
Add goods in process inventory, Dec. 31,2010 ......... 2,500 
@ Total cost of goods in process ...................05- 178,000 
Less goods in process inventory, Dec. 31,2011 ......... 7,500 


Cost of goods manufactured .................... $170,500 


745 





P? Prepare a manufacturing 
statement and explain its 
purpose and links to 








financial statements. 





EXHIBIT 18.16 


Manufacturing Statement 


746 Chapter 18 Managerial Accounting Concepts and Principles 


Point: Direct material and direct labor 
costs increase with increases in produc- 
tion volume and are called variable costs. 
Overhead can be both variable and fixed. 
When overhead costs vary with produc- 
tion, they are called variable overhead. 
When overhead costs don’t vary with 
production, they are called fixed overhead. 


Point: Manufacturers sometimes re- 
port variable and fixed overhead sepa- 
rately in the manufacturing statement to 
provide more information to managers 
about cost behavior. 


The second part of the manufacturing statement reports direct labor costs. Rocky Mountain 
Bikes had total direct labor costs of $60,000 for the period. This amount includes payroll taxes 
and fringe benefits. 


@) The third part of the manufacturing statement reports overhead costs. The statement lists 


each important factory overhead item and its cost. Total factory overhead cost for the period 
is $30,000. Some companies report only total factory overhead on the manufacturing state- 
ment and attach a separate schedule listing individual overhead costs. 


@ The final section of the manufacturing statement computes and reports the cost of goods 


manufactured. (Total manufacturing costs for the period are $175,500 [$85,500 + $60,000 + 
$30,000], the sum of direct materials used and direct labor and overhead costs incurred.) This 
amount is first added to beginning goods in process inventory. This gives the total goods in 
process inventory of $178,000 ($175,500 + $2,500). We then compute the current period’s cost 
of goods manufactured of $170,500 by taking the $178,000 total goods in process and sub- 
tracting the $7,500 cost of ending goods in process inventory that consists of direct materi- 
als, direct labor, and factory overhead. The cost of goods manufactured amount is also called 
net cost of goods manufactured or cost of goods completed. Exhibit 18.14 shows that this 
item and amount are listed in the Cost of Goods Sold section of Rocky Mountain Bikes’ 
income statement and the balance sheet. 


A managerial accounting system records costs and reports them in various reports that even- 


tually determine financial statements. Exhibit 18.17 shows how overhead costs flow through the 
system: from an initial listing of specific costs, to a section of the manufacturing statement, to 
the reporting on the income statement and the balance sheet. 


Management uses information in the manufacturing statement to plan and control the 


company’s manufacturing activities. To provide timely information for decision making, the 


EXHIBIT 18.17 


Overhead Cost Flows across Accounting Reports 


Rocky Mountain Bikes 
Factory Overhead Costs 
For Year Ended December 31, 2011 





Imelinectilabor ..................008 $ 9,000 
Supervision ...................... 6,000 
Other overhead items*.......... 15,000 
Total overhead ................. $30,000 ap 


*Overhead items are listed in Exhibit 18.16. 


Rocky Mountain Bikes 
Manufacturing Statement 
For Year Ended December 31, 2011 


Direct materials ................ $ 85,500 
Wikectlabor..................008 60,000 
Factory overhead ............ 30,000 
Total manuf. costs ............ 175,500 
Beg. goods in process ........ 2,500 
Total goods in process ....... 178,000 
End. goods in process......... (7,500) 
Cost of goods manuf......... $170,500 


Rocky Mountain Bikes 
Income Statement 
For Year Ended December 31, 2011 


EES .. .«n.gen eee 5 $310,000 
Cost of goods sold 


Beg. finished goods.......... 11,200 
Cost of goods manuf. ...... 170,500 
End. finished goods.......... (10,300) 
Cost of goods sold .......... 171,400 
GOSS Profit oo 138,600 
EXPOCNSES eoero ania 59,900 
Income taxes .................... 32,600 
Netincome@la...4:..5..45.008 $ 46,100 


Rocky Mountain Bikes 
Balance Sheet-PARTIAL 
December 31, 2011 


TESA . o2.seeege eos. - $11,000 
Accounts receivable, net ...... 30,150 
Raw materials inventory ...... 9,000 
Goods in process inventory .. 7,500 
Finished goods inventory ..... 10,300 
Factory supplies ................. 350 
Prepaid insurance ................ 300 


Total current assets ............. $68,600 


Chapter 18 Managerial Accounting Concepts and Principles 


statement is often prepared monthly, weekly, or even daily. In anticipation of release of its 
much-hyped iPad, Apple grew its inventory of critical components, and its finished goods in- 
ventory. The manufacturing statement contains information useful to external users but is not a 
general-purpose financial statement. Companies rarely publish the manufacturing statement be- 
cause managers view this information as proprietary and potentially harmful to them if released 
to competitors. 






Quick Check Answers — p. 756 [ví 


8. A manufacturing statement (a) computes cost of goods manufactured for the period, 
(b) computes cost of goods sold for the period, or (c) reports operating expenses incurred for 
the period. 
9. Are companies required to report a manufacturing statement? 
10. How are both beginning and ending goods in process inventories reported on a manufacturing 
statement? 


Trends in Managerial Accounting 


The analytical tools and techniques of managerial accounting have always been useful, and their 
relevance and importance continue to increase. This is so because of changes in the business 
environment. This section describes some of these changes and their impact on managerial 
accounting. 


Customer Orientation There is an increased emphasis on customers as the most impor- 
tant constituent of a business. Customers expect to derive a certain value for the money they 
spend to buy products and services. Specifically, they expect that their suppliers will offer 
them the right service (or product) at the right time and the right price. This implies that com- 
panies accept the notion of customer orientation, which means that employees understand the 
changing needs and wants of their customers and align their management and operating prac- 
tices accordingly. 


Global Economy Our global economy expands competi- 
tive boundaries and provides customers more choices. The 
global economy also produces changes in business activities. 
One notable case that reflects these changes in customer de- 
mand and global competition is auto manufacturing. The top Guctomer 
three Japanese auto manufacturers (Honda, Nissan, and Orientation 
Toyota) once controlled more than 40% of the U.S. auto mar- 
ket. Customers perceived that Japanese auto manufacturers pro- 
vided value not available from other manufacturers. Many 
European and North American auto manufacturers responded to 
this challenge and regained much of the lost market share. 





E-Commerce People have become increasingly interconnected via smartphones, text mes- 
saging, and other electronic applications. Consumers thus expect and demand to be able to buy 
items electronically, whenever and wherever they want. Many businesses have enhanced their 
Websites to allow for online transactions. Online sales now make up over 7% of total retail sales. 


Service Economy Businesses that provide services, such as telecommunications and health 
care, constitute an ever-growing part of our economy. In developed economies like the United 
States, service businesses typically account for over 60% to 70% of total economic activity. 

Companies must be alert to these and other factors. Many companies have responded by 
adopting the lean business model, whose goal is to eliminate waste while “satisfying the cus- 
tomer” and “providing a positive return” to the company. 
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Describe trends in 
managerial accounting. 
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Point: Goals of aTQM process include 
reduced waste, better inventory control, 
fewer defects, and continuous improve- 
ment. Just-in-time concepts have similar 
goals. 


Point: The time between buying raw 
materials and selling finished goods is 
called throughput time. 


EXHIBIT 18.18 


Typical Value Chain (Cookie 
Retailer) 








ali . 
"My boss wants us to appeal to a 





ounger and hipper crowd. 
So, I'd like to get a tattoo that says-- 'Accounting rules!" 
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Lean Practices Continuous improvement rejects the notions of “good enough” or “ac- 
ceptable” and challenges employees and managers to continuously experiment with new and 
improved business practices. This has led companies to adopt practices such as total quality 
management (TQM) and just-in-time (JIT) manufacturing. The philosophy underlying both 
practices is continuous improvement; the difference is in the focus. 

Total quality management focuses on quality improvement and applies this standard to all 
aspects of business activities. In doing so, managers and employees seek to uncover waste in 
business activities including accounting activities such as payroll and disbursements. To encour- 
age an emphasis on quality, the U.S. Congress established the Malcolm Baldrige National Qual- 
ity Award (MBNQA). Entrants must conduct a thorough analysis and evaluation of their business 
using guidelines from the Baldrige committee. Ritz Carlton Hotel is a recipient of the Baldrige 
award in the service category. The company applies a core set of values, collectively called The 
Gold Standards, to improve customer service. 

Just-in-time manufacturing is a system that acquires inventory and produces only when 
needed. An important aspect of JIT is that companies manufacture products only after they 
receive an order (a demand-pull system) and then deliver the customer’s requirements on 
time. This means that processes must be aligned to eliminate any delays and inefficiencies 
including inferior inputs and outputs. Companies must also establish good relations and com- 
munications with their suppliers. On the downside, JIT is more susceptible to disruption than 
traditional systems. As one example, several General Motors plants were temporarily shut 
down due to a strike at an assembly division; the plants supplied components just in time to 
the assembly division. 


Value Chain The value chain refers to the series of activities that add value to a company’s 
products or services. Exhibit 18.18 illustrates a possible value chain for a retail cookie company. 
Companies can use lean practices to increase efficiency and profits. 





Acquire raw materials 





@ Decision 


Global Lean Toyota Motor Corporation pioneered lean manufacturing, and it has since spread to 
other manufacturers throughout the world. The goals include improvements in quality, reliability, inventory 
turnover, productivity, exports, and—above all—sales and income. E 


Implications for Managerial Accounting Adopting the lean 
business model can be challenging because to foster its implementation, 
all systems and procedures that a company follows must be realigned. 
Managerial accounting has an important role to play by providing 
accurate cost and performance information. Companies must understand 
the nature and sources of cost and must develop systems that capture 
costs accurately. Developing such a system is important to measuring 
the “value” provided to customers. The price that customers pay for ac- 
quiring goods and services is an important determinant of value. In turn, 
the costs a company incurs are key determinants of price. All else being 
equal, the better a company is at controlling its costs, the better its 
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performance. 
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@ Decision | 


Balanced Scorecard The balanced scorecard aids continuous improvement by augmenting financial 
measures with information on the “drivers” (indicators) of future financial performance along four 
dimensions: (1) financiat—profitability and risk, (2) customer—value creation and product and service 
differentiation, (3) internal business processes—business activities that create customer and owner 
satisfaction, and (4) learning and growth—organizational change, innovation, and growth. E 


GLOBAL VIEW 


749 





Managerial accounting is more flexible than financial accounting and does not follow a set of strict rules. 
However, many international businesses use the managerial accounting concepts and principles described 
in this chapter. 


Customer Focus Nestlé, one of the world’s leading nutrition and wellness companies, adopts a 
customer focus and strives to understand its customers’ tastes. For example, Nestlé employees spent three 
days living with people in Lima, Peru, to understand their motivations, routines, buying habits, and every- 
day lives. This allowed Nestlé to adjust its products to suit local tastes. 


Reporting Manufacturing Activities Nestlé must classify and report costs. In reporting inven- 
tory, Nestlé includes direct production costs, production overhead, and factory depreciation. A recent 
Nestlé annual report shows the following: 


Ending Beginning 





(in millions of Swiss francs) Inventory Inventory 
Raw materials, work in progress, and sundry supplies ........ 3,708 3,590 
Finishedigoods ea mene ma ae o E E EE sree esos eels 5,901 3,590 


Nestlé managers use this information, along with the more detailed information found in a manufacturing 
statement, to plan and control manufacturing activities. 





Cycle Time and Cycle Efficiency OQO Decision Analysis 


As lean manufacturing practices help companies move toward just-in-time manufacturing, it is important 
for these companies to reduce the time to manufacture their products and to improve manufacturing effi- 
ciency. One metric that measures that time element is cycle time (CT). A definition of cycle time is in 
Exhibit 18.19. 


Cycle time = Process time + Inspection time + Move time + Wait time 


Process time is the time spent producing the product. Inspection time is the time spent inspecting 
(1) raw materials when received, (2) goods in process while in production, and (3) finished goods prior 





A1 Compute cycle time and 
cycle efficiency, and 
explain their importance to 
production management. 








EXHIBIT 18.19 
Cycle Time 





750 


EXHIBIT 18.20 
Cycle Efficiency 
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to shipment. Move time is the time spent moving (1) raw materials from storage to production and 
(2) goods in process from one factory location to another factory location. Wait time is the time that an 
order or job sits with no production applied to it; this can be due to order delays, bottlenecks in 
production, and poor scheduling. 

Process time is considered value-added time because it is the only activity in cycle time that adds 
value to the product from the customer’s perspective. The other three time activities are considered non- 
value-added time because they add no value to the customer. 

Companies strive to reduce non-value-added time to improve cycle efficiency (CE). Cycle efficiency 
is the ratio of value-added time to total cycle time—see Exhibit 18.20. 


Value-added time 
Cycle time 





Cycle efficiency = 


To illustrate, assume that Rocky Mountain Bikes receives and produces an order for 500 Tracker® moun- 
tain bikes. Assume that the following times were measured during production of this order. 


Process time... 1.8 days Inspection time... 0.5 days Move time... 0.7 days Wait time... 3.0 days 


al 





In this case, cycle time is 6.0 days, computed as 1.8 days + 0.5 days + 0.7 days + 3.0 days. Also, cycle 
efficiency is 0.3, or 30%, computed as 1.8 days divided by 6.0 days. This means that Rocky Mountain 
Bikes spends 30% of its time working on the product (value-added time). The other 70% is spent on non- 
value-added activities. 

If a company has a CE of 1, it means that its time is spent entirely on value-added activities. If the CE 
is low, the company should evaluate its production process to see if it can identify ways to reduce non- 
value-added activities. The 30% CE for Rocky Mountain Bikes is low and its management should look for 
ways to reduce non-value-added activities. 


DEMONSTRATION PROBLEM 1: COST BEHAVIOR AND CLASSIFICATION 


Understanding the classification and assignment of costs is important. Consider a company that manufactures 
computer chips. It incurs the following costs in manufacturing chips and in operating the company. 


1. Plastic board used to mount the chip, $3.50 each. 

Assembly worker pay of $15 per hour to attach chips to plastic board. 
Salary for factory maintenance workers who maintain factory equipment. 
Factory supervisor pay of $55,000 per year to supervise employees. 

Real estate taxes paid on the factory, $14,500. 

Real estate taxes paid on the company office, $6,000. 

Depreciation costs on machinery used by workers, $30,000. 

Salary paid to the chief financial officer, $95,000. 

Advertising costs of $7,800 paid to promote products. 


Bon ogrwn 


=à 
- 


Salespersons’ commissions of $0.50 for each assembled chip sold. 


— 
—_ 


. Management has the option to rent the manufacturing plant to six local hospitals to store medical 
records instead of producing and assembling chips. 
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Classify each cost in the following table according to the categories listed in the table header. A cost can 
be classified under more than one category. For example, the plastic board used to mount chips is classified 
as a direct material product cost and as a direct unit cost. 





|. Plastic board used 
to mount the chip, 
$3.50 each 


Period Costs 


Selling and 
Administrative 


Product Costs 


Direct Direct Factory 
Material Labor Overhead 
(Prime (Prime and (Conversion 

Cost) Conversion) Cost) 


SOLUTION TO DEMONSTRATION PROBLEM 1 


Period Costs 


Selling and 
Administrative 


Product Costs 


Direct Direct Factory 
Material Labor Overhead 
(Prime (Prime and (Conversion 

Cost) Conversion) Cost) 


Unit Cost 
Classification 


Direct Indirect 


Unit Cost 
Classification 


Direct Indirect 
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Opportunity 
Cost 


Opportunity 
Cost 



































* Costs 1 through 11 refer to the 11 cost items described at the beginning of the problem. 


DEMONSTRATION PROBLEM 2: REPORTING FOR MANUFACTURERS 


A manufacturing company’s balance sheet and income statement differ from those for a merchandising or 


service company. 


Required 


l. Fill in the [BLANK] descriptors on the partial balance sheets for both the manufacturing company and 
the merchandising company. Explain why a different presentation is required. 
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Manufacturing Company Merchandising Company 
ADIDAS GROUP PAYLESS SHOE OUTLET 
Partial Balance Sheet Partial Balance Sheet 
December 31, 2011 December 31, 2011 

Current assets Current assets 
Cashier a a E $10,000 Cashi e eerste a E $ 5,000 
[BLANK] oaae 8,000 [BLANK] ces ose 12,000 
[BLANK e accee 5,000 Supplies oe eare e ee 500 
[BLANK]... oee en 7,000 Prepaid insurance .......... 500 
Supplies: oenar ose ccs ssc 500 Total current assets......... $18,000 
Prepaid insurance .......... 500 
Total current assets......... $31,000 





2. Fill in the [BLANK] descriptors on the income statements for the manufacturing company and the 
merchandising company. Explain why a different presentation is required. 








Manufacturing Company Merchandising Company 

ADIDAS GROUP PAYLESS SHOE OUTLET 

Partial Income Statement Partial Income Statement 

For Year Ended December 31, 2011 For Year Ended December 31, 2011 
Sales: eb sian aiatests aise Menara omen m eterna $200,000 Sales: onten ranma R ASE $ 190,000 
Cost of goods sold Cost of goods sold 
Finished goods inventory, Dec. 31,2010......... 10,000 Merchandise inventory, Dec. 31,2010 ........ 8,000 
[BLANKI coy corre E E E S 120,000 [BLANK e ies E E eae 108,000 
Goods available for sale ........... 0000 cece 130,000 Goods available for sale ...cac0scceeeea0eas 116,000 
Finished goods inventory, Dec. 31,20I1......... (7,000) Merchandise inventory, Dec. 31,2011 ........ (12,000) 
Cost of goods soldi a2). ne ve ne elec ier 123,000 Cost of goods sold errr errr re 104,000 
Gross: profiteer areen e EE scale E $ 77,000 Grossiprofit es eae o e a eE E $ 86,000 
3. A manufacturer’s cost of goods manufactured is the sum of (a) , (b) , and 
(c) costs incurred in producing the product. 


SOLUTION TO DEMONSTRATION PROBLEM 2 


I. Inventories for a manufacturer and for a merchandiser. 








Manufacturing Company Merchandising Company 
ADIDAS GROUP PAYLESS SHOE OUTLET 
Partial Balance Sheet Partial Balance Sheet 

December 31,2011 December 31,2011 
Current assets Current assets 
EE A A A aerate EO $10,000 (EE E A EE, $ 5,000 
Raw materials inventory ........... 8,000 Merchandise inventory ........ 12,000 
Goods in process inventory ........ 5,000 Supplies eneee esee nun aa a ERER 500 
Finished goods inventory .......... 7,000 Prepaid insurance ............... 500 
Supplies 2.73 5, tee oe o a EA TOEA 500 Total current assets.............. $18,000 
Prepaid insurance ................+-- 500 
Total current assets .............005- $31,000 





Explanation: A manufacturing company must control and measure three types of inventories: raw materi- 
als, goods in process, and finished goods. In the sequence of making a product, the raw materials move 
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into production—called goods in process inventory—and then to finished goods. All raw materials and 
goods in process inventory at the end of each accounting period are considered current assets. All unsold 
finished inventory is considered a current asset at the end of each accounting period. The merchandising 
company must control and measure only one type of inventory, purchased goods. 


2. Cost of goods sold for a manufacturer and for a merchandiser. 


Manufacturing Company Merchandising Company 


ADIDAS GROUP PAYLESS SHOE OUTLET 


Partial Income Statement 
For Year Ended December 31,2011 


Partial Income Statement 
For Year Ended December 31,2011 





Salles A S A E A A I A N ES $ 200,000 Sal eS AE N A EAA sticks $ 190,000 
Cost of goods sold Cost of goods sold 
Finished goods inventory, Dec. 31,2010......... 10,000 Merchandise inventory, Dec. 31,2010 ........ 8,000 
Cost of goods manufactured .............. 120,000 Cost of purchases ....................0. 108,000 
Goods available for sale cs..6/¢ sas nae snes wares 130,000 Goods available for sale ..............00005 116,000 
Finished goods inventory, Dec. 31,20I1......... (7,000) Merchandise inventory, Dec. 31,2011 ........ (12,000) 
Cost of goods sold ia s.c0c-styeialmcis especie aielns evs 123,000 Cost of goods sold eer see reir 104,000 
Grass: Profit ee arnor a a E E E EES $ 77,000 GROSS! PrOfIE ae aeee e E E EOE $ 86,000 


Explanation: Manufacturing and merchandising companies use different reporting terms. In particular, the 
terms finished goods and cost of goods manufactured are used to reflect the production of goods, yet the 
concepts and techniques of reporting cost of goods sold for a manufacturing company and merchandising 
company are similar. 


3. A manufacturer’s cost of goods manufactured is the sum of (a) direct material, (b) direct labor, and 
(c) factory overhead costs incurred in producing the product. 


DEMONSTRATION PROBLEM 3: MANUFACTURING STATEMENT 


The following account balances and other information are from SUNN Corporation’s accounting rec- 
ords for year-end December 31, 2011. Use this information to prepare (1) a table listing factory 
overhead costs, (2) a manufacturing statement (show only the total factory overhead cost), and (3) an 
income statement. 


Advertising expense ............ 000. c eee e ee eee $ 85,000 Goods in process inventory, Dec. 31,2010 ......... $ 8,000 
Amortization expense—Factory Patents .......... 16,000 Goods in process inventory, Dec. 31,2011 ......... 9,000 
Badidebts:expense mareo E a 28,000 Income CARES) Torea e E E AN 53,400 
Depreciation expense—Office equipment ......... 37,000 Indinectilabonee eee E Entre terete rents 26,000 
Depreciation expense—Factory building .......... 133,000 Intenestiexpense atthe ttre terre 25,000 
Depreciation expense—Factory equipment ........ 78,000 Miscellaneous expense m aa 55,000 
Direct laborri erica cr eee ter 250,000 Property taxes on factory equipment ............. 14,000 
Factory insurance expired ...................08. 62,000 Raw materials inventory, Dec.31,2010 ............ 60,000 
Factory SUPERVISION: n e A E A eter atsicrs 74,000 Raw materials inventory, Dec. 31,2011 ............ 78,000 
FactonydsuppliesiUsedi Teea nine eter 21,000 Raw materials purchases e n a a 0005 313,000 
Factornysutilities Per E 115,000 Repairs expense—Factory equipment............. 31,000 
Finished goods inventory, Dec. 31,2010............ 15,000 Salaniestexpensem vem e ere A rater 150,000 
Finished goods inventory, Dec. 31,2011 ............ 12,500 ALG Se Forinaesra ate cta na A Menem le a isaac Ode 1,630,000 


PLANNING THE SOLUTION 


@ Analyze the account balances and select those that are part of factory overhead costs. 
@ Arrange these costs in a table that lists factory overhead costs for the year. 


@ Analyze the remaining costs and select those related to production activity for the year; selected costs 
should include the materials and goods in process inventories and direct labor. 
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@ Prepare a manufacturing statement for the year showing the calculation of the cost of materials used 
in production, the cost of direct labor, and the total factory overhead cost. When presenting overhead 
cost on this statement, report only total overhead cost from the table of overhead costs for the year. 
Show the costs of beginning and ending goods in process inventory to determine cost of goods 
manufactured. 


® Organize the remaining revenue and expense items into the income statement for the year. Combine 
cost of goods manufactured from the manufacturing statement with the finished goods inventory 
amounts to compute cost of goods sold for the year. 


SOLUTION TO DEMONSTRATION PROBLEM 3 








SUNN CORPORATION SUNN CORPORATION 
Factory Overhead Costs Manufacturing Statement 
For Year Ended December 31, 2011 For Year Ended December 31, 2011 
Amortization expense—Factory patents .......... $ 16,000 Direct materials 
Depreciation expense—Factory building .......... 133,000 Raw materials inventory, Dec. 31,2010 ............. $ 60,000 
Depreciation expense—Factory equipment ........ 78,000 Raw materials purchase .................eeeee00- 313,000 
Factory insurance expired ...................00. 62,000 Raw materials available for use .............02000- 373,000 
Factory SUpervision esene eee enea e seeks 74,000 Less raw materials inventory, Dec. 31,2011 ......... 78,000 
Factory supplies used Pee eee 21,000 Direct materials usedem E sitll: 295,000 
Factory utilities ere eener a co cier cieuaroeeste 115,000 Direct laborer nne ne E E ee ees 250,000 
Indirect labor m cee E E ete ha E E 26,000 m> Factory overhead .......... 0. ccc cece eee eee 570,000 
Property taxes on factory equipment ............. 14,000 Total manufacturing costs ..............ee eee e eee eee 1,115,000 
Repairs expense—Factory equipment............. 31,000 Goods in process inventory, Dec. 31,2010 ............ 8,000 
Total factory overhead ...............0. eee ee eee $570,000 ———! Total cost of goods in process ...................00. 1,123,000 
— Less goods in process inventory, Dec. 31,2011 ........ 9,000 
Cost of goods manufactured ...................000. $1,114,000 — 





SUNN CORPORATION 


Income Statement 
For Year Ended December 31,2011 








Sal ES E A E A E E EEE E E, $1,630,000 
Cost of goods sold 

Finished goods inventory, Dec. 31,2010............. $ 15,000 

Cost of goods manufactured ..................... 1,114,000 < 

Goods available for sale o 2. hcwcnen sna eeu yee bees 1,129,000 

Less finished goods inventory, Dec. 31,2011 ......... 12,500 

Gostiofigoodsisold av reer a rie 1,116,500 
Grossiphofitrverir err ert LTC ne en eet 513,500 
Operating expenses 

Advertising expense m a et ete ett entries 85,000 

Badidebtsiexpense’ oan sy a a saunstondeienenars 28,000 

Depreciation expense—Office equipment ........... 37,000 

Interestiexpensewercy en rnin nner iie ea 25,000 

Miscellancousiexpenseu rir tir ttt itt trn tte: 55,000 

Salaries expense a A E siete erie 150,000 

Total operating expenses.. nen ae 000000 380,000 
Income before income taxes ......... 0000 cece ee eee 133,500 
IMCONTE AROS ce cotie e AA A Be 53,400 


Netincomer. occ e cence eon ie eran area Seavey $ 80,100 
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Summary 


C1 Explain the purpose and nature of, and the role of ethics 

in, managerial accounting. The purpose of managerial 
accounting is to provide useful information to management and 
other internal decision makers. It does this by collecting, managing, 
and reporting both monetary and nonmonetary information in a 
manner useful to internal users. Major characteristics of managerial 
accounting include (1) focus on internal decision makers, (2) emphasis 
on planning and control, (3) flexibility, (4) timeliness, (5) reliance 
on forecasts and estimates, (6) focus on segments and projects, and 
(7) reporting both monetary and nonmonetary information. Ethics 
are beliefs that distinguish right from wrong. Ethics can be impor- 
tant in reducing fraud in business operations. 


C Describe accounting concepts useful in classifying costs. We 

can classify costs on the basis of their (1) behavior—fixed vs. 
variable, (2) traceability—direct vs. indirect, (3) controllability— 
controllable vs. uncontrollable, (4) relevance—sunk vs. out of 
pocket, and (5) function—product vs. period. A cost can be classified 
in more than one way, depending on the purpose for which the cost 
is being determined. These classifications help us understand cost 
patterns, analyze performance, and plan operations. 


C3 Define product and period costs and explain how they im- 

pact financial statements. Costs that are capitalized because 
they are expected to have future value are called product costs; costs 
that are expensed are called period costs. This classification is im- 
portant because it affects the amount of costs expensed in the in- 
come statement and the amount of costs assigned to inventory on 
the balance sheet. Product costs are commonly made up of direct 
materials, direct labor, and overhead. Period costs include selling 
and administrative expenses. 


C4 Explain how balance sheets and income statements for 

manufacturing and merchandising companies differ. 
The main difference is that manufacturers usually carry three 
inventories on their balance sheets—raw materials, goods in 
process, and finished goods—instead of one inventory that 
merchandisers carry. The main difference between income state- 
ments of manufacturers and merchandisers is the items making up 
cost of goods sold. A merchandiser adds beginning merchandise 
inventory to cost of goods purchased and then subtracts ending 
merchandise inventory to get cost of goods sold. A manufacturer 
adds beginning finished goods inventory to cost of goods 


Guidance Answers to Decision Maker and Decision Ethics 


Production Manager It appears that all three friends want to 
pay the bill with someone else’s money. David is using money be- 
longing to the tax authorities, Denise is taking money from her com- 
pany, and Derek is defrauding the client. To prevent such practices, 
companies have internal audit mechanisms. Many companies also 
adopt ethical codes of conduct to help guide employees. We must 
recognize that some entertainment expenses are justifiable and even 
encouraged. For example, the tax law allows certain deductions for 
entertainment that have a business purpose. Corporate policies also 
sometimes allow and encourage reimbursable spending for social ac- 
tivities, and contracts can include entertainment as allowable costs. 
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manufactured and then subtracts ending finished goods inventory 
to get cost of goods sold. 


C5 Explain manufacturing activities and the flow of manufac- 

turing costs. Manufacturing activities consist of materials, pro- 
duction, and sales activities. The materials activity consists of the 
purchase and issuance of materials to production. The production 
activity consists of converting materials into finished goods. At this 
stage in the process, the materials, labor, and overhead costs have 
been incurred and the manufacturing statement is prepared. The sales 
activity consists of selling some or all of finished goods available for 
sale. At this stage, the cost of goods sold is determined. 


C6 Describe trends in managerial accounting. Important trends 

in managerial accounting include an increased focus on satis- 
fying customers, the impact of a global economy, and the growing 
presence of e-commerce and service-based businesses. The lean 
business model, designed to eliminate waste and satisfy customers, 
can be useful in responding to recent trends. Concepts such as total 
quality management, just-in-time production, and the value chain 
often aid in application of the lean business model. 


Al Compute cycle time and cycle efficiency, and explain their 
importance to production management. It is important for 
companies to reduce the time to produce their products and to 
improve manufacturing efficiency. One measure of that time is cycle 
time (CT), defined as Process time + Inspection time + Move time + 
Wait time. Process time is value-added time; the others are non- 
value-added time. Cycle efficiency (CE) is the ratio of value-added 
time to total cycle time. If CE is low, management should evaluate its 
production process to see if it can reduce non-value-added activities. 


P1 Compute cost of goods sold for a manufacturer. A manufac- 

turer adds beginning finished goods inventory to cost of goods 
manufactured and then subtracts ending finished goods inventory to 
get cost of goods sold. 


P2 Prepare a manufacturing statement and explain its pur- 

pose and links to financial statements. The manufacturing 
statement reports computation of cost of goods manufactured for the 
period. It begins by showing the period’s costs for direct materials, 
direct labor, and overhead and then adjusts these numbers for the 
beginning and ending inventories of the goods in process to yield 
cost of goods manufactured. 





Nevertheless, without further details, payment for this bill should be 
made from personal accounts. 


Entrepreneur Tracing all costs directly to cost objects is always 
desirable, but you need to be able to do so in an economically feasible 
manner. In this case, you are able to trace 90% of the assembly de- 
partment’s direct costs. It may not be economical to spend more 
money on a new software to trace the final 10% of costs. You need to 
make a cost-benefit trade-off. If the software offers benefits beyond 
tracing the remaining 10% of the assembly department’s costs, your 
decision should consider this. 
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Purchase Manager Opportunity costs relate to the potential interrupt work and increase manufacturing costs. Your company could 
quality and delivery benefits given up by not choosing supplier (A). also incur sales losses if the product quality of supplier (B) is low. As 
Selecting supplier (B) might involve future costs of poor-quality seats purchase manager, you are responsible for these costs and must con- 
(inspection, repairs, and returns). Also, potential delivery delays could sider them in making your decision. 


Guidance Answers to Quick Checks 


1. d 

2. Financial accounting information is intended for users external 
to an organization such as investors, creditors, and government 6. 
authorities. Managerial accounting focuses on providing infor- 
mation to managers, officers, and other decision makers within 7 


the organization. 


3. No, GAAP do not control the practice of managerial account- 
ing. Unlike external users, the internal users need managerial 
accounting information for planning and controlling business 
activities rather than for external comparison. Different types of 
information are required, depending on the activity. Therefore it 
is difficult to standardize managerial accounting. 


© œ 


10. 


A 


Variable costs increase when volume of activity increases. 

5. By being able to trace costs to cost objects (say, to products 
and departments), managers better understand the total costs 
associated with a cost object. This is useful when managers 


consider making changes to the cost object (such as when 
dropping the product or expanding the department). 

Raw materials inventory, goods in process inventory, and fin- 
ished goods inventory. 


. The cost of goods sold for merchandising companies includes 


all costs of acquiring the merchandise; the cost of goods sold 
for manufacturing companies includes the three costs of manu- 
facturing: direct materials, direct labor, and overhead. 


-a 
. No; companies rarely report a manufacturing statement. 


Beginning goods in process inventory is added to total manu- 
facturing costs to yield total goods in process. Ending goods in 
process inventory is subtracted from total goods in process to 
yield cost of goods manufactured for the period. 


Key Terms mhhe.com/wildFAP20e 


Continuous improvement (p. 748) Factory overhead (p. 742) Manufacturing statement (p. 745) 
Control (p. 733) Factory overhead costs (p. 742) Non-value-added time (p. 750) 
Controllable or not controllable Finished goods inventory (p. 741) Opportunity cost (p. 738) 

cost (p. 737) Fixed cost (p. 736) Out-of-pocket cost (p. 738) 
Conversion costs (p. 743) Goods in process inventory (p. 741) Period costs (p. 738) 

Cost object (p. 737) Indirect costs (p. 737) Planning (p. 732) 

Customer orientation (p. 747) Indirect labor (p. 742) Prime costs (p. 743) 

Cycle efficiency (CE) (p. 750) Indirect labor costs (p. 742) Product costs (p. 738) 

Cycle time (CT) (p. 749) Indirect material (p. 740) Raw materials inventory (p. 740) 
Direct costs (p. 737) Institute of Management Accountants Sunk cost (p. 738) 

Direct labor (p. 742) (IMA) (p. 736) Total quality management (TQM) (p. 748) 
Direct labor costs (p. 742) Internal control system (p. 736) Value-added time (p. 750) 

Direct material (p. 742) Just-in-time (JIT) manufacturing (p. 748) Value chain (p. 748) 

Direct material costs (p. 742) Lean business model (p. 747) Variable cost (p. 736) 

Ethics (p. 736) Managerial accounting (p. 732) 


Multiple Choice Quiz Answers on p. 


Additional Quiz Questions are available at the book’s Website. 


1. Continuous improvement 
a. Is used to reduce inventory levels. 
b. Is applicable only in service businesses. 
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c. Rejects the notion of “good enough.” 
d. Is used to reduce ordering costs. 
e. Is applicable only in manufacturing businesses. 
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2. A direct cost is one that is c. Indirect labor, indirect materials, and fixed expenses. 
a. Variable with respect to the cost object. d. Variable costs, fixed costs, and period costs. 
b. Traceable to the cost object. e. Opportunity costs, sunk costs, and direct costs. 
c. Fixed with respect to the cost object. 5. A company reports the following for the current year. 
d. Allocated to the cost object. 
e. A period cost. 
: } Finished goods inventory, beginning year ......... $6,000 
3. Costs that are incurred as part of the manufacturing process, but he : : 
: : Finished goods inventory, ending year ........... 3,200 
are not clearly traceable to the specific unit of product or batches 
Gost of goods solde er isur-ier ute Ee 7,500 
of product, are called 
a. Period costs. 
b. Factory overhead. Its cost of goods manufactured for the current year is 
c. Sunk costs. a. $1,500. 
d. Opportunity costs. b. $1,700. 
e. Fixed costs. c. $7,500. 
4. The three major cost components of manufacturing a product are d. $2,800. 
a. Direct materials, direct labor, and factory overhead. e. $4,700. 


b. Period costs, product costs, and sunk costs. 


0 Icon denotes assignments that involve decision making. 


Discussion Questions 


1. Describe the managerial accountant’s role in business plan- 15. Besides inventories, what other assets often appear on manu- 
ning, control, and decision making. facturers’ balance sheets but not on merchandisers’ balance 
2. Distinguish between managerial and financial accounting on sheets? 
a. Users and decision makers. b. Purpose of information. 16. Why does a manufacturing company require three different in- 
c. Flexibility of practice. d. Time dimension. VoMlotyicaleeones: 


17. Manufacturing activities of a company are described in the 
. This statement summarizes the types and amounts 
of costs incurred in its manufacturing 


e. Focus of information. f. Nature of information. 


3. a Identify the usual changes that a company must make 
when it adopts a customer orientation. 





noted: : 5 ae : 18. What are the three categories of manufacturing costs? 
4. Distinguish between direct material and indirect material. À 5 8 
E : er 19. List several examples of factory overhead. 
5. Distinguish between direct labor and indirect labor. Ta. . 

20. List the four components of a manufacturing state- 


6. Distinguish between (a) factory overhead and (b) selling and ment and provide specific examples of each for Apple. Apple 
administrative overhead. 21 P ae o I“ £ 
al repare a proper ti T ann manufac- 
7. What product cost is listed as both a prime cost and a conver- 3 Bee nee arian arte Palim 


turing statement” of Palm. Does the date match the 


: D : 
sion cost) balance sheet or income statement? Why? 


8. Assume that you tour Apple’s factory where it Apple 22 
makes its products. List three direct costs and three G 
indirect costs that you are likely to see. 


c Describe the relations among the income statement, the 
manufacturing statement, and a detailed listing of factory over- 


head costs. 
9. @ Should we evaluate a manager’s performance on the basis 93 


apres erin ts? Why? c @ Define and describe cycle time and identify the components 
of controllable or noncontrollable costs? Why? 


of cycle time. 


10. Explain why knowledge of cost behavior is useful in 24, Explain the difference between value-added time and non- 
product performance evaluation. o dame 


11. Explain why product costs are capitalized but period costs are = 25 


; ‘ ‘ . Define and describe cycle efficiency. 
expensed in the current accounting period. 


26. Can management of a company such as Research RIM 
In Motion use cycle time and cycle efficiency as use- 
ful measures of performance? Explain. 


27. Access Dell’s annual report (10-K) for the fiscal year ended 


12. Explain how business activities and inventories for a 
manufacturing company, a merchandising company, and a ser- 
vice company differ. 


13. Why does managerial accounting often involve working January 29, 2010, at the SEC’s EDGAR database (SEC.gov) or 
with numerous predictions and estimates? its Website (Dell.com). From its financial statement notes, iden- 
14. How do an income statement and a balance sheet for a manu- tify the titles and amounts of its inventory components. 


facturing company and a merchandising company differ? 
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QUICK STUDY 


Chapter 18 Managerial Accounting Concepts and Principles 


m connect’ 


Identify whether each description most likely applies to managerial or financial accounting. 





1. _____ Its primary focus is on the organization as a whole. 
QS 18-1 2 Its principles and practices are very flexible. 
Managerial accounting versus 3 It is directed at external users in making investment, credit, and other decisions. 
financial accounting : 
4. ____ Its primary users are company managers. 
ci 5 Its information is often available only after an audit is complete. 
QS 18-2 Managerial accounting (choose one) 


Managerial accounting defined 


C1 


1. Must follow generally accepted accounting principles. 

2. Provides information to aid management in planning and controlling business activities. 
3. Is directed at reporting aggregate data on the company as a whole. 

4. Provides information that is widely available to all interested parties. 





QS 18-3 


Fixed and variable costs 


(2 


Which of these statements is true regarding fixed and variable costs? 


= 
. 


Fixed costs increase and variable costs decrease in total as activity volume decreases. 

2. Fixed costs stay the same and variable costs increase in total as activity volume increases. 
3. Both fixed and variable costs increase as activity volume increases. 

4. Both fixed and variable costs stay the same in total as activity volume increases. 





QS 18-4 


Direct and indirect costs 


(2 


Kasey Anthony Company produces sporting equipment, including basketballs. Identify each of the 
following costs as direct or indirect if the cost object is a basketball produced by Kasey Anthony. 


1. Materials used to produce basketballs. 
. Electricity used in the production plant. 


2 

3. Labor used on the basketball production line. 

4. Salary of manager who supervises the entire plant. 
5 


. Depreciation on equipment used to produce basketballs. 





QS 18-5 
Product and period costs 


C3 


Which of these statements is true regarding product and period costs? 

1. Sales commission is a product cost and factory rent is a period cost. 

2. Factory wages are a product cost and direct material is a period cost. 

3. Factory maintenance is a product cost and sales commission is a period cost. 

4. Sales commission is a product cost and depreciation on factory equipment is a product cost. 





QS 18-6 
Inventory reporting for 
manufacturers C4 


Three inventory categories are reported on a manufacturing company’s balance sheet: (1) raw materials, 
(ii) goods in process, and (iii) finished goods. Identify the usual order in which these inventory items are 
reported on the balance sheet. 

1. (i)(ii) (iii) 2. (ii)(i) (ili) 


3. (ii)(ii)G) 4. Dal) 





QS 18-7 
Cost of goods sold P1 


A company has year-end cost of goods manufactured of $5,000, beginning finished goods inventory of 
$700, and ending finished goods inventory of $850. Its cost of goods sold is 


1. $4,250 2. $4,000 3. $4,850 4. $6,550 





QS 18-8 


Manufacturing flows identified 


C5 


Identify the usual sequence of manufacturing activities by filling in the blank (with i, ii or iii) corresponding 
to its order: Production activities; sales activities; materials activities. 
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Match each lean business concept with its best description by entering its letter in the blank. 


QS 18-9 








1. _____ Customer orientation A. Inventory is acquired or produced only as needed. Lean business concepts 
2. _____ Total quality management B. Flexible product designs can be modified to accom- C6 
modate customer choices. 
3. ____ Just-in-time manufacturing C. Every manager and employee constantly looks for 
ways to improve company operations. 
4. ____ Continuous improvements D. Focuses on quality throughout the production process. 
Compute cost of goods sold for year 2011 using the following information. QS 18-10 
Cost of goods sold 
Finished goods inventory, Dec.31,2010............ $321,500 P1 
Goods in process inventory, Dec. 31,2010 ......... 74,550 
Goods in process inventory, Dec. 31,2011 ......... 81,200 
Cost of goods manufactured, year 2011 ........... 972,345 
Finished goods inventory, Dec. 31,2011 ............ 297,200 
Prepare the 2011 manufacturing statement for Carmichael Company using the following information. QS 18-11 


Direct materials ....... 


Direct labor........... 


Factory overhead costs . 


Goods in process, Dec. 31, 2010 
Goods in process, Dec. 31, 201 | 


$192,500 
65,150 
26,000 
159,600 
144,750 


Cost of goods manufactured 


P2 





Compute and interpret (a) manufacturing cycle time and (b) manufacturing cycle efficiency using the 
following information from a manufacturing company. 


Process time .... 
Inspection time . . 


Move time ...... 


Wait time 


15 minutes 


2 minutes 


6.4 minutes 


36.6 minutes 


QS 18-12 
Manufacturing cycle time 
and efficiency 


| i 





Nestlé reports beginning raw materials inventory 


of 3,590 and ending raw materials inventory of 3,708 


(both numbers in millions of Swiss francs). If Nestlé purchased 12,000 (in millions of Swiss francs) of 
raw materials during the year, what is the amount of raw materials it used during the year? 


m connect’ 


Both managerial accounting and financial accounting provide useful information to decision makers. Indi- 
cate in the following chart the most likely source of information for each business decision (a decision can 
require major input from both sources, in which case both can be marked). 


Business Decision 


Primary Information Source 


Managerial Financial 





. Prepare financial reports according to GAAP 


. Determine location and size for a new plant 


. Plan the budget for next quarter .......... 


. Measure profitability of all individual stores. . 


Determine amount of dividends to pay stockholders 
. Evaluate a purchasing department’s performance ... 


Report financial performance to board of directors . 


ON RM RWD — 


. Estimate product cost for a new line of shoes ..... 


QS 18-13 


Direct materials used 


"O 


EXERCISES 


Exercise 18-1 
Sources of accounting 
information 


A 
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Exercise 18-2 
Characteristics of financial 
accounting and managerial 
accounting 


C1 


In the following chart, compare financial accounting and managerial accounting by describing how each 
differs for the items listed. Be specific in your responses. 


Financial Accounting Managerial Accounting 


. Nature of information ............ 








. Flexibility of practice ............. 








. Focus of information ............. 








. Time dimension ...............-. 








. Users and decision makers ........ 








. Timeliness of information ......... 








N DM BWN — 


. Purpose of information ........... 











Exercise 18-3 
Planning and control 
descriptions 


C1 


Complete the following statements by filling in the blanks. 


1. _____is the process of setting goals and making plans to achieve them. 

2. usually covers a period of 5 to 10 years. 

3. _____susually covers a period of one year. 

4. is the process of monitoring planning decisions and evaluating an organization’s activities 


and employees. 





Exercise 18-4 
Cost analysis and identification 


GE 


Georgia Pacific, a manufacturer, incurs the following costs. (1) Classify each cost as either a product or a 
period cost. If a product cost, identify it as a prime and/or conversion cost. (2) Classify each product cost as 
either a direct cost or an indirect cost using the product as the cost object. 


Product Cost 


Period Direct Indirect 


Prime Conversion Cost Cost Cost 














. Office supplies used .................0000. 

































































l 

2. Bad debts expense 2 .<.c.0. 2:6 cies 6 ocr oie woe 
3. Small tools used oee eee rire tren ter rt: 
AM Factory utilities ceesre renee e nenen 
5. Adyertising ee aae e a a ee 
6. Amortization of patents on factory machine.. . 
7. Payroll taxes for production supervisor ...... 
8. Accident insurance on factory workers ...... 
9. Depreciation—Factory building ............. 











10. State and federal income taxes ............. 











11. Wages to assembly workers ..............- 











I22\Directimatenialsiusedieen- +e eee eis 














Exercise 18-5 
Cost classifications (2 


(1) Identify each of the five cost classifications discussed in the chapter. (2) List two purposes of identifying 
these separate cost classifications. 





Exercise 18-6 
Cost analysis and classification 


7g 


Listed here are product costs for the production of soccer balls. (1) Classify each cost (a) as either fixed or 
variable and (b) as either direct or indirect. (2) What pattern do you see regarding the relation between costs 
classified by behavior and costs classified by traceability? 


Cost by Behavior 


Cost by Traceability 


Product Cost Variable Fixed Direct Indirect 





pmllaxesrOnactOnyarrr e e N 








. Machinery depreciation .................... 


. Coolants for machinery ..................4- 





. Wages of assembly workers ...............- 





. Lace to hold leather together ............... 





. Leather covers for soccer balls ............. 





N DOO BWN — 


. Annual flat fee paid for office security ........ 
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Current assets for two different companies at calendar year-end 2011 are listed here. One is a manufacturer, 
Roller Blades Mfg., and the other, Sunny Foods, is a grocery distribution company. (1) Identify which set 
of numbers relates to the manufacturer and which to the merchandiser. (2) Prepare the current asset section 
for each company from this information. Discuss why the current asset section for these two companies is 
different. 


Account Company | Company 2 
CASI cossoonoossandovusgesooudan $ 9,000 $ 7,000 
Raw materials inventory ........... — 44,000 
Merchandise inventory ............. 47,000 — 
Goods in process inventory ........ = 32,000 
Finished goods inventory ........... = 52,000 
Accounts receivable, net ........... 64,000 77,000 
Rrepaidiexpenscsmenniisin tt itt rts 3,500 700 


Exercise 18-7 
Balance sheet identification and 
preparation 


(4 





Compute cost of goods sold for each of these two companies for the year ended December 31, 2011. 
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Century New Homes 

Merchandising Manufacturing 

Beginning inventory 
Merchandise $250,000 
Finished goods $500,000 
Cost of purchases 460,000 
Cost of goods manufactured 886,000 
Ending inventory 
Merchandise 150,000 
Finished goods 144,000 
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Exercise 18-8 
Cost of goods sold computation 


P1 


Check Century Merchandising 
COGS, $560,000 





Using the following data, compute (1) the cost of goods manufactured and (2) the cost of goods sold for 
both Canyon Company and Rossings Company. 


Canyon Rossings 
Company Company 


Beginning finished goods inventory .......... $14,000 $18,450 
Beginning goods in process inventory........ 16,500 21,950 
Beginning raw materials inventory........... 9,250 11,000 
Rental cost on factory equipment ........... 29,000 24,750 
Bitectlaborre A sae yer eas 21,000 37,000 
Ending finished goods inventory ............ 19,650 15,300 
Ending goods in process inventory .......... 24,000 18,000 
Ending raw materials inventory ............. 7,300 9,200 
Ractonysutilities@enac.etererecnetasT E 11,000 14,000 
Factory supplies used ...................-- 10,200 5,200 
General and administrative expenses ........ 23,000 45,000 
Indirectilabor i. ae nn ae eeuey iy wee te 3,250 9,660 
Repairs—Factory equipment ............... 6,780 3,500 
Raw materials purchases ................... 35,000 54,000 
Salesisalanies: 2c. s ices A eee 52,000 48,000 


Exercise 18-9 
Cost of goods manufactured and 
cost of goods sold computation 


P1 P2 


Check Canyon COGS, $105,030 
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Exercise 18-10 
Components of accounting 
reports 


P2 


For each of the following accounts for a manufacturing company, place a W in the appropriate column in- 
dicating that it appears on the balance sheet, the income statement, the manufacturing statement, and/or a 
detailed listing of factory overhead costs. Assume that the income statement shows the calculation of cost 
of goods sold and the manufacturing statement shows only the total amount of factory overhead. (An ac- 
count can appear on more than one report.) 





Ș File Edit View Insert Format Tools Data Window Help a4 
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Balance Income Manufacturing Overhead 
Account Sheet Statement Statement Report 

Accounts receivable 
Computer supplies used in office 
Beginning finished goods inventory 
Beginning goods in process inventory 
Beginning raw materials inventory 
Cash 
Depreciation expense—Factory building 
Depreciation expense—Factory equipment 
Depreciation expense— Office building 
Depreciation expense— Office equipment 
Direct labor 
Ending finished goods inventory 
Ending goods in process inventory 
Ending raw materials inventory 
Factory maintenance wages 
Computer supplies used in factory 
Income taxes 
Insurance on factory building 
Rent cost on office building 
Office supplies used 
Property taxes on factory building 
Raw materials purchases 











































































































Exercise 18-11 
Manufacturing statement 
preparation 


P2 


Check Cost of goods 
manufactured, $546,390 


Given the following selected account balances of Randa Company, prepare its manufacturing statement for 
the year ended on December 31, 2011. Include a listing of the individual overhead account balances in this 
statement. 


Salesi erena enre n e eE N ahs eteta AE A E sas $1,252,000 
Raw materials inventory, Dec. 31, 2010........... 39,000 
Goods in process inventory, Dec. 31, 2010 ....... 55,900 
Finished goods inventory, Dec. 31, 2010 .......... 64,750 
Raw materials purchases ....................00. 177,600 
Direct labor sii Coenen eet ota eee ra maa 227,000 
Factory computer supplies used ................. 19,840 
Indirect labor anr AEI T AA EAA eee cuenta nae 49,000 
Repairs—Factory equipment .................... 7,250 
Rent cost of factory building .................... 59,000 
Advertising expense ke me itt ttre t ttre tert 96,000 
General and administrative expenses ............. 131,300 
Raw materials inventory, Dec. 31, 2011 ........... 44,700 
Goods in process inventory, Dec. 31, 2011 ....... 43,500 
Finished goods inventory, Dec. 31, 2011 .......... 69,300 





Exercise 18-12 
Income statement preparation 


P2 


Use the information in Exercise 18-11 to prepare an income statement for Randa Company (a man- 
ufacturer). Assume that its cost of goods manufactured is $546,390. 
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The following chart shows how costs flow through a business as a product is manufactured. Some boxes in 
the flowchart show cost amounts. Compute the cost amounts for the boxes that contain question marks. 


Materials Activity 


Beginning raw 
materials inventory 
$7,500 


Production Activity 


Direct labor used 
in production 
$78,000 





Beginning goods in 
process inventory 
$22,500 


Sales Activity 


Beginning finished 
goods inventory 
$ ? 


Raw materials 
purchases 
$37,500 


t 


Raw materials available Ending raw materials 
for use in production ===> inventory 
6-2 l $5,000 


t 


Direct materials used 
in production 


= 


Factory overhead 
used in production 
$132,000 





$ ? 
Total goods in Ending goods in 
process —> process inventory 
$ ? $_ ? 


t 


Finished goods 
manufactured 
$245,500 


t 


Finished goods 
available for sale 
$286,000 


t 


Finished goods sold 
$ ? 


—pP 


Ending finished 
goods inventory 
$30,000 


—> 


Exercise 18-13 
Cost flows in manufacturing 


C5 





Customer orientation means that a company’s managers and employees respond to customers’ changing 
wants and needs. A manufacturer of metal parts has created a customer satisfaction survey that it asks each 
of its customers to complete. The survey asks about the following factors: (A) product performance; 
(B) price; (C) lead time; (D) delivery. Each factor is to be rated as unsatisfactory, marginal, average, satis- 


factory, or very satisfied. 


a. Match the competitive forces 1 through 4 to the factors on the survey. A factor can be matched to 
more than one competitive force. 


Survey Factor 

A. Product performance 
B. Price 

C. Lead time 

D. Delivery 


Competitive Force 


1. Cost 
2. Time 


—— 3. Quality 


4. Flexibility of service 


b. How can managers of this company use the information from this customer satisfaction survey to bet- 
ter meet competitive forces and satisfy their customers? 


Exercise 18-14 
Customer orientation in practice 


"A 





Following are three separate events affecting the managerial accounting systems for different companies. 
Match the management concept(s) that the company is likely to adopt for the event identified. There is 
some overlap in the meaning of customer orientation and total quality management and, therefore, some 
responses can include more than one concept. 


Exercise 18-15 
Management concepts 


"f 
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PROBLEM SETA 


Problem 18-1A 
Managerial accounting role 


C1 
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Event Management Concept 





—— ~ |. The company starts measuring inventory a. Total quality management (TQM) 
turnover and discontinues elaborate 
inventory records. Its new focus is b. Just-in-time (JIT) system 
to pull inventory through the system. 
2. The company starts reporting measures c. Continuous improvement (Cl) 
on customer complaints and product 
returns from customers. d. Customer orientation (CO) 





3. The company starts reporting measures 
such as the percent of defective products 
and the number of units scrapped. 


H connect 


This chapter explained the purpose of managerial accounting in the context of the current business envi- 
ronment. Review the automobile section of your local newspaper; the Sunday paper is often best. Review 
advertisements of sport-utility vehicles and identify the manufacturers that offer these products and the 
factors on which they compete. 


Required 


Discuss the potential contributions and responsibilities of the managerial accounting professional in help- 
ing an automobile manufacturer succeed. (Hint: Think about information and estimates that a managerial 
accountant might provide new entrants into the sport-utility market.) 





Problem 18-2A 
Cost computation, classification, 
and analysis 


(2 eA 


Check (1) Total variable 
manufacturing cost, $97000 


Listed here are the total costs associated with the 2011 production of 1,000 drum sets manufactured by 
NeatBeat. The drum sets sell for $300 each. 


Cost by Behavior Cost by Function 


Variable Fixed Product Period 





. Plastic for casing =$ 2,000. renees ar eas maat $12,000 $12,000 
. Wages of assembly workers—$60,000................... 
. Property taxes on factory—$6,000 .................... 
. Accounting staff salaries—$45,000 ..................... 
. Drum stands (1,000 stands outsourced) —$25,000........ 
. Rent cost of equipment for sales staff—$7,000 ........... 
. Upper management salaries—$100,000 ................. 
. Annual flat fee for maintenance service—$9,000 .......... 


. Sales commissions—$10 per unit ..................2.0. 


oOo DO ON DH A UW N= 


. Machinery depreciation—$10,000 ..................... 


Required 

1. Classify each cost and its amount as (a) either fixed or variable and (b) either product or period. (The 
first cost is completed as an example.) 

2. Compute the manufacturing cost per drum set. 


Analysis Component 
3. Assume that 1,200 drum sets are produced in the next year. What do you predict will be the total 
cost of plastic for the casings and the per unit cost of the plastic for the casings? Explain. 


4. Assume that 1,200 drum sets are produced in the next year. What do you predict will be the total cost 
of property taxes and the per unit cost of the property taxes? Explain. 





Problem 18-3A 
Cost classification 
and explanation 


(2 C3 


Assume that you must make a presentation to the marketing staff explaining the difference between prod- 
uct and period costs. Your supervisor tells you the marketing staff would also like clarification regarding 
prime and conversion costs and an explanation of how these terms fit with product and period cost. You 
are told that many on the staff are unable to classify costs in their merchandising activities. 
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Required 


Prepare a one-page memorandum to your supervisor outlining your presentation to the marketing staff. 
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Refer to Decision Maker, Purchase Manager, in this chapter. Assume that you are the motorcycle manu- 
facturer’s managerial accountant. The purchasing manager asks you about preparing an estimate of the 
related costs for buying motorcycle seats from supplier (B). She tells you this estimate is needed because 
unless dollar estimates are attached to nonfinancial factors, such as lost production time, her supervisor 
will not give it full attention. The manager also shows you the following information. 


Production output is 3,000 motorcycles per year based on 250 production days a year. 
Production time per day is 8 hours at a cost of $2,000 per hour to run the production line. 
Lost production time due to poor quality is 1%. 

Satisfied customers purchase, on average, three motorcycles during a lifetime. 

Satisfied customers recommend the product, on average, to 10 other people. 


Marketing predicts that using seat (B) will result in 10 lost customers per year from repeat business and 
referrals. 


© Average gross profit per motorcycle is $3,000. 


Required 


Estimate the costs (including opportunity costs) of buying motorcycle seats from supplier (B). This prob- 
lem requires that you think creatively and make reasonable estimates; thus there could be more than one 
correct answer. (Hint: Reread the answer to Decision Maker and compare the cost savings for buying from 
supplier [B] to the sum of lost customer revenue from repeat business and referrals and the cost of lost 
production time.) 


Problem 18-4A 
Opportunity cost 
estimation and application 


10 i) 


Check Estimated cost of lost 
production time, $40,000 





Shepler Boot Company makes specialty boots for the rodeo circuit. On December 31, 2010, the company 
had (a) 500 pairs of boots in finished goods inventory and (b) 1,500 heels at a cost of $5 each in raw ma- 
terials inventory. During 2011, the company purchased 50,000 additional heels at $5 each and manufac- 
tured 20,000 pairs of boots. 


Required 


1. Determine the unit and dollar amounts of raw materials inventory in heels at December 31, 2011. 


Analysis Component 


2. Write a one-half page memorandum to the production manager explaining why a just-in-time inventory 
system for heels should be considered. Include the amount of working capital that can be reduced at 
December 31, 2011, if the ending heel raw material inventory is cut by half. 


Problem 18-5A 
Ending inventory computation 
and evaluation 


A 


Check (1) Ending (heel) inventory, 
11,500 units; $57500 





Shown here are annual financial data at December 31, 2011, taken from two different companies. 


Pinnacle 
Retail 


Slope Board 
Manufacturing 


Beginning inventory 

Merchandise 2.52400; 0csoe00se05 $150,000 
Finished goods.................. $300,000 
Cost of purchases ................. 250,000 
Cost of goods manufactured ........ 586,000 
Ending inventory 

Merchandise naene eee ee e 100,000 


Finished goods.................. 200,000 


Required 
1. Compute the cost of goods sold section of the income statement at December 31, 2011, for each com- 
pany. Include the proper title and format in the solution. 


2. Write a half-page memorandum to your instructor (a) identifying the inventory accounts and (b) de- 
scribing where each is reported on the income statement and balance sheet for both companies. 


Problem 18-6A 
Inventory computation 
and reporting 


c4 PI 
eXcel 


mhhe.com/wildFAP20e 


Check (1) Slope Board's cost of 
goods sold, $686,000 
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Problem 18-7A 
Lean business concepts 


A 


Many fast-food restaurants compete on lean business concepts. Match each of the following activities at a 
fast-food restaurant with the lean business concept it strives to achieve. Some activities might relate to 


more than one lean business concept. 
1. Clean tables and floors 
2. Orders filled within three minutes 
- Standardized food making processes 


a. Just-in-time (JIT) 
b. Continuous improvement (CI) 
c. Total quality management (TQM) 


- Courteous employees 
- Food produced to order 


3 
4 
5 
6. New product development 
7. Customer satisfaction surveys 
8. Continually changing menus 
9. Drive-through windows 


10. Standardized menus from location to location 





Problem 18-8A 
Manufacturing and income 
statements; inventory analysis P2 


The following calendar year-end information is taken from the December 31, 2011, adjusted trial balance 
and other records of Plaza Company. 


Advertising expense ................ 0c eee eeee $ 30,750 Direct labor nieo oe nea waa sana carmen naw ex an en $ 677,480 
Depreciation expense—Office equipment ......... 9,250 Income taxesiexpense a tert rit erenter rts 235,725 
Depreciation expense—Selling equipment ......... 10,600 Indirect labor s is e een enmena sissies eeen 58,875 
Depreciation expense—Factory equipment ........ 35,550 Miscellaneous production costs ................-- 10,425 
Factory supervision as -eseese ecne 000 ee eee eee eee 104,600 Office salaries expense ma m eee 65,000 
Factory supplies used. ine erne eee e tier 9,350 Raw materials purchases ..............-.0.0005- 927,000 
Factory ütilities ceses cascos eoe seeme nn e ous 35,000 Rent expense—Office space Pe m 24,000 
Inventories Rent expense—Selling space .................5-. 28,100 
Raw materials, December 31,2010 ............. 168,850 Rent expense—Factory building ................. 78,800 
Raw materials, December 31,2011 ............. 184,000 Maintenance expense—Factory equipment ....... 37,400 
Goods in process, December 31,2010 .......... 17,700 Sales oeer e a eae minh oats eee ee nee 4,527,000 
Goods in process, December 31, 20I1........... 21,380 Sales discounts (oes ace see sta EE pees 64,500 
Finished goods, December 31,2010 ............. 169,350 Sales salaries expense ............. 0.00 c seen eee 394,560 
Finished goods, December 31,2011 ............. 138,490 


Required 


Check (1) Cost of goods 
manufactured, $1,955,650 


1. Prepare the company’s 2011 manufacturing statement. 


2. Prepare the company’s 2011 income statement that reports separate categories for (a) selling expenses 
and (b) general and administrative expenses. 


Analysis Component 


3. Compute the (a) inventory turnover, defined as cost of goods sold divided by average inventory, and 
(b) days’ sales in inventory, defined as 365 times ending inventory divided by cost of goods sold, for 
both its raw materials inventory and its finished goods inventory. (To compute turnover and days’ sales 
in inventory for raw materials, use raw materials used rather than cost of goods sold.) Discuss some 
possible reasons for differences between these ratios for the two types of inventories. Round answers to 
one decimal place. 





Problem 18-9A 
Manufacturing cycle time and 
efficiency 


White Maple Company produces maple bookcases to customer order. It received an order from a customer 
to produce 15,000 bookcases. The following information is available for the production of the bookcases. 


Al Process time .......... 16.0 days 
aa Inspection time ........ 0.5 days 
Movestinennn EE 5.5 days 

Waititime oeeo e entire 18.0 days 
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Required 
1. Compute the company’s manufacturing cycle time. 
2. Compute the company’s manufacturing cycle efficiency. Interpret your answer. 


Analysis Component 


3. Assume that White Maple wishes to increase its manufacturing cycle efficiency to 0.75. What are 
some ways that it can accomplish this? 


This chapter described the purpose of managerial accounting in the context of the current business 
environment. Review the home electronics section of your local newspaper; the Sunday paper is often 
best. Review advertisements of home electronics and identify the manufacturers that offer these products 
and the factors on which they compete. 


Required 


Discuss the potential contributions and responsibilities of the managerial accounting professional in help- 
ing a home electronics manufacturer succeed. (Hint: Think about information and estimates that a mana- 
gerial accountant might provide new entrants into the home electronics market.) 
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Check (2) Manufacturing cycle 
efficiency, 0.40 


PROBLEM SET B 


Problem 18-1B 
Managerial accounting role 


C1 





Listed here are the total costs associated with the 2011 production of 10,000 Blu-ray Discs (BDs) manufac- 
tured by Hip-Hop. The BDs sell for $15 each. 


Cost by Behavior Cost by Function 


Variable Fixed Product Period 





|. Plastic for BDs $1,000. noeeue eea na $1,000 $1,000 
2. Wages of assembly workers—$20,000 .............. 

3. Cost of factory rent—$4,500 ..................... 

4. Systems staff salaries—$10,000 .................... 

5. Labeling (outsourced)—$2,500 .................05. 

6. Cost of office equipment rent—$700 ............... 

7. Upper management salaries—$100,000.............. 

8. Annual fixed fee for cleaning service—$3,000 ......... 

9. Sales commissions—$0.50 per BD .................. 
10. Machinery depreciation—$15,000 .................. 


Required 

1. Classify each cost and its amount as (a) either fixed or variable and (b) either product or period. (The 
first cost is completed as an example.) 

2. Compute the manufacturing cost per BD. 


Analysis Component 
3. Assume that 15,000 BDs are produced in the next year. What do you predict will be the total cost of 
plastic for the BDs and the per unit cost of the plastic for the BDs? Explain. 


4. Assume that 15,000 BDs are produced in the next year. What do you predict will be the total cost of 
factory rent and the per unit cost of the factory rent? Explain. 


Problem 18-2B 
Cost computation, classification, 
and analysis 


(2 3 A 


Check (2) Total variable 
manufacturing cost, $23,500 





Assume that you must make a presentation to a client explaining the difference between prime and con- 
version costs. The client makes and sells 50,000 cookies per week. The client tells you that her sales staff 
also would like a clarification regarding product and period costs. She tells you that most of the staff lack 
training in managerial accounting. 


Required 


Prepare a one-page memorandum to your client outlining your planned presentation to her sales staff. 


Problem 18-3B 
Cost classification and 
explanation 


(2 C3 
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Problem 18-4B 
Opportunity cost estimation 
and application 


C1 z A 


Check Cost of lost gross profit, 
$32,000 


Refer to Decision Maker, Purchase Manager, in this chapter. Assume that you are the motorcycle manu- 
facturer’s managerial accountant. The purchasing manager asks you about preparing an estimate of the 
related costs for buying motorcycle seats from supplier (B). She tells you this estimate is needed because 
unless dollar estimates are attached to nonfinancial factors such as lost production time, her supervisor 
will not give it full attention. The manager also shows you the following information. 


Production output is 2,000 motorcycles per year based on 250 production days a year. 
Production time per day is 8 hours at a cost of $500 per hour to run the production line. 
Lost production time due to poor quality is 1%. 

Satisfied customers purchase, on average, three motorcycles during a lifetime. 
Satisfied customers recommend the product, on average, to 10 other people. 


Marketing predicts that using seat (B) will result in 8 lost customers per year from repeat business and 
referrals. 


e@ Average gross profit per motorcycle is $4,000. 


Required 


Estimate the costs (including opportunity costs) of buying motorcycle seats from supplier (B). This prob- 
lem requires that you think creatively and make reasonable estimates; thus there could be more than one 
correct answer. (Hint: Reread the answer to Decision Maker, and compare the cost savings for buying 
from supplier [B] to the sum of lost customer revenue from repeat business and referrals and the cost of 
lost production time.) 





Problem 18-5B 
Ending inventory computation 
and evaluation 


A 


Check (1) Ending (blade) inventory, 


7,000 units; $105,000 


The Edge Company makes specialty skates for the ice skating circuit. On December 31, 2010, the com- 
pany had (a) 500 skates in finished goods inventory and (b) 2,000 blades at a cost of $15 each in raw 
materials inventory. During 2011, Edge Company purchased 45,000 additional blades at $15 each and 
manufactured 20,000 pairs of skates. 


Required 


1. Determine the unit and dollar amounts of raw materials inventory in blades at December 31, 2011. 


Analysis Component 


2. Write a one-half page memorandum to the production manager explaining why a just-in-time inven- 
tory system for blades should be considered. Include the amount of working capital that can be reduced 
at December 31, 2011, if the ending blade raw material inventory is cut in half. 





Problem 18-6B 
Inventory computation and 
reporting 


c4 Pi 


Check (1) Cardinal Drug cost of 
goods sold, $375,000 


Shown here are annual financial data at December 31, 2011, taken from two different companies. 


Cardinal Drug Nandina 


(Retail) (Manufacturing) 

Beginning inventory 

Merchandise ................05. $ 50,000 

Finished goods ................. $200,000 
Cost of purchases ................. 350,000 
Cost of goods manufactured ........ 686,000 
Ending inventory 

Merchandise oree 25,000 

Finished goods ................. 300,000 


Required 
1. Compute the cost of goods sold section of the income statement at December 31, 2011, for each com- 
pany. Include the proper title and format in the solution. 


2. Write a half-page memorandum to your instructor (a) identifying the inventory accounts and (b) iden- 
tifying where each is reported on the income statement and balance sheet for both companies. 
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Eastman-Kodak manufactures digital cameras and must compete on lean manufacturing concepts. Match 
each of the following activities that it engages in with the lean manufacturing concept it strives to achieve. 
(Some activities might relate to more than one lean manufacturing concept.) 


1. Kodak monitors the market to determine what 
features its competitors are offering on digital 


cameras. 


a. Just-in-time (JIT) 
b. Continuous improvement (CI) 
c. Total quality management (TQM) 


2. Kodak asks production workers for ideas to 


improve production. 


3. Lenses are received daily based on customer 


orders. 


4. Customers receive a satisfaction survey with 


each camera purchased. 


5. The manufacturing process is standardized and 


documented. 


6. Cameras are produced in small lots, and only 


to customer order. 


7. Manufacturing facilities are arranged to reduce 


move time and wait time. 


8. Kodak conducts focus groups to determine new 
features that customers want in digital cameras. 


9. Orders received are filled within two business days. 


10. Kodak works with suppliers to reduce inspection 


time of incoming materials. 


Problem 18-7B 


Lean business concepts 


A 





The following calendar year-end information is taken from the December 31, 2011, adjusted trial balance 


and other records of Firethorn Furniture. 


Advertising expense ................000005 
Depreciation expense—Office equipment... . . 
Depreciation expense—Selling equipment .... 
Depreciation expense—Factory equipment ... 
Factory Supervision) m. re aeee recurve 
Factory supplies used ................00.0. 


Factory utilities: s eaeoe eeue aa 


Inventories 


Raw materials, December 31,2010 ........ 
Raw materials, December 31,2011 ........ 
Goods in process, December 31,2010 ..... 
Goods in process, December 31,2011 ..... 
Finished goods, December 31,2010 ........ 
Finished goods, December 31,2011 ........ 


Required 


SEAE $ 22,250 Directlaborsnir oora I A ASS 
PETE 10,440 Income taxes expense .................. 
eects 12,125 Indivect labor oi cx accu eum eae ean anny 
re 37,400 Miscellaneous production costs ........... 
Ree 123,500 Office salaries expense .................. 
anes 8,060 Raw materials purchases ................. 
550.0% 39,500 Rent expense—Office space ............. 

Rent expense—Selling space ............. 
aaoi 42,375 Rent expense—Factory building .......... 
R 72,430 Maintenance expense—Factory equipment 
EAE 14,500 Sale S ohio er e AEN EAN T A ANER 
e. 16,100 Sales discounts 4s ccs dacs anera rR aE 
PEAY 179,200 Sales salaries expense .................6. 
TE 143,750 


1. Prepare the company’s 2011 manufacturing statement. 


2. Prepare the company’s 2011 income statement that reports separate categories for (a) selling expenses 
and (b) general and administrative expenses. 


Analysis Component 


3. Compute the (a) inventory turnover, defined as cost of goods sold divided by average inventory, and 
(b) days’ sales in inventory, defined as 365 times ending inventory divided by cost of goods sold, for 
both its raw materials inventory and its finished goods inventory. (To compute turnover and days’ sales 
in inventory for raw materials, use raw materials used rather than cost of goods sold.) Discuss some 
possible reasons for differences between these ratios for the two types of inventories. Round answers 


to one decimal place. 


Problem 18-8B 


Manufacturing and income 
statements; analysis of 


inventories P2 


EAEE $ 564,500 


138,700 


PEE 61,000 
REE 10,440 
ERTE 72,875 


896,375 


ETE 25,625 
PREE 29,000 
ITTE 95,500 
Heer 32,375 


5,002,000 


eyes 59,375 


297,300 


Check (1) Cost of goods 
manufactured, $1,836,995 
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Problem 18-9B 
Manufacturing cycle time and 
efficiency 


 @ 


SERIAL PROBLEM 


Business Solutions 


(2 C4 P2 


Check (3) COGS, $2,700 


Quick Dry Ink produces ink-jet printers for personal computers. It received an order for 600 printers from 
a customer. The following information is available for this order. 


Process time .......... 16.0 hours 
Inspection time ........ 3.4 hours 
Move time............ 9.0 hours 
Wait time ............ 21.6 hours 


Required 
1. Compute the company’s manufacturing cycle time. 
2. Compute the company’s manufacturing cycle efficiency. Interpret your answer. 


Analysis Component 


3. Assume that Quick Dry Ink wishes to increase its manufacturing cycle efficiency to 0.80. What are 
some ways that it can accomplish this? 


(This serial problem begins in Chapter 1 and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
the Working Papers that accompany the book.) 


SP 18 Santana Rey, owner of Business Solutions, decides to diversify her business by also manufactur- 
ing computer workstation furniture. 


Required 


1. Classify the following manufacturing costs of Business Solutions by behavior and traceability. 


Cost by Behavior 


Cost by Traceability 


Product Costs Variable Fixed Direct Indirect 





. Monthly flat fee to clean workshop......... 





. Laminate coverings for desktops........... 








. Taxes on assembly workshop ............. 


A U N= 


. Glue to assemble workstation 
COMPOnNENt pants! o reant a a 





UI 


. Wages of desk assembler ................ 





6. Electricity for workshop ................. 








7. Depreciation on tools ................... 


2. Prepare a manufacturing statement for Business Solutions for the month ended January 31, 2012. As- 
sume the following manufacturing costs: 


Direct materials: $2,200 

Factory overhead: $490 

Direct labor: $900 

Beginning goods in process: none (December 31, 2011) 

Ending goods in process: $540 (January 31, 2012) 

Beginning finished goods inventory: none (December 31, 2011) 
Ending finished goods inventory: $350 (January 31, 2012) 


3. Prepare the cost of goods sold section of a partial income statement for Business Solutions for the 
month ended January 31, 2012. 
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Beyond the Numbers 


BTN 18-1 Managerial accounting is more than recording, maintaining, and reporting financial results. 
Managerial accountants must provide managers with both financial and nonfinancial information including 
estimates, projections, and forecasts. There are many accounting estimates that management accountants 
must make, and Research In Motion must notify shareholders of these estimates. 


Required 


1. Access and read Research In Motion’s “Use of Estimates” section of the “Summary of Significant 
Accounting Policies” footnote to its financial statements, from Appendix A. What are some of the ac- 
counting estimates that Research In Motion made in preparing its financial statements? What are some 
of the effects if the company’s actual results differ from its estimates? 


2. What is the management accountant’s role in determining those estimates? 


Fast Forward 


3. Access Research In Motion’s annual report for a fiscal year ending after February 27, 2010, from 
either its Website [RIM.com] or the SEC’s EDGAR database [www.sEc.gov]. Answer the questions 
in parts (1) and (2) after reading the current “Summary of Significant Accounting Policies”. Identify 
any major changes. 
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REPORTING IN 
ACTION 


A 


RIM 





BTN 18-2 Manufacturing companies must decide whether to operate their own manufacturing facilities 
or instead outsource the manufacturing function to a third-party (outside) company. This decision impacts 
both company managers and also financial statement items. Access the annual report or 10-K for both 
Research In Motion (RIM) and Apple. The RIM report is for the year ended February 27, 2010 and the 
Apple report is for the year ended September 26, 2009. 


Required 

1. Determine whether RIM operates its own manufacturing facilities or outsources the manufacturing 
function. (Hint: Search for “Manufacturing Capacity.”) 

2. Determine whether Apple operates its own manufacturing facilities or outsources the manufacturing 
function. (Hint: Search for “product manufacturing.”) 

3. For both companies, determine the amounts they report for (a) raw materials inventory, (b) work-in- 
process inventory, and (c) finished goods inventory. Explain how the decision on outsourcing (or not) 
of manufacturing operations is related to the components of inventory. 


COMPARATIVE 
ANALYSIS 


C1 o 
RIM 
Apple 





BTN 18-3 Assume that you are the managerial accountant at Infostore, a manufacturer of hard drives, 
CDs, and DVDs. Its reporting year-end is December 31. The chief financial officer is concerned about 
having enough cash to pay the expected income tax bill because of poor cash flow management. On 
November 15, the purchasing department purchased excess inventory of CD raw materials in anticipa- 
tion of rapid growth of this product beginning in January. To decrease the company’s tax liability, the 
chief financial officer tells you to record the purchase of this inventory as part of supplies and expense 
it in the current year; this would decrease the company’s tax liability by increasing expenses. 


Required 
1. In which account should the purchase of CD raw materials be recorded? 
2. How should you respond to this request by the chief financial officer? 


ETHICS CHALLENGE 


Ci om A 





BTN 18-4 Write a one-page memorandum to a prospective college student about salary expectations 
for graduates in business. Compare and contrast the expected salaries for accounting (including different 
subfields such as public, corporate, tax, audit, and so forth), marketing, management, and finance ma- 
jors. Prepare a graph showing average starting salaries (and those for experienced professionals in those 
fields if available). To get this information, stop by your school’s career services office; libraries also 
have this information. The Website JobStar.org (click on Salary Info) also can get you started. 


COMMUNICATING 
IN PRACTICE 


C6 
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TAKING IT TO BTN 18-5 Managerial accounting professionals follow a code of ethics. As a member of the Institute 
THE NET of Management Accountants, the managerial accountant must comply with Standards of Ethical 


c Conduct. 
O Required 
1. Identify, print, and read the Statement of Ethical Professional Practice posted at www.IMAnet.org. 
(Search using “ethical professional practice.”) 


2. What four overarching ethical principles underlie the IMA’s statement? 
3. Describe the courses of action the IMA recommends in resolving ethical conflicts. 





TEAMWORK IN BTN 18-6 The following calendar-year information is taken from the December 31, 2011, adjusted trial 
ACTION balance and other records of Azalea Company. 
C5 P2 
Advertising expense ............. 00 0c eee e eee eee $ 19,125 Directilaborincn care A ee aes $ 650,750 
Depreciation expense—Office equipment........... 8,750 Indirectilabonmmerr tmnt cnet ti terk- ci iene 60,000 
Depreciation expense—Selling equipment .......... 10,000 Miscellaneous production costs .................. 8,500 
Depreciation expense—Factory equipment ......... 32,500 Office salaries expense ............ 00.00 eee e eee 100,875 
Factory SUPeErviSION s aeee eee eee e svevens ete 122,500 Raw materials purchases .....................00. 872,500 
Factory supplies used ra ae e eee eee 15,750 Rent expense—Office space .................00. 21,125 
Factory utilities esee eee en e e e rs 36,250 Rent expense—Selling space ..................4. 25,750 
Inventories Rent expense—Factory building ................. 79,750 
Raw materials, December 31,2010 .............. 177,500 Maintenance expense—Factory equipment......... 27,875 
Raw materials, December 31,20I1............... 168,125 E E nec eee AICTE GEL oes ete 3,275,000 
Goods in process, December 31,2010 ........... 15,875 Sales discounts a a E seers nine eer a 57,500 
Goods in process, December 31,2011............ 14,000 Sales salaries expense ............. 000 cess eee 286,250 
Finished goods, December 31,2010 .............. 164,375 
Finished goods, December 31,2011 .............. 129,000 
Required 


1. Each team member is to be responsible for computing one of the following amounts. You are not to 
duplicate your teammates’ work. Get any necessary amounts from teammates. Each member is to ex- 
plain the computation to the team in preparation for reporting to class. 


a. Materials used. d. Total cost of goods in process. 
b. Factory overhead. e. Cost of goods manufactured. 
c. Total manufacturing costs. 
2. Check your cost of goods manufactured with the instructor. If it is correct, proceed to part (3). 


3. Each team member is to be responsible for computing one of the following amounts. You are not to 
duplicate your teammates’ work. Get any necessary amounts from teammates. Each member is to ex- 
plain the computation to the team in preparation for reporting to class. 


a. Net sales. d. Total operating expenses. 
Point: a teams with transparen- b. Cost of goods sold. e. Net income or loss before taxes. 
cies and markers for presentation i 
purposes. c. Gross profit. 





ENTREPRENEURIAL BTN 18-7 Corey Rimmel, Adam Hendin, and David Melnick of Hot Box Cookies must understand 
DECISION manufacturing costs to effectively operate and succeed as a profitable and efficient business. 


Cl C2 C6 a 2 Required 


1. What are the three main categories of manufacturing costs the owners must monitor and control? Pro- 
vide examples of each. 
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2. How can the owners make Hot Box Cookies’ manufacturing process more cost-effective? Provide 
examples of two useful managerial measures of time and efficiency. 

3. What are four goals of a total quality management process? How can Hot Box Cookies use TQM to 
improve its business activities? 
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BTN 18-8 Visit your favorite fast-food restaurant. Observe its business operations. 


Required 

1. Describe all business activities from the time a customer arrives to the time that customer departs. 
2. List all costs you can identify with the separate activities described in part 1. 

3. Classify each cost from part 2 as fixed or variable, and explain your classification. 


HITTING THE ROAD 


Ci zc ÅA 





BTN 18-9 Access Nokia’s Website (www.nokia.com/about-nokia) and select “Corporate Governance” 
and then select “Overview.” Read the section dealing with the responsibilities of its board of directors. 





Required 
1. Identify the responsibilities of Nokia’s board of directors. 


2. How would management accountants be involved in assisting the board of directors in carrying out 
their responsibilities? Explain. 


ANSWERS TO MULTIPLE CHOICE QUIZ 





AWNa 
[Sy Yor! for’ Ke) 


COGM = $4,700 





GLOBAL DECISION 


"© 


NOKIA 


5. Beginning finished goods + Cost of goods manufactured (COGM) — 
Ending finished goods = Cost of goods sold 
$6,000 + COGM — $3,200 = $7,500 


| ! Job Order Cost Accounting 


A Look Back 








A Look at This Chapter A Look Ahead 


Chapter 18 introduced managerial We begin this chapter by describing a Chapter 20 focuses on measuring 
accounting and explained basic cost cost accounting system. We then explain costs in process production companies. 
concepts. We also described the lean the procedures used to determine costs We explain process production, describe 
business model and the reporting of using a job order costing system. We how to assign costs to processes, 
manufacturing activities, including the conclude with a discussion of over and and compute and analyze cost per 
manufacturing statement. underapplied overhead. equivalent unit. 


CAP 


CONCEPTUAL ANALYTICAL PROCEDURAL 








C1 Describe important features of job A Apply job order costing in pricing P1 Describe and record the flow of 


order production. (p. 776) services. (p. 789) materials costs in job order cost 


accounting. (p. 780 
C2 Explain job cost sheets and how g. (p ) 


they are used in job order cost P? Describe and record the flow of 
accounting. (p. 778) labor costs in job order cost 


accounting. (p. 782) 


P3 Describe and record the flow of 
overhead costs in job order cost 
accounting. (p. 783) 





P4 Determine adjustments for 
overapplied and underapplied factory 
LPI9 overhead. (p. 788) 





Decision Insight 


Riding the Wavers 


“Results are what count... its not how you start, but how 
you finish” 
—JOHN T. HEWITT (CEO and founder) 





VIRGINIA BEACH, VA—Don't be surprised if we find Uncle Sam 
and Lady Liberty waving to us around tax time. Use of these 
characters to market tax services is the brainchild of John 
Hewitt, founder of (LibertyTax.com), a tax 
return preparation service. On street corners across America, 
Uncle Sam and Lady Liberty wave, dance, do cartwheels, and 
play air guitar, all to draw customers into Liberty's stores. This 
unconventional marketing scheme has helped Liberty become 
the fastest growing retail tax business ever. 

The company started humbly, finalizing its business plan in a 
spare bedroom and renting a tiny office for a business address. 
John explains that one of his key tasks was developing a cost 
accounting system. Manufacturers of custom products, and 
providers of custom services like Liberty Tax Services, use 
state-of-the-art job order cost accounting to track costs. This 
includes tracking the cost of materials, labor, and overhead and 
managing those expenses. With job order costing, a company 
tracks costs separately for each job. If a job's cost is too high, 








the company must reduce any future costs and perhaps also 
increase its selling price. Job order costing systems allow en- 
trepreneurs such as John to better isolate costs and avoid the 
run-away costs often experienced by start-ups that fail to use 
costing techniques. 

John's mission is simple: Set the standard, improve each 
day, and have some fun. While Uncle Sam and Lady Liberty get 
customers in the door, the company’s fanatical focus on cus- 
tomer satisfaction and retention drive its growth. John continu- 
ally works to improve services and adapt to market trends and 
competitors. With every successful customer contact his com- 
pany approaches its ultimate goal: To be the largest tax prepa- 
ration company in the universe. With Uncle Sam on air guitar, 
Liberty expects to ride the wave of growth. 


[Sources: Liberty Tax Service Website, January 2011; The Wall Street Journal, 
April 17, 2006; Hampton Roads Website, February 2007] 





Chapter Preview 





This chapter introduces a system for assigning costs to the flow providers of custom services. Manufacturers that use job order 
of goods through a production process. We then describe the costing typically base it on a perpetual inventory system, which 
details of a job order cost accounting system. Job order costing provides a continuous record of materials, goods in process, and 
is frequently used by manufacturers of custom products or finished goods inventories. 


Job Order Cost Accounting 


Job Order Cost Job Order Cost Adjusting 
Accounting Flows and Reports Factory Overhead 










e Cost accounting e Materials cost flows e Factory overhead 
system and documents T-account 

¢ Job order production e Labor cost flows and e Underapplied or 

e Events in job order documents overapplied overhead 


e Overhead cost flows 
and documents 

e Summary of cost 
flows 


costing 
¢ Job cost sheet 





JOB ORDER COST ACCOUNTING 


This section describes a cost accounting system and job order production and costing. 


Cost Accounting System 


An ever-increasing number of companies use a cost accounting system to generate timely and 
Point: Cost accounting systems accurate inventory information. A cost accounting system records manufacturing activities us- 
accumulate costs and then assign ‘ ; ; ; s 
thermite producand services: ing a perpetual inventory system, which continuously updates records for costs of materials, 
goods in process, and finished goods inventories. A cost accounting system also provides timely 
information about inventories and manufacturing costs per unit of product. This is especially 
helpful for managers’ efforts to control costs and determine selling prices. (A general account- 
ing system records manufacturing activities using a periodic inventory system. Some compa- 
nies still use a general accounting system, but its use is declining as competitive forces and 
customer demands have increased pressures on companies to better manage inventories.) 
The two basic types of cost accounting systems are job order cost accounting and process 
cost accounting. We describe job order cost accounting in this chapter. Process cost accounting 
is explained in the next chapter. 


Job Order Production 


Many companies produce products individually designed to meet the needs of a specific cus- 
tomer. Each customized product is manufactured separately and its production is called job 
order production, or job order manufacturing (also called customized production, which is the 
production of products in response to special orders). Examples of such products include syn- 
thetic football fields, special-order machines, a factory building, custom jewelry, wedding invi- 
tations, and artwork. 

The production activities for a customized product represent a job. The principle of customi- 
zation is equally applicable to both manufacturing and service companies. Most service compa- 
nies meet customers’ needs by performing a custom service for a specific customer. Examples of 
such services include an accountant auditing a client’s financial statements, an interior designer 
remodeling an office, a wedding consultant planning and supervising a reception, and a lawyer 
defending a client. Whether the setting is manufacturing or services, job order operations involve 
meeting the needs of customers by producing or performing custom jobs. 





C Describe important features 
of job order production. 
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Boeing’s aerospace division is one example of a job order production system. Its primary 
business is twofold: (1) design, develop, and integrate space carriers and (2) provide systems 
engineering and integration of Department of Defense (DoD) systems. Many of its orders are 
customized and produced through job order operations. 

When a job involves producing more than one unit of a custom product, it is often called a 
job lot. Products produced as job lots could include benches for a church, imprinted T-shirts for 
a 10K race or company picnic, or advertising signs for a chain of stores. Although these orders 
involve more than one unit, the volume of production is typically low, such as 50 benches, 
200 T-shirts, or 100 signs. Another feature of job order production is the diversity, often called 
heterogeneity, of the products produced. Namely, each customer order is likely to differ from 
another in some important respect. These variations can be minor or major. 





@ Decision Insi 


Custom Design Managers once saw companies as the center of a solar system orbited by suppliers 
and customers. Now the customer has become the center of the business universe. Nike allows custom 
orders over the Internet, enabling customers to select materials, colors, and to personalize their shoes 
with letters and numbers. Soon consumers may be able to personalize almost any product, from cellular 
phones to appliances to furniture. E 


Events in Job Order Costing 


The initial event in a normal job order operation is the receipt of a customer order for a custom 
product. This causes the company to begin work on a job. A less common case occurs when 
management decides to begin work on a job before it has a signed contract. This is referred to as 
jobs produced on speculation. 


Step 1: Predict the cost to complete the job. This cost depends on the product design prepared 
by either the customer or the producer. 


Step 2: Negotiate price and decide whether to pursue the job. Other than for government or 
other cost-plus contracts, the selling price is determined by market factors. Producers evaluate the 
market price, compare it to cost, and determine whether the profit on the job is reasonable. If the 
profit is not reasonable, the producer would determine a desired target cost. 


Step 3: Schedule production of the job. This must meet the customer’s needs and fit within the 
company’s own production constraints. Preparation of this work schedule should consider work- 
place facilities including equipment, personnel, and supplies. Once this schedule is complete, the 
producer can place orders for raw materials. Production occurs as materials and labor are applied 
to the job. 


An overview of job order production activity is shown in Exhibit 19.1. This exhibit shows the 
March production activity of Road Warriors, which installs security devices into cars and trucks. 
The company converts any vehicle by adding alarms, reinforced exterior, bulletproof glass, and 
bomb detectors. The company began by catering to high-profile celebrities, but it now caters to 
anyone who desires added security in a vehicle. 

Job order production for Road Warriors requires materials, labor, and overhead costs. Recall 
that direct materials are goods used in manufacturing that are clearly identified with a particular 
job. Similarly, direct labor is effort devoted to a particular job. Overhead costs support produc- 
tion of more than one job. Common overhead items are depreciation on factory buildings and 
equipment, factory supplies, supervision, maintenance, cleaning, and utilities. 

Exhibit 19.1 shows that materials, labor, and overhead are added to Jobs B15, B16, B17, B18, 
and B19, which were started during March. Special tires and bulletproof glass are added to Jobs 
B15 and B16, while Job B17 receives a reinforced exterior and bulletproof glass. Road Warriors 
completed Jobs B15, B16, and B17 in March and delivered Jobs B15 and B16 to customers. At the 
end of March, Jobs B18 and B19 remain in goods in process inventory and Job B17 is in finished 
goods inventory. Both labor and materials costs are also separated into their direct and indirect 
components. Their indirect amounts are added to overhead. Total overhead cost is then allocated 
to the various jobs. 
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Point: Some jobs are priced on a 
cost-plus basis: The customer pays the 
manufacturer for costs incurred on the 
job plus a negotiated amount or rate of 
profit. 


Point: Many professional 
examinations including the CPA and 
CMA exams require knowledge of job 
order and process cost accounting. 
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EXHIBIT 19.1 
Job Order Production Activities 


Manufacturing Costs 


Materials 


Indirect Materials 


Overhead — 


Indirect Labor 


Labor 





C Explain job cost sheets and 
how they are used in job 
order cost accounting. 











Point: Factory overhead consists of 
costs (other than direct materials and 
direct labor) that ensure the production 
activities are carried out. 
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Goods in Process Finished Goods Goods Sold 


C Completed Delivered er 


Completed Delivered 


Direct Materials 





Overhead 


Costs Completed 





Direct Labor 





@ Decision 





Target Costing Many producers determine a target cost for their jobs. Target cost is determined as 
follows: Expected selling price — Desired profit = Target cost. If the projected target cost of the job as 
determined by job costing is too high, the producer can apply value engineering, which is a method of 
determining ways to reduce job cost until the target cost is met. E 


Job Cost Sheet 


General ledger accounts usually do not provide the accounting information that managers of job 
order cost operations need to plan and control production activities. This is so because the 
needed information often requires more detailed data. Such detailed data are usually stored in 
subsidiary records controlled by general ledger accounts. Subsidiary records store information 
about raw materials, overhead costs, jobs in process, finished goods, and other items. This sec- 
tion describes the use of these records. 

A major aim of a job order cost accounting system is to determine the cost of producing 
each job or job lot. In the case of a job lot, the system also aims to compute the cost per unit. 
The accounting system must include separate records for each job to accomplish this, and it 
must capture information about costs incurred and charge these costs to each job. 

A job cost sheet is a separate record maintained for each job. Exhibit 19.2 shows a job 
cost sheet for an alarm system that Road Warriors produced for a customer. This job cost 
sheet identifies the customer, the job number assigned, the product, and key dates. Costs 
incurred on the job are immediately recorded on this sheet. When each job is complete, the 
supervisor enters the date of completion, records any remarks, and signs the sheet. The job 
cost sheet in Exhibit 19.2 classifies costs as direct materials, direct labor, or overhead. It 
shows that a total of $600 in direct materials is added to Job B15 on four different dates. It 
also shows seven entries for direct labor costs that total $1,000. Road Warriors allocates 
(also termed applies, assigns, or charges) factory overhead costs of $1,600 to this job using 
an allocation rate of 160% of direct labor cost (160% X $1,000)—we discuss overhead al- 
location later in this chapter. 


Cost Flows: During Production While a job is being produced, its accumulated costs 
are kept in Goods in Process Inventory. The collection of job cost sheets for all jobs in process 
makes up a subsidiary ledger controlled by the Goods in Process Inventory account in the gen- 
eral ledger. Managers use job cost sheets to monitor costs incurred to date and to predict and 
control costs for each job. 
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Accounting System: Exhibit 19-2 
File Edit Maintain Tasks Analysis Options Reports Window Help 


Road Warriors, Los Angeles, California Mo]: Fook- me) [3 8 








Customer’s Name Carroll Connor Job No. B15 
Address 1542 High Point Dr. City & State Malibu, California 














Job Description Level 1 Alarm System on Ford Expedition 


Date promised March 15 Date started March 3 Date completed March 11 





Direct Materials | Direct Labor 
Requisition | Time Ticket | Cost | 

3/3/2011 R-4698 3/3/2011 L-3393 120.00 | 3/11/2011 | 160%0f | 1,600.00 
3/7/2011 R-4705 3/4/2011 L-3422 150.00 Direct 
3/9/2011 R-4725 3/5/2011 L-3456 180.00 Labor 
3/10/2011 | R-4777 3/8/2011 L-3479 60.00 EEn 

3/9/2011 L-3501 90.00 

3/10/2011 | L-3535 240.00 

3/11/2011 | L-3559 160.00 


l Total 600.00 Total | 1,000.00 Total | 1,600.00 


REMARKS: Completed job on March 11, and shipped to customer SUMMARY: 
l on March 15. Met all specifications and requirements. Materials [600.00 — 


Labor | 1,000.00 — 
Overhead | 1,600.00 


Signed: C. Luther, Supervisor Total cost | 3,200.00 


Overhead 





Vv 

















Cost Flows: Job Completion When a job is finished, its job cost sheet is completed and 
moved from the jobs in process file to the finished jobs file. This latter file acts as a subsidiary 
ledger controlled by the Finished Goods Inventory account. 


Cost Flows: Job Delivery When a finished job is delivered to a customer, the job cost 
sheet is moved to a permanent file supporting the total cost of goods sold. This permanent file 
contains records from both current and prior periods. When the job is finished, the company 
also prepares a journal entry that credits Sales and debits Cash (or Accounts Receivable). 


E Decision Answer — p. 793 





Management Consultant One of your tasks is to control and manage costs for a consulting 
company. At the end of a recent month, you find that three consulting jobs were completed and two 
are 60% complete. Each unfinished job is estimated to cost $10,000 and to earn a revenue of $12,000. 
You are unsure how to recognize goods in process inventory and record costs and revenues. Do you 
recognize any inventory? If so, how much? How much revenue is recorded for unfinished jobs this 
month? E 









Quick Check 





Answers — p. 793 


1. Which of these products is likely to involve job order production? (a) inexpensive watches, 
(b) racing bikes, (c) bottled soft drinks, or (d) athletic socks. 


2. What is the difference between a job and a job lot? 

3. Which of these statements is correct? (a) The collection of job cost sheets for unfinished jobs 
makes up a subsidiary ledger controlled by the Goods in Process Inventory account, (b) Job 
cost sheets are financial statements provided to investors, or (c) A separate job cost sheet is 
maintained in the general ledger for each job in process. 

4. What three costs are normally accumulated on job cost sheets? 
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EXHIBIT 19.2 
Job Cost Sheet 


Point: Documents (electronic and 
paper) are crucial in a job order system, 
and the job cost sheet is a cornerstone. 
Understanding it aids in grasping con- 
cepts of capitalizing product costs and 
product cost flow. 
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JOB ORDER COST FLOWS AND REPORTS 





P Describe and record the 
flow of materials costs in 
job order cost accounting. 














Point: Some companies certify certain 
suppliers based on the quality of their 
materials. Goods received from these 
suppliers are not always inspected by 
the purchaser to save costs. 


Assets = Liabilities + Equity 
+450 +450 


EXHIBIT 19.3 


Materials Cost Flows through 
Subsidiary Records 









Materials Cost Flows and Documents 


This section focuses on the flow of materials costs and the related docu- 
ments in a job order cost accounting system. We begin analysis of the flow 
of materials costs by examining Exhibit 19.3. When materials are first re- 
ceived from suppliers, the employees count and inspect them and record the 
items’ quantity and cost on a receiving report. The receiving report serves 
as the source document for recording materials received in both a materials ledger card and in the 
general ledger. In nearly all job order cost systems, materials ledger cards (or files) are perpet- 
ual records that are updated each time units are purchased and each time units are issued for use 
in production. 

To illustrate the purchase of materials, Road Warriors acquired $450 of wiring and related 
materials on March 4, 2011. This purchase is recorded as follows. 


Materials 


Mar. 4 Raw Materials Inventory—M-347 .................. 450 
Accountsikayable co ooo A 450 
To record purchase of materials for production. 


Alarm System — Alarm System Wiring _ A (Gea 
Received a an [E Balance 
450. kN 675.00 
a an [E 00 


T= f 


Exhibit 19.3 shows that materials can be requisitioned for use either on a specific job (direct 
materials) or as overhead (indirect materials). Cost of direct materials flows from the materials 
ledger card to the job cost sheet. The cost of indirect materials flows from the materials ledger 
card to the Indirect Materials account in the factory overhead ledger, which is a subsidiary led- 
ger controlled by the Factory Overhead account in the general ledger. 

Exhibit 19.4 shows a materials ledger card for material received and issued by Road War- 
riors. The card identifies the item as alarm system wiring and shows the item’s stock num- 
ber, its location in the storeroom, information about the maximum and minimum quantities 
that should be available, and the reorder quantity. For example, alarm system wiring is issued 











Job B15 
Materials / Labor [Overhead hi 


600.00 
















——— l 
Indirect Materials h 
550.00 
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MATERIALS LEDGER CARD 


Road Warriors 


Los Angeles, California 


LEN Alarm system wiring | REOS- PRESTR) Bin 137 
Maximum quantity Minimum quantity Quantity to reorder 


Received Issued Balance 





Receiving 
Report Unit | Total Unit | Total Unit Total 
Number Units Price | Price | Number Units Price | Price | Units | Price Price 


1 | 225.00} 225.00 
3/4/2011 | C-7117 2 | 225.00 | 450.00 3 | 225.00] 675.00 
3/7/2011 R-4705| 1 |225.00)225.00} 2 |225.00) 450.00 


and recorded on March 7, 2011. The job cost sheet in Exhibit 19.2 showed that Job B15 used 
this wiring. 

When materials are needed in production, a production manager prepares a materials requi- 
sition and sends it to the materials manager. The requisition shows the job number, the type of 
material, the quantity needed, and the signature of the manager authorized to make the requisi- 
tion. Exhibit 19.5 shows the materials requisition for alarm system wiring for Job B15. To see 
how this requisition ties to the flow of costs, compare the information on the requisition with the 
March 7, 2011, data in Exhibits 19.2 and 19.4. 


MATERIALS REQUISITION No. R-4705 


: € Road Warriors 


Los Angeles, California 


Job No. Date 3/7/2011 


Material Stock No. Material Description Alarm system wiring 














Quantity Requested 1 


Quantity Provided 1 Date Provided 3/7/2011 
Filled By M. Bateman Material Received By __C. Luther 


Remarks 

















The use of alarm system wiring on Job B15 yields the following entry (locate this cost item 
in the job cost sheet shown in Exhibit 19.2). 


Mar. 7 Goods in Process Inventory—Job BI5.............. 225 
Raw Materials Inventory—M-347.............. 225 
To record use of material on Job B15. 


This entry is posted both to its general ledger accounts and to subsidiary records. Posting to 
subsidiary records includes a debit to a job cost sheet and a credit to a materials ledger card. 
(Note: An entry to record use of indirect materials is the same as that for direct materials except 
the debit is to Factory Overhead. In the subsidiary factory overhead ledger, this entry is posted 
to Indirect Materials.) 
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EXHIBIT 19.4 
Materials Ledger Card 


Point: Requisitions are often accumu- 
lated and recorded in one entry. The 
frequency of entries depends on the 
job, the industry, and management 
procedures. 


EXHIBIT 19.5 


Materials Requisition 


Assets = Liabilities + Equity 
+225 
=225 
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Labor Cost Flows and Documents 


Exhibit 19.6 shows the flow of labor costs from clock cards and the Factory 
Payroll account to subsidiary records of the job order cost accounting system. 
Recall that costs in subsidiary records give detailed information needed to 
manage and control operations. 





P Describe and record the 
flow of labor costs in job 
order cost accounting. 

















EXHIBIT 19.6 


Labor Cost Flows through 
Subsidiary Records 

















Factory Payroll 
5,300.00 1,100.00 








Indirect Labor 


Point: Many employee fraud schemes The flow of costs in Exhibit 19.6 begins with clock cards. Employees commonly use these cards 
E hi fe i ne to record the number of hours worked, and they serve as source documents for entries to record la- 
eaten bor costs. Clock card data on the number of hours worked is used at the end of each pay period to 
oint: In the accounting equation, ‘ x a ‘ 

We treat accounts such as Factory Payee  GELECEDINIE total labor cost. This amount is then debited to the Factory Payroll account, a temporary 
and Factory Overhead as temporary account containing the total payroll cost (both direct and indirect). Payroll cost is later allocated to 
accounts, which hold various expenses both specific jobs and overhead. 

until they are allocated to balance sheet i 

eR TETTO , According to clock card data, workers earned $1,500 for the week ended March 5. Illustrat- 

ing the flow of labor costs, the accrual and payment of these wages are recorded as follows. 


Assets = Liabilities + Equity Mar. 6 AGCIN HMC andcoavdonconssabonoponboonoao bon 1,500 
— 1,500 —1,500 (CAB co E 1,500 
To record the weekly payroll. 





To assign labor costs to specific jobs and to overhead, we must know how each 
employee’s time is used and its costs. Source documents called time tickets usu- 
ally capture these data. Employees regularly fill out time tickets to report how 
much time they spent on each job. An employee who works on several jobs during 
a day completes a separate time ticket for each job. Tickets are also prepared for 
time charged to overhead as indirect labor. A supervisor signs an employee’s time 
ticket to confirm its accuracy. 

Exhibit 19.7 shows a time ticket reporting the time a Road Warrior employee 
spent working on Job B15. The employee’s supervisor signed the ticket to con- 
firm its accuracy. The hourly rate and total labor cost are computed after the time 

hel y ticket is turned in. To see the effect of this time ticket on the job cost sheet, look 
It loses an hour of your pay every day.” at the entry dated March 8, 2011, in Exhibit 19.2. 
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"N No. L-3479 
es i TIME TICKET Date ..March.8... 20.11... 
Road Warriors 
Los Angeles, California Employee Name | Employee Number Job No. 
T. Zeller 3969 B15 





TIME AND RATE INFORMATION: 





Elapsed Time | Hourly Rate 


a E i a 


Approved By : Total Cost $60.00 





When time tickets report labor used on a specific job, this cost is recorded as direct labor. 
The following entry records the data from the time ticket in Exhibit 19.7. 


Mar. 8 Goods in Process Inventory—Job BI5 ............. 60 
Factory Payroll aeee eeaeee eee ssa siarsrsisvsiers 60 
To record direct labor used on Job B15. 


The debit in this entry is posted both to the general ledger account and to the appropriate job 
cost sheet. (Note: An entry to record indirect labor is the same as for direct labor except that it 
debits Factory Overhead and credits Factory Payroll. In the subsidiary factory overhead ledger, 
the debit in this entry is posted to the Indirect Labor account.) 


Overhead Cost Flows and Documents 


Factory overhead (or simply overhead) cost flows are shown in Exhibit 19.8. 
Factory overhead includes all production costs other than direct materials 
and direct labor. Two sources of overhead costs are indirect materials and 
indirect labor. These costs are recorded from requisitions for indirect mate- 
rials and time tickets for indirect labor. Two other sources of overhead are 
(1) vouchers authorizing payments for items such as supplies or utilities Overhead 

and (2) adjusting entries for costs such as depreciation on factory assets. 

Factory overhead usually includes many different costs and, thus, a separate account for each 
is often maintained in a subsidiary factory overhead ledger. This ledger is controlled by the Fac- 
tory Overhead account in the general ledger. Factory Overhead is a temporary account that ac- 
cumulates costs until they are allocated to jobs. 


Recording Overhead Recall that overhead costs are recorded with debits to the Factory 
Overhead account and with credits to other accounts such as Cash, Accounts Payable, and 


Materials 
Requisitions 

















Time 
Tickets 
Overhead 
Rate 
Vouchers 
Adjusting 


Entries 
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EXHIBIT 19.7 
Time Ticket 


Assets = Liabilities + Equity 


+60 


+60 





P 





Describe and record the 
flow of overhead costs in 
job order cost accounting. 





EXHIBIT 19.8 


Overhead Cost Flows through 
Subsidiary Records 
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Assets = Liabilities + Equity 
—600 —600 





Assets = Liabilities + Equity 


+250 —250 





Point: The predetermined overhead 
rate is computed at the start of the 
period and is used throughout the period 
to allocate overhead to jobs. 


Point: Predetermined overhead rates 
can be estimated using mathematical 
equations, statistical analysis, or 
professional experience. 


EXHIBIT 19.9 


Predetermined Overhead 
Allocation Rate Formula 


Example: If management predicts 
total direct labor costs of $100,000 

and total overhead costs of $200,000, 
what is its predetermined overhead rate? 
Answer: 200% of direct labor cost. 


Assets = Liabilities + Equity 
+1,600 +1,600 
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Accumulated Depreciation—Equipment. In the subsidiary factory overhead ledger, the debits 
are posted to their respective accounts such as Depreciation Expense—Equipment, Insurance 
Expense—Warehouse, or Amortization Expense—Patents. 

To illustrate the recording of overhead, the following two entries reflect the depreciation of 
factory equipment and the accrual of utilities, respectively, for the week ended March 6. 


Mar. 6 Factory Oyenhead m nnn ee eer entre t 600 
Accumulated Depreciation—Equipment ........ 600 
To record depreciation on factory equipment. 
Mar. 6 Factory Oyerhea dEr tari r et errr ar 250 
WeiliticsiRayableuapmnrs enn eee eee 250 


To record the accrual of factory utilities. 


Exhibit 19.8 shows that overhead costs flow from the Factory Overhead account to job cost 
sheets. Because overhead is made up of costs not directly associated with specific jobs or job 
lots, we cannot determine the dollar amount incurred on a specific job. We know, however, that 
overhead costs represent a necessary part of business activities. If a job cost is to include all 
costs needed to complete the job, some amount of overhead must be included. Given the diffi- 
culty in determining the overhead amount for a specific job, however, we allocate overhead to 
individual jobs in some reasonable manner. 


Overhead Allocation Bases We generally allocate overhead by linking it to another 
factor used in production, such as direct labor or machine hours. The factor to which overhead 
costs are linked is known as the allocation base. A manager must think carefully about how 
many and which allocation bases to use. This managerial decision influences the accuracy with 
which overhead costs are allocated to individual jobs. In turn, the cost of individual jobs might 
impact a manager’s decisions for pricing or performance evaluation. In Exhibit 19.2, overhead 
is expressed as 160% of direct labor. We then allocate overhead by multiplying 160% by the 
estimated amount of direct labor on the jobs. 


Overhead Allocation Rates We cannot wait until the end of a period to allocate over- 
head to jobs because perpetual inventory records are part of the job order costing system 
(demanding up-to-date costs). Instead, we must predict overhead in advance and assign it to 
jobs so that a job’s total costs can be estimated prior to its completion. This estimated cost is 
useful for managers in many decisions including setting prices and identifying costs that are out 
of control. Being able to estimate overhead in advance requires a predetermined overhead 
rate, also called predetermined overhead allocation (or application) rate. This rate requires an 
estimate of total overhead cost and an allocation factor such as total direct labor cost before the 
start of the period. Exhibit 19.9 shows the usual formula for computing a predetermined over- 
head rate (estimates are commonly based on annual amounts). This rate is used during the pe- 
riod to allocate overhead to jobs. It is common for companies to use multiple activity (allocation) 
bases and multiple predetermined overhead rates for different types of products and services. 


Predetermined overhead rate = Eeumated F ue ie 
overhead costs activity base 
Recording Allocated Overhead To illustrate, Road Warriors allocates overhead by 
linking it to direct labor. At the start of the current period, management predicts total direct la- 
bor costs of $125,000 and total overhead costs of $200,000. Using these estimates, management 
computes its predetermined overhead rate as 160% of direct labor cost ($200,000 + $125,000). 
Specifically, reviewing the job order cost sheet in Exhibit 19.2, we see that $1,000 of direct la- 
bor went into Job B15. We then use the predetermined overhead rate of 160% to allocate $1,600 
(equal to $1,000 X 1.60) of overhead to this job. The entry to record this allocation is 


Mar. II Goods in Process Inventory—Job BI5.............. 1,600 
Factory Overheads assu cc. cms eres se 1,600 
To assign overhead to Job BI 5. 
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Since the allocation rate for overhead is estimated at the start of a period, the total amount as- 
signed to jobs during a period rarely equals the amount actually incurred. We explain how this 
difference is treated later in this chapter. 


E Decision Answer — p. 793 





Web Consultant You are working on seven client engagements. Two clients reimburse your firm for actual 
costs plus a 10% markup. The other five pay a fixed fee for services. Your firm's costs include overhead allo- 
cated at $47 per labor hour. The managing partner of your firm instructs you to record as many labor hours as 
possible to the two markup engagements by transferring labor hours from the other five. What do you do? E 


Summary of Cost Flows 


We showed journal entries for charging Goods in Process Inventory (Job B15) with the cost of 
(1) direct materials requisitions, (2) direct labor time tickets, and (3) factory overhead. We made 
separate entries for each of these costs, but they are usually recorded in one entry. Specifically, 
materials requisitions are often collected for a day or a week and recorded with a single entry Point: Study the flow of manufacturing 
oa ‘ ‘ ; : é costs through general ledger accounts 
summarizing them. The same is done with labor time tickets. When summary entries are made, 4.4 job cost sheets. Use Exhibit 19.11 as 
supporting schedules of the jobs charged and the types of materials used provide the basis for reinforcement. 
postings to subsidiary records. 
To show all production cost flows for a period and their related entries, we again look at 
Road Warriors’ activities. Exhibit 19.10 shows costs linked to all of Road Warriors’ produc- 
tion activities for March. Road Warriors did not have any jobs in process at the beginning of 
March, but it did apply materials, labor, and overhead costs to five new jobs in March. Jobs B15 
and B16 are completed and delivered to customers in March, Job B17 is completed but not de- 
livered, and Jobs B18 and B19 are still in process. Exhibit 19.10 also shows purchases of raw EXHIBIT 19.10 
materials for $2,750, labor costs incurred for $5,300, and overhead costs of $6,720. Job Order Coste oF All Production 


Activities 


ROAD WARRIORS 
Job Order Manufacturing Costs 
For Month Ended March 31,2011 



































Overhead Cooch 
c in Finished 
Explanation Materials Labor Incurred Allocated Process Goods 
JoDBIS a A dou $ 600 $1,000 $1,600 $3,200 
JEDENG ST 300 800 1,280 2,380 
Job BI A soos 500 1,100 1,760 $3,360 
ENG coasencnsanevorsgsovocen tan 150 700 1,120 $1,970 
JED) A _ 250 600 960 1,810 
Motalijobicosts Eeee eter en erste: 1,800 4,200 >> $6,720 $3,780 $3,360 $5,580 
Indirect materials e ee tenes 550 $ 550 
Indirect labor erare au pea eae ke ones 1,100 1,100 
Other overhead! in panere eaa ERE anne 5,070 
Total costs used in production............ 2,350 $5,300 $6,720 < 
Ending materials inventory............... _ 1,400 aie 
Materials available .........:20ceveccens 3,750 
Less beginning materials inventory ........ (1,000) 
Materials purchased .................... $2,750 


The upper part of Exhibit 19.11 shows the flow of these costs through general ledger ac- 
counts and the end-of-month balances in key subsidiary records. Arrow lines are numbered to 
show the flows of costs for March. Each numbered cost flow reflects several entries made in 
March. The lower part of Exhibit 19.11 shows summarized job cost sheets and their status at the 
end of March. The sum of costs assigned to the jobs in process ($1,970 + $1,810) equals the 
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EXHIBIT 19.11 
Job Order Cost Flows and Ending Job 
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Cost Sheets 


Raw Materials 









































Inventory* 
1,000} 1,800 
a= 2,750 550 , = 
Factory Goods in Process Finished Goods Cost of 
inl Overheadt Inventory* Inventory* Goods Soldt 
i 550 1,800 
Other Accounts —=(7)==— 5,070 | 6,720 6,720| 8,940 <9)» 8,940| 5,580 5,580 
1,100 4,200 
Factory 0 3,780 3,360 5,580 
Payroll* 
C> 5,300] 1,100 
4,200 Control Control Detail 
0 | 
Goods in Process Finished Goods Delivered Goods 
| 
Key: Job B17 
© Materials purchased yd Matls. | $ 


(2) Direct materials used 

© Indirect materials used 

©) Payroll recorded 

© Direct labor used Subsidiary Job 


© Indirect labor used 


@ Other over 


Overhead allocated 
Q) Finished goods 


Goods sold 





Cost Sheets 


head used 








* The ending balances in the inventory accounts are carried to the balance sheet. 
+ The Cost of Goods Sold balance is carried to the income statement. 


+ Factory Payroll an 


d Factory Overhead are considered temporary accounts; when these costs are allocated to jobs, the balances in these accounts are reduced. 


$3,780 balance in Goods in Process Inventory shown in Exhibit 19.10. Also, costs assigned to 
Job B17 equal the $3,360 balance in Finished Goods Inventory. The sum of costs assigned to 
Jobs B15 and B16 ($3,200 + $2,380) equals the $5,580 balance in Cost of Goods Sold. 
Exhibit 19.12 shows each cost flow with a single entry summarizing the actual individual 
entries made in March. Each entry is numbered to link with the arrow lines in Exhibit 19.11. 


So Decision Answer — p. 793 





Entrepreneur Competitors’ prices on one of your product segments are lower than yours. Of the total 
product cost used in setting your prices, 53% is overhead allocated using direct labor hours. You believe 
that product costs are distorted and wonder whether there is a better way to allocate overhead and to set 
product price. What do you suggest? E 









Quick Check 





Answers — p. 793 


5. In job order cost accounting, which account is debited in recording a raw materials 
requisition? (a) Raw Materials Inventory, (b) Raw Materials Purchases, (c) Goods in Process 
Inventory if for a job, or (d) Goods in Process Inventory if they are indirect materials. 


6. What are four sources of information for recording costs in the Factory Overhead account? 


N 


. Why does job order cost accounting require a predetermined overhead rate? 
8. What events result in a debit to Factory Payroll? What events result in a credit? 


Chapter 19 Job Order Cost Accounting 787 


EXHIBIT 19.12 


Entries for Job Order Production Costs* 


(1) Raw Materials Inventory ..................-- 2,750 6) Factory Overhead) 032.2 ccusaseacc sree ene 1,100 
Accounts Payable sy...) seses sies cesis ass a 2,750 Factory Payroll i. cies ss coc ster nena 1,100 
Acquired materials on credit for factory use. To record indirect labor costs as overhead. 
© Goods in Process Inventory ................. 1,800 D Factory Overhead a. emeen ee sere ae 5,070 
Raw Materials Inventory ................ 1,800 Cash (and other accounts) .............. 5,070 
To assign costs of direct materials used. To record factory overhead costs such as 
©) Factory Overhead e neoe a reo eee n rah 550 insurance, utilities, rent, and depreciation. 
Raw Materials Inventory .............+.. 550 Goods in Process Inventory ................. 6,720 
To record use of indirect materials. Factory Overhead! n ree ee olensiesesnce ss 6,720 
©) Factorys Payro eea a te ctetri cet tran 5,300 To apply overhead at 160% of direct labor. 
Cash (and other accounts) .............. 5,300 Q) Finished Goods Inventory ................... 8,940 
To record salaries and wages of factory Goods in Process Inventory ............. 8,940 
workers (including various payroll liabilities). To record completion of Jobs B15, B16, and BI 7. 
6 Goods in Process Inventory ................. 4,200 Cost of Goods! Sold... 7 eens E oe eee 5,580 
Factory Payroll -oros e1cess)es eave asisas 4,200 Finished Goods Inventory ............... 5,580 
To assign costs of direct labor used. To record sale of Jobs B15 and BI6. 


* Exhibit 19.12 provides summary journal entries. Remember, applied overhead is recorded during the period, while actual overhead is recorded at the end of the period. Actual overhead is 
debited to Factory Overhead. Allocated overhead is credited to Factory Overhead. 


ADJUSTING FACTORY OVERHEAD 


Refer to the debits in the Factory Overhead account in Exhibit 19.11 (or Exhibit 19.12). The 
total cost of factory overhead incurred during March is $6,720 ($550 + $5,070 + $1,100). The 
$6,720 exactly equals the amount assigned to goods in process inventory (see ®). Therefore, 
the overhead incurred equals the overhead applied in March. The amount of overhead incurred 
rarely equals the amount of overhead applied, however, because estimates rarely equal the exact 
amounts actually incurred. This section explains what we do when too much or too little over- 
head is applied to jobs. 


Factory Overhead T-Account 


Exhibit 19.13 shows a Factory Overhead T-account. The company applies overhead using a 
predetermined rate estimated at the beginning of the period. At the end of the period, the com- 
pany receives bills for its actual overhead costs. 


Factory Overhead EXHIBIT 19.13 


; Factory Overhead T-account 
Known at end of the period |————_—____»> Actual Applied <—_____——_{_ Estimated during the period 
amount amount 


Exhibit 19.14 shows what to do when actual overhead does not equal applied overhead. When 
less overhead is applied than is actually incurred, the remaining debit balance in the Factory 
Overhead account is called underapplied overhead. When the overhead applied in a period 
exceeds the overhead incurred, the resulting credit balance in the Factory Overhead account is 
called overapplied overhead. In either case, a journal entry is needed to adjust Factory Over- 
head and Cost of Goods Sold. Exhibit 19.14 summarizes this entry. 














EXHIBIT 19.14 


Factory Overhead Journal Entry 
Overhead Costs Balance Is Overhead Is Needed Is Adjusting Factory Overhead 
Actual > Applied Debit Underapplied Cost of Goods Sold ...... # 
Factory Overhead ..... # 
Actual < Applied Credit Overapplied Factory Overhead ....... # 


Cost of Goods Sold .... # 
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P4 Determine adjustments 
for overapplied and 
underapplied factory 
overhead. 











EXHIBIT 19.15 


Underapplied Overhead in 
the Factory Overhead 
Ledger Account 


Example: If we do not adjust for 
underapplied overhead, will net income 
be overstated or understated? Answer: 
Overstated. 


Assets = Liabilities + Equity 
—480 
+480 
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Underapplied or Overapplied Overhead 


To illustrate, assume that Road Warriors actually incurred other overhead costs of $5,550 in- 
stead of the $5,070 shown in Exhibit 19.11. This yields an actual total overhead cost of $7,200 
in March. Since the amount of overhead applied was only $6,720, the Factory Overhead account 
is left with a $480 debit balance as shown in the ledger account in Exhibit 19.15. 


Factory Overhead Acct. No. 540 





Explanation Balance 

Mar. 31 Indirect materials cost 550 550 Dr. 
31 Indirect labor cost 1,100 1,650 Dr. 

31 Other overhead cost 5,550 7,200 Dr. 

31 | Overhead costs applied to jobs 6,720 480 Dr. 


The $480 debit balance reflects manufacturing costs not assigned to jobs. This means that the 
balances in Goods in Process Inventory, Finished Goods Inventory, and Cost of Goods Sold do 
not include all production costs incurred. When the underapplied overhead amount is immaterial, 
it is allocated (closed) to the Cost of Goods Sold account with the following adjusting entry. 


Mar. 31 Cost of Goods Solde -re e ae eee e r e 480 


Factory Overhead PETT A rte tre tint terrier 480 
To adjust for underapplied overhead costs. 


The $480 debit (increase) to Cost of Goods Sold reduces income by $480. (When the underap- 
plied (or overapplied) overhead is material, the amount is normally allocated to the Cost of 
Goods Sold, Finished Goods Inventory, and Goods in Process Inventory accounts. This process 
is covered in advanced courses.) 

We treat overapplied overhead at the end of the period in the same way we treat underapplied 
overhead, except that we debit Factory Overhead and credit Cost of Good Sold for the amount. 


Decision 





Job Order Education Many companies invest in their employees, 
and the demand for executive education is strong. Annual spending on 
training and education exceeds $20 billion. Annual revenues for providers 
of executive education continue to rise, with about 40% of revenues 
coming from custom programs designed for one or a select group of 
companies. E 


Quick Check Answers — p. 794 


9. In a job order cost accounting system, why does the Factory Overhead account usually have 
an overapplied or underapplied balance at period-end? 

10. When the Factory Overhead account has a debit balance at period-end, does this reflect 
overapplied or underapplied overhead? 














Porsche AG manufactures high-performance cars. Each car is built ac- 
cording to individual customer specifications. Customers can use the 
Internet to place orders for their dream cars. Porsche employs just-in- 
time inventory techniques to ensure a flexible production process that 
can respond rapidly to customer orders. For fiscal 2009, Porsche re- 
ported €33,781 million in costs of materials and €9,038 million in per- 
sonnel costs, which helped generate €57,081 million in revenue. 
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Pricing for Services OBC Decision Analysis 








The chapter described job order costing mainly using a manufacturing setting. However, these concepts 
and procedures are applicable to a service setting. Consider AdWorld, an advertising agency that develops 
Web-based ads for small firms. Each of its customers has unique requirements, so costs for each individual 
job must be tracked separately. 

AdWorld uses two types of labor: Web designers ($65 per hour) and computer staff ($50 per hour). It 
also incurs overhead costs that it assigns using two different predetermined overhead allocation rates: 
$125 per designer hour and $96 per staff hour. For each job, AdWorld must estimate the number of de- 
signer and staff hours needed. Then total costs pertaining to each job are determined using the procedures 
in the chapter. (Note: Most service firms have neither the category of materials cost nor inventory.) 

To illustrate, a manufacturer of golf balls requested a quote from AdWorld for an advertising engage- 
ment. AdWorld estimates that the job will require 43 designer hours and 61 staff hours, with the following 
total estimated cost for this job. 


A Apply job order costing in 
pricing services. 











Direct Labor 





Designers (43 hours X $65) .............. $ 2,795 

Staff (61 hours x $50)................0.. 3,050 

mMotal direct labor ee rer cn deere eee $ 5,845 
Overhead 

Designer related (43 hours X $125) ....... 5,375 

Staff related (61 hours X $96) ............ 5,856 
Motaltoverhead S nere rene e a E 11,231 
Total estimated job cost ................. $17,076 








AdWorld can use this cost information to help determine the price quote for the job (see Decision Maker, 
Sales Manager, scenario in this chapter). 

Another source of information that AdWorld must consider is the market, that is, how much competi- 
tors will quote for this job. Competitor information is often unavailable; therefore, AdWorld’s managers 
must use estimates based on their assessment of the competitive environment. 


O] Decision Answer — p. 793 





Sales Manager As AdWorld’s sales manager, assume that you estimate costs pertaining to a proposed 
job as $17,076. Your normal pricing policy is to apply a markup of 18% from total costs. However, you learn 
that three other agencies are likely to bid for the same job, and that their quotes will range from $16,500 
to $22,000. What price should you quote? What factors other than cost must you consider? W 


DEMONSTRATION PROBLEM—JOB ORDER COSTING 


The following information reflects Walczak Company’s job order production activities for May. 


Raw materials purchases.......... $16,000 
Factory payroll cost.............. 15,400 
Overhead costs incurred 
Indirect materials.............. 5,000 
Indirect labora ana 3,500 


Other factory overhead ........ 9,500 


790 


Chapter 19 Job Order Cost Accounting 


Walczak’s predetermined overhead rate is 150% of direct labor cost. Costs are allocated to the three jobs 
worked on during May as follows. 


Job 401 Job 402 Job 403 

In-process balances on April 30 

Directimatetialias.<ccss a $3,600 

Direct labor. ron sacs sey eae me 1,700 

Applied overhead .................. 2,550 
Costs during May 

Direct materials 2 ccccsausesuwen sewn 3,550 $3,500 $1,400 

Direct labor. n cus soy eee 5,100 6,000 800 

Applied overhead .................. ? ? ? 
Saas CHIME dll ooocoavonvsov00n0s0u0 Finished (sold) Finished (unsold) In process 

Required 


1. Determine the total cost of: 
a. The April 30 inventory of jobs in process. 
b. Materials used during May. 
c. Labor used during May. 
d. Factory overhead incurred and applied during May and the amount of any over- or underapplied 
overhead on May 31. 
e. Each job as of May 31, the May 31 inventories of both goods in process and finished goods, and the 
goods sold during May. 
2. Prepare summarized journal entries for the month to record: 
a. Materials purchases (on credit), the factory payroll (paid with cash), indirect materials, indirect 
labor, and the other factory overhead (paid with cash). 
b. Assignment of direct materials, direct labor, and overhead costs to the Goods in Process Inventory 
account. (Use separate debit entries for each job.) 
c. Transfer of each completed job to the Finished Goods Inventory account. 
d. Cost of goods sold. 
e. Removal of any underapplied or overapplied overhead from the Factory Overhead account. 
(Assume the amount is not material.) 
3. Prepare a manufacturing statement for May. 


PLANNING THE SOLUTION 


@ Determine the cost of the April 30 goods in process inventory by totaling the materials, labor, and 
applied overhead costs for Job 401. 

@ Compute the cost of materials used and labor by totaling the amounts assigned to jobs and to 
overhead. 

© Compute the total overhead incurred by summing the amounts for the three components. Compute the 
amount of applied overhead by multiplying the total direct labor cost by the predetermined overhead 
rate. Compute the underapplied or overapplied amount as the difference between the actual cost and the 
applied cost. 

@ Determine the total cost charged to each job by adding the costs incurred in April (if any) to the cost of 
materials, labor, and overhead applied during May. 

© Group the costs of the jobs according to their completion status. 

© Record the direct materials costs assigned to the three jobs, using a separate Goods in Process Inventory 
account for each job; do the same for the direct labor and the applied overhead. 

@ Transfer costs of Jobs 401 and 402 from Goods in Process Inventory to Finished Goods. 

® Record the costs of Job 401 as cost of goods sold. 

© Record the transfer of underapplied overhead from the Factory Overhead account to the Cost of Goods 
Sold account. 

® On the manufacturing statement, remember to include the beginning and ending goods in process 
inventories and to deduct the underapplied overhead. 


SOLUTION TO DEMONSTRATION PROBLEM 


1. Total cost of 


a. 


a. 


Direct labor Actual overhead 
Job 10)| Oe eee eee $ 5,100 Indirect materials. se cee eneee ose ea 
Job 402 eaaa 6,000 Indirect labor Aaa e aAA A A 
Job:403 cee 800 Other factory overhead ................. 
Total direct labor......... 11,900 Total actual overhead). o..occcsavnsacanvecn 
Indirect labor............ 3,500 Overhead applied (150% Xx $11,900) ......... 
Total labor used.......... $15,400 Underapplied overhead.................... 
. Total cost of each job. 
401 402 403 
In-process costs from April 
Direct materials................ $ 3,600 
Direct labor eeen e 1,700 
Applied overhead*.............. 2,550 
Cost incurred in May 
Direct materials................ 3,550 $ 3,500 $1,400 
Directlibor, noae 5,100 6,000 800 
Applied overhead*.............. 7,650 9,000 1,200 
Wotalieostss aras ae ee cen $24,150 $18,500 $3,400 
* Equals 150% of the direct labor cost. 
Total cost of the May 31 inventory of goods in process (Job 403) = $3,400 
Total cost of the May 31 inventory of finished goods (Job 402) = $18,500 
Total cost of goods sold during May (Job 401) = $24,150 
2. Journal entries. 
Raw Materials Inventory .....................000. 16,000 
Accountsikayable mrar e 
To record materials purchases. 
Factory Payroll osese oee erener eee ee 15,400 
Casha e Ae E A AE RR R a 
To record factory payroll. 
Factory Overhead s errenneren EA sel E os 5,000 
Raw Materials Inventory ..................... 
To record indirect materials. 
Factory Overhead) turn csi treet E iat etersrcars 3,500 
Factory Rayno a 
To record indirect labor. 
Factory Overhead I E E A ss 9,500 


April 30 inventory of 
jobs in process (Job 401). 


Direct materials.......... 
Direct labor............. 
Applied overhead ........ 
Motalicost oe eee e eene 


- Labor used during May. 


b. Materials used during May. 


$3,600 Direct materials 
1,700 Job 401 

_2,550 Job 402 

$7,850 Job 403 


Indirect materials 


Total materials used 


$ 3,550 
3,500 
1,400 
8,450 
5,000 
$13,450 





d. Factory overhead incurred in May. 





To record other factory overhead. 
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16,000 


15,400 


5,000 


3,500 


9,500 


791 


792 


Chapter 19 Job Order Cost Accounting 


b. Assignment of costs to Goods in Process Inventory. 


Goods in Process Inventory (Job 401) .............. 3,550 
Goods in Process Inventory (Job 402) .............. 3,500 
Goods in Process Inventory (Job 403) .............. 1,400 
Raw Materials Inventory ...................0. 8,450 
To assign direct materials to jobs. 
Goods in Process Inventory (Job 401) .............. 5,100 
Goods in Process Inventory (Job 402) .............. 6,000 
Goods in Process Inventory (Job 403) .............. 800 
Factory Payroll oean ssa enee e eres ceeds eiaveuss 11,900 
To assign direct labor to jobs. 
Goods in Process Inventory (Job 401) .............. 7,650 
Goods in Process Inventory (Job 402) .............. 9,000 
Goods in Process Inventory (Job 403) .............. 1,200 
Factory Overhead. -sen meere r etic eee 17,850 
To apply overhead to jobs. 
c. Transfer of completed jobs to Finished Goods Inventory. 
Finished Goods Inventory ................5e00000 42,650 
Goods in Process Inventory (Job 401) .......... 24,150 
Goods in Process Inventory (Job 402) .......... 18,500 
To record completion of jobs. 
d. 
Cost of Goods Sold An. yeas yee aes. 24,150 
Finished Goods Inventory .................... 24,150 
To record sale of Job 401. 
e. 
Cost of Goods Sold ose uee eee e tous 150 
Factory Overhead! sees eeter am sses aee oas 150 
To assign underapplied overhead. 
3. 


WALCZAK COMPANY 


Manufacturing Statement 
For Month Ended May 31 





Direct materials. ae erone ems re 
Direct labor n aeee EEEE 


Factory overhead 


Indirect materials oe -reee eee eee e $5,000 
Indirect laborea eene ee 3,500 
Other factory overhead ............ 9,500 


Total production costs ............... 
Add goods in process, April 30......... 
Total cost of goods in process ......... 
Less goods in process, May 31 ......... 
Less underapplied overhead ........... 


Cost of goods manufactured .......... 


$ 8,450 
11,900 


18,000 
38,350 
7,850 
46,200 
3,400 
150 
$42,650 











<— 





Note how underapplied overhead 
is reported. Overapplied overhead 
is similarly reported, but is added. 
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Summary 


Describe important features of job order production. Cer- 

tain companies called job order manufacturers produce 
custom-made products for customers. These customized products 
are produced in response to a customer’s orders. A job order manu- 
facturer produces products that usually are different and, typically, 
produced in low volumes. The production systems of job order com- 
panies are flexible and are not highly standardized. 


C2 Explain job cost sheets and how they are used in job order 
cost accounting. In a job order cost accounting system, the costs 
of producing each job are accumulated on a separate job cost sheet. 
Costs of direct materials, direct labor, and overhead are accumulated 
separately on the job cost sheet and then added to determine the total 
cost of a job. Job cost sheets for jobs in process, finished jobs, and jobs 
sold make up subsidiary records controlled by general ledger accounts. 


A Apply job order costing in pricing services. Job order costing 
can usefully be applied to a service setting. The resulting job 
cost estimate can then be used to help determine a price for services. 


P1 Describe and record the flow of materials costs in job 
order cost accounting. Costs of materials flow from receiving 


Guidance Answers to Decision Maker and Decision Ethics 


Management Consultant Service companies (such as this 
consulting firm) do not recognize goods in process inventory or fin- 
ished goods inventory—an important difference between service and 
manufacturing companies. For the two jobs that are 60% complete, 
you could recognize revenues and costs at 60% of the total expected 
amounts. This means you could recognize revenue of $7,200 
(0.60 X $12,000) and costs of $6,000 (0.60 x $10,000), yielding net 
income of $1,200 from each job. 


Web Consultant The partner has a monetary incentive to man- 
age the numbers and assign more costs to the two cost-plus engage- 
ments. This also would reduce costs on the fixed-price engagements. 
To act in such a manner is unethical. As a professional and an honest 
person, it is your responsibility to engage in ethical behavior. You 
must not comply with the partner’s instructions. If the partner insists 
you act in an unethical manner, you should report the matter to a 
higher authority in the organization. 


Entrepreneur An inadequate cost system can distort product 
costs. You should review overhead costs in detail. Once you know the 


Guidance Answers to Quick Checks 


1. b 

2. A job is a special order for a custom product. A job lot consists 
of a quantity of identical, special-order items. 

3. a 

4. Three costs normally accumulated on a job cost sheet are direct 
materials, direct labor, and factory overhead. 

5. c 
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reports to materials ledger cards and then to either job cost sheets or 
the Indirect Materials account in the factory overhead ledger. 


P2 Describe and record the flow of labor costs in job order 

cost accounting. Costs of labor flow from clock cards to the 
Factory Payroll account and then to either job cost sheets or the In- 
direct Labor account in the factory overhead ledger. 


P3 Describe and record the flow of overhead costs in job or- 

der cost accounting. Overhead costs are accumulated in the 
Factory Overhead account that controls the subsidiary factory over- 
head ledger. Then, using a predetermined overhead rate, overhead 
costs are charged to jobs. 


P4 Determine adjustments for overapplied and underapplied 

factory overhead. At the end of each period, the Factory 
Overhead account usually has a residual debit (underapplied over- 
head) or credit (overapplied overhead) balance. If the balance is not 
material, it is transferred to Cost of Goods Sold, but if it is material, 
it is allocated to Goods in Process Inventory, Finished Goods Inven- 
tory, and Cost of Goods Sold. 





different cost elements in overhead, you can classify them into groups 
such as material related, labor related, or machine related. Other 
groups can also be formed (we discuss this in Chapter 21). Once you 
have classified overhead items into groups, you can better establish 
overhead allocation bases and use them to compute predetermined 
overhead rates. These multiple rates and bases can then be used to 
assign overhead costs to products. This will likely improve product 
pricing. 


Sales Manager The price based on AdWorld’s normal pricing 
policy is $20,150 ($17,076 X 1.18), which is within the price range 
offered by competitors. One option is to apply normal pricing policy 
and quote a price of $20,150. On the other hand, assessing the com- 
petition, particularly in terms of their service quality and other bene- 
fits they might offer, would be useful. Although price is an input 
customers use to select suppliers, factors such as quality and timeli- 
ness (responsiveness) of suppliers are important. Accordingly, your 


price can reflect such factors. 


6. Four sources of factory overhead are materials requisitions, 
time tickets, vouchers, and adjusting entries. 

7. Since a job order cost accounting system uses perpetual inventory 
records, overhead costs must be assigned to jobs before the end of 
a period. This requires the use of a predetermined overhead rate. 

8. Debits are recorded when wages and salaries of factory employ- 
ees are paid or accrued. Credits are recorded when direct labor 
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costs are assigned to jobs and when indirect labor costs are of overhead and another variable such as direct labor. Estimates 
transferred to the Factory Overhead account. rarely equal actual amounts incurred. 


9. Overapplied or underapplied overhead usually exists at the end 10. A debit balance reflects underapplied factory overhead. 
of a period because application of overhead is based on estimates 


Key Terms mhhe.com/wildFAP20e 


Clock card (p. 782) Job cost sheet (p. 778) Materials requisition (p. 781) 

Cost accounting system (p. 776) Job lot (p. 777) Overapplied overhead (p. 787) 
Finished Goods Inventory (p. 779) Job order cost accounting Predetermined overhead rate (p. 784) 
General accounting system (p. 776) system (p. 778) Target cost (p. 777) 

Goods in Process Inventory (p. 778) Job order production (p. 776) Time ticket (p. 782) 

Job (p. 776) Materials ledger card (p. 780) Underapplied overhead (p. 787) 









Multiple Choice Quiz Answers on p. 811 mhhe.com/wildFAP20e 





Additional Quiz Questions are available at the book’s Website. 











1. A company’s predetermined overhead allocation rate is 150% 4. A company’s Goods in Process Inventory T-account follows. 
of its direct labor costs. How much overhead is applied to a job 
that requires total direct labor costs of $30,000? Goods in Process Inventory 
a. $15,000 Beginning balance 9,000 
b. $30,000 Direct materials 94,200 
Ge $45,000 Direct labor 59,200 _? Finished goods 
"a r Overhead applied 31,600 
2. A company’s cost accounting system uses direct labor costs to Ending balance 17,800 
apply overhead to goods in process and finished goods invento- 
ries. Its production costs for the period are: direct materials, The cost of units transferred to Finished Goods inventory is 
$45,000; direct labor, $35,000; and overhead applied, $38,500. a. $193,000 
What is its predetermined overhead allocation rate? b. $21 1.800 
ao c. $185,000 
b. 110% d. $144,600 
F ae e. $176,200 
a) 1 ine 5. At the end of its current year, a company learned that its overhead 


was underapplied by $1,500 and that this amount is not consid- 


3. A company’s ending inventory of finished goods has a total ered material. Based on this information, the company should 


cost of $10,000 and consists of 500 units. If the overhead 


applied to these goods is $4,000, and the predetermined a oe 7 ee : E eee ee 

overhead rate is 80% of direct labor costs, how much direct c. Carry the $1.500 to the next period. 

materials cost was incurred in producing these 500 units? d. Do nothing eee the $300 besse i is moi maniel end 
eb PIO it is likely that overhead will be overapplied by the same 
H $ EA amount next year. 

G H AO e. Carry the $1,500 to the Income Statement as “Other 
ee Expense.” 

e. $ 1,000 


| Icon denotes assignments that involve decision making. 


1. Why must a company estimate the amount of factory overhead 2. GQ The chapter used a percent of labor cost to assign factory 
assigned to individual jobs or job lots? overhead to jobs. Identify another factor (or base) a company 
might reasonably use to assign overhead costs. 
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0 What information is recorded on a job cost sheet? How do 
management and employees use job cost sheets? 

. In ajob order cost accounting system, what records serve as a 
subsidiary ledger for Goods in Process Inventory? For Finished 
Goods Inventory? 

. What journal entry is recorded when a materials manager re- 
ceives a materials requisition and then issues materials (both 


10. 


11. 
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or underapplied overhead from the Factory Overhead account, 
assuming the amount is not material? 

Assume that Apple produces a batch of 1,000 
iPods. Does it account for this as 1,000 individual 
jobs or as a job lot? Explain (consider costs and benefits). 


Apple 


Why must a company prepare a predetermined overhead rate 
when using job order cost accounting? 


direct and indirect) for use in the factory? 12. How would a hospital apply job order costing? Explain. 
a How does the materials requisition help safeguard a com- 13, Harley-Davidson manufactures 30 custom-made, Harley- 
Davidson 


pany’s assets? 
. Palm uses a “time ticket” for some employees. What is 


the difference between a clock card and a time ticket? Paim 


. What events cause debits to be recorded in the Factory Over- 
head account? What events cause credits to be recorded in the 
Factory Overhead account? 


14. 


luxury-model motorcycles. Does it account for these 
motorcycles as 30 individual jobs or as a job lot? Explain. 
Assume Research In Motion will install and service a 

server to link all of a customer’s employees’ smart- RIM 
phones to a centralized company server, for an upfront flat price. 
How can RIM use a job order costing system? 


9. Nokia applies overhead to product costs. What 


: os : NOKIA 
account(s) is(are) used to eliminate overapplied a 


lf connect 
Determine which products are most likely to be manufactured as a job and which as a job lot. 


1. A hand-crafted table. 4. A custom-designed home. 


QUICK STUDY 





2. A 90-foot motor yacht. 5. Hats imprinted with company logo. QS 19-1 
3. Wedding dresses for a chain of stores. 6. Little League trophies. Jobs and job lots C1 
List the three types of costs that are typically recorded on a job cost sheet. How can managers use job cost OS 19-2 


sheets? 


Job cost sheets (2 





During the current month, a company that uses a job order cost accounting system purchases $70,000 in 
raw materials for cash. It then uses $22,000 of raw materials indirectly as factory supplies and uses 
$42,000 of raw materials as direct materials. Prepare entries to record these three transactions. 


QS 19-3 


Direct materials journal entries 


P1 





During the current month, a company that uses a job order cost accounting system incurred a monthly 
factory payroll of $120,000, paid in cash. Of this amount, $30,000 is classified as indirect labor and the 
remainder as direct. Prepare entries to record these transactions. 


QS 19-4 
Direct labor journal entries P2 





A company incurred the following manufacturing costs this period: direct labor, $605,000; direct materi- 
als, $672,000; and factory overhead, $129,500. Compute its overhead cost as a percent of (1) direct labor 
and (2) direct materials. Express your answers as percents, rounded to one decimal place. 


QS 19-5 
Factory overhead rates P3 





During the current month, a company that uses a job order cost accounting system incurred a monthly 
factory payroll of $120,000, paid in cash. Of this amount, $30,000 is classified as indirect labor and the 
remainder as direct for the production of Job 65A. Factory overhead is applied at 150% of direct labor. 
Prepare the entry to apply factory overhead to this job lot. 


QS 19-6 


Factory overhead journal entries 


P3 





A company allocates overhead at a rate of 140% of direct labor cost. Actual overhead cost for the current 
period is $745,000, and direct labor cost is $500,000. Prepare the entry to close over- or underapplied 
overhead to cost of goods sold. 


QS 19-7 
Entry for over- or 
underapplied overhead P4 





A company’s Factory Overhead T-account shows total debits of $325,000 and total credits of $331,000 at 
the end of a period. Prepare the journal entry to close the balance in the Factory Overhead account to Cost 
of Goods Sold. 


QS 19-8 
Entry for over- or underapplied 
overhead P4 
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QS 19-9 


Pricing services Al 


An advertising agency is estimating costs for advertising a music festival. The job will require 50 direct 
labor hours at a cost of $60 per hour. Overhead costs are applied at a rate of $95 per direct labor hour. 
What is the total estimated cost for this job? 





QS 19-10 


Predetermined overhead rate 


P3 


At the beginning of a period a company predicts total direct materials costs of $175,000 and total overhead 
costs of $218,750. If the company uses direct materials costs as its activity base to allocate overhead, what 
is the predetermined overhead rate it should use during the period? 





QS 19-11 
Job cost sheets (2 


Road Warriors’ job cost sheet for job A75 shows that the cost to add security features to a car was $13,500. 
The car was delivered to the customer, who paid $18,900 in cash for the added features. What journal 
entries should Road Warriors record for the completion and delivery of job A75? 





QS 19-12 


Job order production (1 


EXERCISES 


Exercise 19-1 
Job order production 


C1 


Refer to this chapter’s Global View. Porsche AG is the manufacturer of the Porsche automobile line. Does 
Porsche produce in jobs or in job lots? Explain. 


la connect 


Match the terms below with their definitions. 


1. Job a. The expected selling price of a job minus its desired profit. 

2. Job order production b. Production activities for a customized product. 

3. Job lot c. A system that records manufacturing costs using a perpetual in- 
4. Cost accounting system ventory system. 

5. Target cost d. Production of products in response to customer orders. 

6. General accounting system e. Production of more than one unit of a custom product. 


f. A system that records manufacturing costs using a periodic in- 
ventory system. 





Exercise 19-2 
Documents in job order 
cost accounting 


P1 P2 P3 


The left column lists the titles of documents and accounts used in job order cost accounting. The right 
column presents short descriptions of the purposes of the documents. Match each document in the left 
column to its numbered description in the right column. 


A. Factory Payroll account —— 1. Communicates the need for materials to complete a job. 
B. Materials ledger card —— 2. Shows only total time an employee works each day. 

C. Time ticket —— 3. Shows amount approved for payment of an overhead or 
D. Voucher other cost. 

E. Materials requisition —— 4. Shows amount of time an employee works on a job. 

F. Factory Overhead account —— 5. Temporarily accumulates the cost of incurred overhead 
G. Clock card until the cost is assigned to specific jobs. 


—__. 6. Temporarily accumulates incurred labor costs until they 
are assigned to specific jobs or to overhead. 

___ 7. Perpetual inventory record of raw materials received, 
used, and available for use. 





Exercise 19-3 
Job cost computation 


(2 


The following information is from the materials requisitions and time tickets for Job 9-1005 completed by 
Wright Boats. The requisitions are identified by code numbers starting with the letter Q and the time 
tickets start with W. At the start of the year, management estimated that overhead cost would equal 140% 
of direct labor cost for each job. Determine the total cost on the job cost sheet for Job 9-1005. 


Date Document Amount 
ZA NW PAC one epee cto Q-4698 $1,350 
UNO spesoocnss W-3393 700 
7/5/20) eee Q-4725 1,100 
USO saoccevose W-3479 550 


TAO/2011......... W-3559 400 
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As of the end of June, the job cost sheets at Racing Wheels, Inc., show the following total costs accumulated 
on three custom jobs. 


Job 102 Co) om OC Job 104 
Direct materials......... $30,000 $66,000 $54,000 
Direct labor............ 16,000 28,400 42,000 
Overhead ys. sean ane 8,000 14,200 21,000 


Job 102 was started in production in May and the following costs were assigned to it in May: direct 
materials, $12,000; direct labor, $3,600; and overhead, $1,800. Jobs 103 and 104 are started in June. 
Overhead cost is applied with a predetermined rate based on direct labor cost. Jobs 102 and 103 are 
finished in June, and Job 104 is expected to be finished in July. No raw materials are used indirectly in 
June. Using this information, answer the following questions. (Assume this company’s predetermined 
overhead rate did not change across these months). 


1. What is the cost of the raw materials requisitioned in June for each of the three jobs? 
2. How much direct labor cost is incurred during June for each of the three jobs? 

3. What predetermined overhead rate is used during June? 

4. How much total cost is transferred to finished goods during June? 


Exercise 19-4 
Analysis of cost flows 


(2 P1 P2 P3 


Check (4) $162,600 





In December 2010, Kent Computer’s management establishes the year 2011 predetermined overhead rate 
based on direct labor cost. The information used in setting this rate includes estimates that the company 
will incur $756,000 of overhead costs and $540,000 of direct labor cost in year 2011. During March 2011, 
Kent began and completed Job No. 13-56. 


1. What is the predetermined overhead rate for year 2011? 
2. Use the information on the following job cost sheet to determine the total cost of the job. 


JOB COST SHEET 








Customer’s Name Keiser Co. Job No. 13-56 
Job Description 5 color monitors—21 inch 
Overhead 
Direct Materials Direct Labor Costs Applied 
Date Requisition No. Amount Time-Ticket No. Amount Rate Amount 
Mar. 8 4-129 $5,000 T-306 $ 640 
Mar. I 4-142 7,050 T-432 1,280 
Mar. 18 4-167 3,550 T-456 1,280 
Totals 


Exercise 19-5 
Overhead rate; costs 
assigned to jobs 


P3 


Check (2) $23,280 





Lopez Company uses a job order cost accounting system that charges overhead to jobs on the basis of 
direct material cost. At year-end, the Goods in Process Inventory account shows the following. 


Accounting System 


Acct. No. 121 
Balance 


Goods in Process Inventory 
Date 


Explanation 


Credit 


Direct materials cost 
Direct labor cost 

Overhead costs 2,190,000 
To finished goods 2,100,000 90,000 


1,500,000 
240,000 
450,000 


1,500,000 
1,740,000 





1. Determine the overhead rate used (based on direct material cost). 


2. Only one job remained in the goods in process inventory at December 31, 2011. Its direct materials 
cost is $30,000. How much direct labor cost and overhead cost are assigned to it? 


Exercise 19-6 
Analysis of costs assigned to 
goods in process 


P3 


Check 
$51,000 


(2) Direct labor cost, 
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Exercise 19-7 
Cost flows in a job order 
cost system 


P1 P2 P3 P4 


Check (3) $693,350 


The following information is available for Lock-Down Company, which produces special-order security 
products and uses a job order cost accounting system. 


April 30 May 31 


Inventories 
Raw materials en AE A EAE E REEE EER ERA E $40,000 $ 50,000 
Goods INPLOCESS EAA A A A A A A eens 9,600 19,500 
Finished goods e race E tere A teen rier ne 60,000 33,200 
Activities and information for May 
Raw materials purchases (paid with cash) ...................... 189,000 
Factory payroll (paid with cash) .............. 0. eee 400,000 
Factory overhead 
Indirect:matenials hc he oo ee eet ree Gene een a eee 12,000 
Indirect labor i seen esr nut a we eae Sk np E ARa 75,000 
Other overhead costs oeer se oc acces cen eisicueon siete ss) sie sels aves es 100,500 
Sales: (neceivediinicash)wyasere, aarteepe ete nomer ester ery terst cess 1,200,000 
Predetermined overhead rate based on direct labor cost.......... 65% 


Compute the following amounts for the month of May. 
1. Cost of direct materials used. 4. Cost of goods sold.* 
2. Cost of direct labor used. 5. Gross profit. 


3. Cost of goods manufactured. 6. Overapplied or underapplied overhead. 


*Do not consider any underapplied or overapplied overhead. 





Exercise 19-8 
Journal entries for materials 


P1 


Use information in Exercise 19-7 to prepare journal entries for the following events for the month of May. 
1. Raw materials purchases for cash. 

2. Direct materials usage. 

3. Indirect materials usage. 





Exercise 19-9 
Journal entries for labor 


P2 


Use information in Exercise 19-7 to prepare journal entries for the following events for the month of May. 
1. Factory payroll costs in cash. 

2. Direct labor usage. 

3. Indirect labor usage. 





Exercise 19-10 
Journal entries for overhead 


P3 


Use information in Exercise 19-7 to prepare journal entries for the following events for the month of May. 
1. Factory overhead excluding indirect materials and indirect labor (record credit to Other Accounts). 
2. Application of overhead to goods in process. 





Exercise 19-11 
Adjusting factory overhead P4 


Refer to information in Exercise 19-7. Prepare the journal entry to allocate (close) overapplied or 
underapplied overhead to Cost of Goods Sold. 





Exercise 19-12 
Adjusting factory overhead 


P4 


Record the journal entry to close over- or underapplied factory overhead to Cost of Goods Sold for each 
of the independent cases below. 


JK Concert EL Home 

Promotions Builders 
Actual indirect materials costs ........ $12,000 $ 6,500 
Actual indirect labor costs ........... 56,000 46,500 
Other overhead costs............... 17,000 49,000 
Overhead applied .................. 96,200 106,800 
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In December 2010, Ultravision established its predetermined overhead rate for movies produced during 
year 2011 by using the following cost predictions: overhead costs, $1,800,000, and direct labor costs, 
$450,000. At year end 2011, the company’s records show that actual overhead costs for the year are 


$1,770,000. Actual direct labor cost had been assigned to jobs as follows. 
Movies completed and released ......... $400,000 
Movies still in production .............. 45,000 
Total actual direct labor cost ........... $445,000 





1. Determine the predetermined overhead rate for year 2011. 


2. Set up a T-account for overhead and enter the overhead costs incurred and the amounts applied to 
movies during the year using the predetermined overhead rate. 


3. Determine whether overhead is overapplied or underapplied (and the amount) during the year. 
4. Prepare the adjusting entry to allocate any over- or underapplied overhead to Cost of Goods Sold. 


Exercise 19-13 
Factory overhead computed, 
applied, and adjusted 


P3 P4 


Check (3) $10,000 overapplied 





In December 2010, Perez Company established its predetermined overhead rate for jobs produced during 
year 2011 by using the following cost predictions: overhead costs, $600,000, and direct labor costs, 
$500,000. At year end 2011, the company’s records show that actual overhead costs for the year are 


$680,000. Actual direct labor cost had been assigned to jobs as follows. 
Jobs completed and sold ................. $420,000 
Jobs in finished goods inventory ........... 84,000 
Jobs in goods in process inventory......... 56,000 
Total actual direct labor cost ............. $560,000 





1. Determine the predetermined overhead rate for year 2011. 


2. Set up a T-account for Factory Overhead and enter the overhead costs incurred and the amounts applied 
to jobs during the year using the predetermined overhead rate. 


3. Determine whether overhead is overapplied or underapplied (and the amount) during the year. 
4. Prepare the adjusting entry to allocate any over- or underapplied overhead to Cost of Goods Sold. 


Exercise 19-14 
Factory overhead computed, 
applied, and adjusted 


P3 P4 


Check (3) $8,000 underapplied 





Red Wing Company applies factory overhead based on direct labor costs. The company incurred the 

following costs during 2011: direct materials costs, $637,500; direct labor costs, $2,500,000; and factory 

overhead costs applied, $1,000,000. 

1. Determine the company’s predetermined overhead rate for year 2011. 

2. Assuming that the company’s $57,000 ending Goods in Process Inventory account for year 2011 had 
$18,000 of direct labor costs, determine the inventory’s direct materials costs. 

3. Assuming that the company’s $337,485 ending Finished Goods Inventory account for year 2011 had 
$137,485 of direct materials costs, determine the inventory’s direct labor costs and its overhead costs. 


Exercise 19-15 
Overhead rate calculation, 
allocation, and analysis 


P3 


Check (3) $57,143 overhead costs 





Vegas Company’s ending Goods in Process Inventory account consists of 4,500 units of partially completed 
product, and its Finished Goods Inventory account consists of 11,700 units of product. The factory 
manager determines that Goods in Process Inventory includes direct materials cost of $10 per unit and 
direct labor cost of $7 per unit. Finished goods are estimated to have $12 of direct materials cost per unit 
and $9 of direct labor cost per unit. The company established the predetermined overhead rate using the 
following predictions: estimated direct labor cost, $300,000, and estimated factory overhead, $360,000. 
The company allocates factory overhead to its goods in process and finished goods inventories based on 
direct labor cost. During the period, the company incurred these costs: direct materials, $460,000; direct 
labor, $277,000; and factory overhead applied, $332,400. 

1. Determine the predetermined overhead rate. 

2. Compute the total cost of the two ending inventories. 


3. Compute cost of goods sold for the year (assume no beginning inventories and no underapplied or 
overapplied overhead). 


Exercise 19-16 
Costs allocated to 
ending inventories 


P1 P2 P3 


Check (3) Cost of goods sold, 


$583,040 
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Exercise 19-17 
Cost-based pricing 


go 


Check 


(1) $270,400 


Multiplex Corporation has requested bids from several architects to design its new corporate headquarters. 
Friesen Architects is one of the firms bidding on the job. Friesen estimates that the job will require the 
following direct labor. 


J e En vew reot Formai Toos Daa Window Hap — = = 
OSE SAF SBS. OF F6KNE BES He iron ss eS _- S-A~ 






















4 Labor Estimated Hours Hourly Rate 
2 Architects 200 
3 Staff 400 
4 Clerical 700 
Ln et af E 














Friesen applies overhead to jobs at 160% of direct labor cost. Friesen would like to earn at least $80,000 
profit on the architectural job. Based on past experience and market research, it estimates that the 
competition will bid between $325,000 and $400,000 for the job. 


1. What is Friesen’s estimated cost of the architectural job? 
2. What bid would you suggest that Friesen submit? 





Exercise 19-18 
Direct materials journal entries 


"Ð 


PROBLEM SET A 


Problem 19-1A 
Production costs computed and 
recorded; reports prepared 


(2 P1 


P2 P3 P4 


Geo 


Check 


(2f) $3,000 underapplied 


(3) Cost of goods 
manufactured, $482,000 


A recent balance sheet for Porsche AG shows beginning raw materials inventory of €83 million and 
ending raw materials inventory of €85 million. Assume the company purchased raw materials (on account) 
for €3,108 million during the year. (1) Prepare journal entries to record (a) the purchase of raw materials 
and (b) the use of raw materials in production. (2) What do you notice about the € amounts in your 
journal entries? 


fa connect 
Winfrey Co.’s March 31 inventory of raw materials is $150,000. Raw materials purchases in April are 
$400,000, and factory payroll cost in April is $220,000. Overhead costs incurred in April are: indirect 
materials, $30,000; indirect labor, $14,000; factory rent, $20,000; factory utilities, $12,000; and factory 
equipment depreciation, $30,000. The predetermined overhead rate is 50% of direct labor cost. Job 306 is 
sold for $380,000 cash in April. Costs of the three jobs worked on in April follow. 








Job 306 Job 307 Job 308 

Balances on March 31 

Direct materials............ $ 14,000 $ 18,000 

Directilabor e 18,000 16,000 

Applied overhead........... 9,000 8,000 
Costs during April 

Direct materials............ 100,000 170,000 $ 80,000 

Directlabor aa tanta 30,000 56,000 120,000 

Applied overhead........... ? ? ? 
Status on April 30............. Finished (sold) Finished (unsold) In process 


Required 

1. Determine the total of each production cost incurred for April (direct labor, direct materials, and applied 
overhead), and the total cost assigned to each job (including the balances from March 31). 

2. Prepare journal entries for the month of April to record the following. 


a. Materials purchases (on credit), factory payroll (paid in cash), and actual overhead costs including 
indirect materials and indirect labor. (Factory rent and utilities are paid in cash.) 


b. Assignment of direct materials, direct labor, and applied overhead costs to the Goods in Process 
Inventory. 


. Transfer of Jobs 306 and 307 to the Finished Goods Inventory. 
. Cost of goods sold for Job 306. 
- Revenue from the sale of Job 306. 


. Assignment of any underapplied or overapplied overhead to the Cost of Goods Sold account. 
(The amount is not material.) 


~ 0 & OO 


3. Prepare a manufacturing statement for April (use a single line presentation for direct materials and 
show the details of overhead cost). 


4. Compute gross profit for April. Show how to present the inventories on the April 30 balance sheet. 
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Analysis Component 


5. The over- or underapplied overhead is closed to Cost of Goods Sold. Discuss how this adjustment 
impacts business decision making regarding individual jobs or batches of jobs. 
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Thai Bay’s computer system generated the following trial balance on December 31, 2011. The company’s 
manager knows something is wrong with the trial balance because it does not show any balance for Goods in 
Process Inventory but does show balances for the Factory Payroll and Factory Overhead accounts. 


Debit Credit 


CaS aee R E EE RAE $ 48,000 
Accounts receivable ..............- 42,000 
Raw materials inventory ............ 26,000 
Goods in process inventory ......... 0 
Finished goods inventory ........... 9,000 
Prepaidiretits arecerne eeren nenn 3,000 
Accounts payable ................. $ 10,500 
Notes payable o.n eene e e 13,500 
Common stock e A S 30,000 
Retained earnings ................. 87,000 
Sales a E A a T AS 180,000 
Cost of goods sold ................ 105,000 
Factory payroll ................00. 16,000 
Factory overhead ................. 27,000 
Operating expenses ............... 45,000 
Motalsi A e a E E sem aeeeunae $321,000 $321,000 


After examining various files, the manager identifies the following six source documents that need to be 
processed to bring the accounting records up to date. 


Materials requisition 21-3010: $4,600 direct materials to Job 402 
Materials requisition 21-3011: $7,600 direct materials to Job 404 
Materials requisition 21-3012: $2,100 indirect materials 


Labor time ticket 6052: $5,000 direct labor to Job 402 
Labor time ticket 6053: $8,000 direct labor to Job 404 
Labor time ticket 6054: $3,000 indirect labor 


Jobs 402 and 404 are the only units in process at year-end. The predetermined overhead rate is 200% of 
direct labor cost. 


Required 
1. Use information on the six source documents to prepare journal entries to assign the following costs. 
a. Direct materials costs to Goods in Process Inventory. 
b. Direct labor costs to Goods in Process Inventory. 
c. Overhead costs to Goods in Process Inventory. 
d. Indirect materials costs to the Factory Overhead account. 
e. Indirect labor costs to the Factory Overhead account. 


2. Determine the revised balance of the Factory Overhead account after making the entries in part 1. Deter- 
mine whether there is any under- or overapplied overhead for the year. Prepare the adjusting entry to al- 
locate any over- or underapplied overhead to Cost of Goods Sold, assuming the amount is not material. 


3. Prepare a revised trial balance. 
4. Prepare an income statement for year 2011 and a balance sheet as of December 31, 2011. 


Analysis Component 


5. Assume that the $2,100 on materials requisition 21-3012 should have been direct materials charged to 
Job 404. Without providing specific calculations, describe the impact of this error on the income state- 
ment for 2011 and the balance sheet at December 31, 2011. 


Problem 19-2A 
Source documents, journal 
entries, overhead, and 
financial reports 


P1 P2 P3 P4 


gr 


Check (2) $6,100 underapplied 
overhead 


(3) T. B. totals, $321,000 
(4) Net income, $23,900 
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Problem 19-3A Westin Watercraft’s predetermined overhead rate for year 2011 is 200% of direct labor. Information on the 
Source documents, journal company’s production activities during May 2011 follows. 
entries, and accounts in job a. Purchased raw materials on credit, $125,000. 
order cost accounting b. Paid $84,000 cash for factory wages. 
P1 P2 P3 c. Paid $11,000 cash to a computer consultant to reprogram factory equipment. 
d. Materials requisitions record use of the following materials for the month. 
Js l egasocseesossssgosoo $30,000 
EA E E ES 20,000 
Joba E E, 12,000 
JOO E E E ES 14,000 
a aA A T 4,000 
Total direct materials......... 80,000 
Indirect materials............ 12,000 
Total materials used.......... $92,000 





e. Time tickets record use of the following labor for the month. 


Joba! 6; eet nese. $ 8,000 
OBES 7e E iter e: 7,000 
ObaIS BE eee wea rcceers 25,000 
JODAS Og ere R 26,000 
Job AAO ee erences eres 2,000 
Total direct labor ........ 68,000 
Indirect labor... .240n-% + 16,000 
Totale ni eeen enee $84,000 





Applied overhead to Jobs 136, 138, and 139. 
Transferred Jobs 136, 138, and 139 to Finished Goods. 
Sold Jobs 136 and 138 on credit at a total price of $340,000. 


The company incurred the following overhead costs during the month (credit Prepaid Insurance for 
expired factory insurance). 


= 7 2 om 


Depreciation of factory building........... $37,000 
Depreciation of factory equipment ........ 21,000 
Expired factory insurance ................ 7,000 
Accrued property taxes payable........... 31,000 


j. Applied overhead at month-end to the Goods in Process (Jobs 137 and 140) using the predetermined 
overhead rate of 200% of direct labor cost. 


Required 


1. Prepare a job cost sheet for each job worked on during the month. Use the following simplified form. 





Check (2f) Cr. Factory Overhead, 2. Prepare journal entries to record the events and transactions a through j. 


$118,000 3. Set up T-accounts for each of the following general ledger accounts, each of which started the month 


with a zero balance: Raw Materials Inventory; Goods in Process Inventory; Finished Goods Inventory; 
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Factory Payroll; Factory Overhead; Cost of Goods Sold. Then post the journal entries to these 
T-accounts and determine the balance of each account. 

4. Prepare a report showing the total cost of each job in process and prove that the sum of their costs 
equals the Goods in Process Inventory account balance. Prepare similar reports for Finished Goods 
Inventory and Cost of Goods Sold. 
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Check (4) Finished Goods 


Inventory, $92,000 





In December 2010, Gomez Company’s manager estimated next year’s total direct labor cost assuming 
50 persons working an average of 2,000 hours each at an average wage rate of $15 per hour. The 
manager also estimated the following manufacturing overhead costs for year 2011. 





Indirect labor srana dete as bee aae ea ESRA $159,600 
Factory supervision ...............000ee eee 120,000 
Rent on factory building ..................-. 70,000 
Factory utilities e sac e sarc reesei 44,000 
Factory insurance expired.................-- 34,000 
Depreciation—Factory equipment............ 240,000 
Repairs expense—Factory equipment ......... 30,000 
Factory supplies used ..................005- 34,400 
Miscellaneous production costs .............. 18,000 
Total estimated overhead costs .............. $750,000 





At the end of 2011, records show the company incurred $725,000 of actual overhead costs. It completed 
and sold five jobs with the following direct labor costs: Job 201, $354,000; Job 202, $330,000; Job 203, 
$175,000; Job 204, $420,000; and Job 205, $184,000. In addition, Job 206 is in process at the end of 2011 
and had been charged $10,000 for direct labor. No jobs were in process at the end of 2010. The company’s 
predetermined overhead rate is based on direct labor cost. 


Required 

1. Determine the following. 
a. Predetermined overhead rate for year 2011. 
b. Total overhead cost applied to each of the six jobs during year 2011. 
c. Over- or underapplied overhead at year-end 2011. 


2. Assuming that any over- or underapplied overhead is not material, prepare the adjusting entry to 
allocate any over- or underapplied overhead to Cost of Goods Sold at the end of year 2011. 


Problem 19-4A 
Overhead allocation and 
adjustment using a 
predetermined overhead rate 


P3 P4 
eXcel 


mhhe.com/wildFAP20e 


Check (1c) $11,500 overapplied 
(2) Dr. Factory Overhead 


$11,500 





If the working papers that accompany this book are unavailable, do not attempt to solve this problem. 
Sagrillo Company manufactures variations of its product, a technopress, in response to custom orders 
from its customers. On May 1, the company had no inventories of goods in process or finished goods but 
held the following raw materials. 


MaterialM ........ 120 units @ $200 = $24,000 
MaterialR ........ 80 units @ 160 = 12,800 
Painters 44unitt@ 72= 3,168 
Totalicost ass $39,968 








On May 4, the company began working on two technopresses: Job 102 for Global Company and Job 103 
for Rolf Company. 


Required 


Follow the instructions in this list of activities and complete the sheets provided in the working papers. 


a. Purchased raw materials on credit and recorded the following information from receiving reports and 
invoices. 


Receiving Report No. 426, Material M, 150 units at $200 each. 
Receiving Report No. 427, Material R, 70 units at $160 each. 


Problem 19-5A 
Production transactions, 
subsidiary records, and 
source documents 


P1 P2 P3 P4 
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Check (h) Dr. Goods in Process 
Inventory, $38,400 


Check Balance in Factory 
Overhead, $1,536 Cr., 
overapplied 


PROBLEM SET B 


Problem 19-1B 
Production costs computed and 
recorded; reports prepared 


(2 Pl P2 P3 P4 


Chapter 19 Job Order Cost Accounting 


Instructions: Record these purchases with a single journal entry and post it to general ledger 
T-accounts, using the transaction letter a to identify the entry. Enter the receiving report information 
on the materials ledger cards. 


b. Requisitioned the following raw materials for production. 


Requisition No. 35, for Job 102, 80 units of Material M. 
Requisition No. 36, for Job 102, 60 units of Material R. 
Requisition No. 37, for Job 103, 40 units of Material M. 
Requisition No. 38, for Job 103, 30 units of Material R. 
Requisition No. 39, for 12 units of paint. 


Instructions: Enter amounts for direct materials requisitions on the materials ledger cards and the job 
cost sheets. Enter the indirect material amount on the materials ledger card and record a debit to the 
Indirect Materials account in the subsidiary factory overhead ledger. Do not record a journal entry 
at this time. 


c. Received the following employee time tickets for work in May. 


Time tickets Nos. | to 10 for direct labor on Job 102, $40,000. 
Time tickets Nos. || to 30 for direct labor on Job 103, $32,000. 
Time tickets Nos. 31 to 36 for equipment repairs, $12,000. 


Instructions: Record direct labor from the time tickets on the job cost sheets and then debit indirect 
labor to the Indirect Labor account in the subsidiary factory overhead ledger. Do not record a journal 
entry at this time. 


d. Paid cash for the following items during the month: factory payroll, $84,000, and miscellaneous 
overhead items, $36,000. 


Instructions: Record these payments with journal entries and then post them to the general ledger accounts. 
Also record a debit in the Miscellaneous Overhead account in the subsidiary factory overhead ledger. 


e. Finished Job 102 and transferred it to the warehouse. The company assigns overhead to each job 
with a predetermined overhead rate equal to 70% of direct labor cost. 


Instructions: Enter the allocated overhead on the cost sheet for Job 102, fill in the cost summary section 
of the cost sheet, and then mark the cost sheet “Finished.” Prepare a journal entry to record the job’s 
completion and its transfer to Finished Goods and then post it to the general ledger accounts. 


f. Delivered Job 102 and accepted the customer’s promise to pay $290,000 within 30 days. 


Instructions: Prepare journal entries to record the sale of Job 102 and the cost of goods sold. Post 
them to the general ledger accounts. 


g. Applied overhead to Job 103 based on the job’s direct labor to date. 
Instructions: Enter overhead on the job cost sheet but do not make a journal entry at this time. 


h. Recorded the total direct and indirect materials costs as reported on all the requisitions for the 
month. 


Instructions: Prepare a journal entry to record these costs and post it to general ledger accounts. 
i. Recorded the total direct and indirect labor costs as reported on all time tickets for the month. 

Instructions: Prepare a journal entry to record these costs and post it to general ledger accounts. 
j. Recorded the total overhead costs applied to jobs. 


Instructions: Prepare a journal entry to record the allocation of these overhead costs and post it to 
general ledger accounts. 


Pak Co.’s August 31 inventory of raw materials is $16,000. Raw materials purchases in September are 
$60,000, and factory payroll cost in September is $68,000. Overhead costs incurred in September are: 
indirect materials, $6,000; indirect labor, $4,000; factory rent, $24,000; factory utilities, $22,000; and 
factory equipment depreciation, $25,000. The predetermined overhead rate is 130% of direct labor 
cost. Job 114 is sold for $100,000 cash in September. Costs for the three jobs worked on in September 
follow. 


Required 


Balances on August 31 
Direct materials. .... 
Direct labor........ 
Applied overhead... . 

Costs during September 
Direct materials. .... 
Direct labor........ 
Applied overhead.... 

Status on September 30 


Job 114 


Finished (sold) 
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Job 115 Job 116 
$ 6,000 
2,200 
2,860 
30,000 $16,000 
28,000 20,000 
? ? 
Finished (unsold) In process 


1. Determine the total of each production cost incurred for September (direct labor, direct materials, and 
applied overhead), and the total cost assigned to each job (including the balances from August 31). 


2. Prepare journal entries for the month of September to record the following. 


Materials purchases (on credit), factory payroll (paid in cash), and actual overhead costs includ- 


ing indirect materials and indirect labor. (Factory rent and utilities are paid in cash.) 


b. Assignment of direct materials, direct labor, and applied overhead costs to Goods in Process 
Inventory. 


c. Transfer of Jobs 114 and 115 to the Finished Goods Inventory. 
d. Cost of Job 114 in the Cost of Goods Sold account. 
e. Revenue from the sale of Job 114. 


f. Assignment of any underapplied or overapplied overhead to the Cost of Goods Sold account. 
(The amount is not material.) 


3. Prepare a manufacturing statement for September (use a single line presentation for direct materials 
and show the details of overhead cost). 


4. Compute gross profit for September. Show how to present the inventories on the September 30 balance 


sheet. 


Analysis Component 


5. The over- or underapplied overhead adjustment is closed to Cost of Goods Sold. Discuss how this 
adjustment impacts business decision making regarding individual jobs or batches of jobs. 


805 


Check (2f) $2,200 overapplied 


(3) Cost of goods 
manufactured, $160,860 





Metro’s computer system generated the following trial balance on December 31, 2011. The company’s 
manager knows that the trial balance is wrong because it does not show any balance for Goods in Process 
Inventory but does show balances for the Factory Payroll and Factory Overhead accounts. 


Debit Credit 


Accounts receivable 
Raw materials inventory 
Goods in process inventory 


Finished goods inventory 


Prepaid rent 


Accounts payable 
Notes payable 


Common stock 





$ 40,000 
80,000 
24,000 
0 
50,000 
4,000 

$ 16,000 

30,000 

60,000 

33,800 

250,000 
140,000 
20,000 
9,800 
22,000 

$389,800 $389,800 








Problem 19-2B 
Source documents, journal 
entries, overhead, and 
financial reports 


P1 P2 P3 P4 
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Check (2) $1,100 overapplied 
overhead 


(3) T. B. totals, $389,800 
(4) Net income, $89,100 
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After examining various files, the manager identifies the following six source documents that need to be 


processed to bring the accounting records up to date. 


Materials requisition 94-23 |: 
Materials requisition 94-232: 
Materials requisition 94-233: 
Labor time ticket 765: 
Labor time ticket 766: 
Labor time ticket 777: 


$ 5,000 direct materials to Job 603 
$ 8,000 direct materials to Job 604 
$ 1,500 indirect materials 

$ 6,000 direct labor to Job 603 
$12,000 direct labor to Job 604 

$ 2,000 indirect labor 


Jobs 603 and 604 are the only units in process at year-end. The predetermined overhead rate is 80% of 
direct labor cost. 


Required 
1. Use information on the six source documents to prepare journal entries to assign the following costs. 
a. Direct materials costs to Goods in Process Inventory. 
b. Direct labor costs to Goods in Process Inventory. 
c. Overhead costs to Goods in Process Inventory. 
d. Indirect materials costs to the Factory Overhead account. 
e. Indirect labor costs to the Factory Overhead account. 


2. Determine the revised balance of the Factory Overhead account after making the entries in part 1. Deter- 
mine whether there is under- or overapplied overhead for the year. Prepare the adjusting entry to allocate 
any over- or underapplied overhead to Cost of Goods Sold, assuming the amount is not material. 


3. Prepare a revised trial balance. 
4. Prepare an income statement for year 2011 and a balance sheet as of December 31, 2011. 


Analysis Component 


5. Assume that the $1,500 indirect materials on materials requisition 94-233 should have been direct 
materials charged to Job 604. Without providing specific calculations, describe the impact of this error 
on the income statement for 2011 and the balance sheet at December 31, 2011. 





Problem 19-3B 

Source documents, journal 
entries, and accounts in job 
order cost accounting 


P1 P2 P3 


Troupe Company’s predetermined overhead rate is 90% of direct labor. Information on the company’s 
production activities during September 2011 follows. 


a. Purchased raw materials on credit, $57,000. 

b. Paid $99,750 cash for factory wages. 

c. Paid $11,250 cash for miscellaneous factory overhead costs. 

d. Materials requisitions record use of the following materials for the month. 


E E E $13,500 
jobg a E ee 9,000 
JoD489 ra ooa e aes 12,000 
Job 490 os a ak 10,500 
OB: A Oil ver eases E E secs 1,500 
Total direct materials......... 46,500 
Indirect materials............ 3,750 
Total materials used.......... $50,250 





e. Time tickets record use of the following labor for the month. 


ODIAB 7 E ren rice $16,500 
Joben reer re 19,500 
ObIAB Oe rere nike 25,500 
ObIS9 OR erent ry er. 18,000 
JOBA emer irte ry. 7,500 
Total direct labor......... 87,000 


12,750 
$99,750 
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Allocated overhead to Jobs 487, 489, and 490. 
Transferred Jobs 487, 489, and 490 to Finished Goods. 
Sold Jobs 487 and 489 on credit for a total price of $225,000. 


The company incurred the following overhead costs during the month (credit Prepaid Insurance for 
expired factory insurance). 


TQ m 


Depreciation of factory building........... $24,750 
Depreciation of factory equipment ........ 18,750 
Expired factory insurance ...............- 2,250 
Accrued property taxes payable........... 5,250 


j. Applied overhead at month-end to the Goods in Process (Jobs 488 and 491) using the predetermined 
overhead rate of 90% of direct labor cost. 


Required 


1. Prepare a job cost sheet for each job worked on in the month. Use the following simplified form. 





2. Prepare journal entries to record the events and transactions a through j. Check (2f) Cr. Factory Overhead, 
3. Set up T-accounts for each of the following general ledger accounts, each of which started the month $54,000 
with a zero balance: Raw Materials Inventory, Goods in Process Inventory, Finished Goods Inventory, (3) Finished goods 
Factory Payroll, Factory Overhead, Cost of Goods Sold. Then post the journal entries to these inventory, $44,700 


T-accounts and determine the balance of each account. 
4. Prepare a report showing the total cost of each job in process and prove that the sum of their costs 


equals the Goods in Process Inventory account balance. Prepare similar reports for Finished Goods 
Inventory and Cost of Goods Sold. 





In December 2010, Monk Company’s manager estimated next year’s total direct labor cost assuming Problem 19-4B 
40 persons working an average of 1,500 hours each at an average wage rate of $50 per hour. The man- Overhead allocation and 


ager also estimated the following manufacturing overhead costs for year 2011. adjustment using a 

predetermined overhead rate 
P3 P4 

Indirectlaborz oer na ee en a n $ 540,000 

Factory supervision ..............0000ee sees 450,000 

Rent on factory building ...................- 360,000 

Factory utilities srece eera e 200,000 

Factory insurance expired ................-- 60,000 

Depreciation—Factory equipment ........... 300,000 

Repairs expense—Factory equipment......... 180,000 

Factory supplies used 110,000 

Miscellaneous production costs .............. 200,000 

Total estimated overhead costs .............5 $2,400,000 


At the end of 2011, records show the company incurred $2,200,000 of actual overhead costs. It com- 
pleted and sold five jobs with the following direct labor costs: Job 625, $300,000; Job 626, $225,000; 
Job 627, $975,000; Job 628, $240,000; and Job 629, $375,000. In addition, Job 630 is in process at the 
end of 2011 and had been charged $75,000 for direct labor. No jobs were in process at the end of 2010. 
The company’s predetermined overhead rate is based on direct labor cost. 
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Check (1c) $448,000 underapplied 


(2) Cr. Factory Overhead, 
$448,000 
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Required 

1. Determine the following. 
a. Predetermined overhead rate for year 2011. 
b. Total overhead cost applied to each of the six jobs during year 2011. 
c. Over- or underapplied overhead at year-end 2011. 


2. Assuming that any over- or underapplied overhead is not material, prepare the adjusting entry to 
allocate any over- or underapplied overhead to Cost of Goods Sold at the end of year 2011. 





Problem 19-5B 
Production transactions, 
subsidiary records, and 
source documents 


P1 P2 P3 P4 


If the working papers that accompany this book are unavailable, do not attempt to solve this problem. 
Sim Company produces variations of its product, a megatron, in response to custom orders from its cus- 
tomers. On June 1, the company had no inventories of goods in process or finished goods but held the 
following raw materials. 


MaterialM........ 150 units @ $ 40 = $ 6,000 
MaterialR ........ 50 units @ 160 = 8,000 
Paimta E kins 20 units @ 20 = 400 
Total cost. eee. $14,400 








On June 3, the company began working on two megatrons: Job 450 for Olivas Company and Job 451 for 
Ireland, Inc. 


Required 
Follow instructions in this list of activities and complete the sheets provided in the working papers. 


a. Purchased raw materials on credit and recorded the following information from receiving reports and 
invoices. 


Receiving Report No. 20, Material M, 150 units at $40 each. 
Receiving Report No. 21, Material R, 200 units at $160 each. 


Instructions: Record these purchases with a single journal entry and post it to general ledger 
T-accounts, using the transaction letter a to identify the entry. Enter the receiving report information 
on the materials ledger cards. 


b. Requisitioned the following raw materials for production. 


Requisition No. 223, for Job 450, 60 units of Material M. 
Requisition No. 224, for Job 450, 100 units of Material R. 
Requisition No. 225, for Job 451,30 units of Material M. 
Requisition No. 226, for Job 451,75 units of Material R. 
Requisition No. 227, for 10 units of paint. 


Instructions: Enter amounts for direct materials requisitions on the materials ledger cards and the job cost 
sheets. Enter the indirect material amount on the materials ledger card and record a debit to the Indirect 
Materials account in the subsidiary factory overhead ledger. Do not record a journal entry at this time. 


À 


Received the following employee time tickets for work in June. 


Time tickets Nos. | to 10 for direct labor on Job 450, $24,000. 
Time tickets Nos. | 1 to 20 for direct labor on Job 451, $20,000. 
Time tickets Nos. 21 to 24 for equipment repairs, $4,000. 


Instructions: Record direct labor from the time tickets on the job cost sheets and then debit indirect 
labor to the Indirect Labor account in the subsidiary factory overhead ledger. Do not record a journal 
entry at this time. 

d. Paid cash for the following items during the month: factory payroll, $48,000, and miscellaneous over- 
head items, $47,000. 
Instructions: Record these payments with journal entries and post them to the general ledger accounts. 
Also record a debit in the Miscellaneous Overhead account in the subsidiary factory overhead ledger. 
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e. Finished Job 450 and transferred it to the warehouse. The company assigns overhead to each job with 
a predetermined overhead rate equal to 120% of direct labor cost. 


Instructions: Enter the allocated overhead on the cost sheet for Job 450, fill in the cost summary sec- 
tion of the cost sheet, and then mark the cost sheet “Finished.” Prepare a journal entry to record the 
job’s completion and its transfer to Finished Goods and then post it to the general ledger accounts. 


f. Delivered Job 450 and accepted the customer’s promise to pay $130,000 within 30 days. 


Instructions: Prepare journal entries to record the sale of Job 450 and the cost of goods sold. Post 
them to the general ledger accounts. 
g. Applied overhead cost to Job 451 based on the job’s direct labor used to date. 
Instructions: Enter overhead on the job cost sheet but do not make a journal entry at this time. 
h. Recorded the total direct and indirect materials costs as reported on all the requisitions for the month. Check (h) Dr. Goods in Process 
Instructions: Prepare a journal entry to record these costs and post it to general ledger accounts. Inventory, $31,600 
i. Recorded the total direct and indirect labor costs as reported on all time tickets for the month. 
Instructions: Prepare a journal entry to record these costs and post it to general ledger accounts. 
j. Recorded the total overhead costs applied to jobs. 


à : . Check Balance in Factory 
Instructions: Prepare a journal entry to record the allocation of these overhead costs and post it to Overhead, $1,600 Cr., 


general ledger accounts. overapplied 


(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter SERIAL PROBLEM 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to 
use the Working Papers that accompany the book.) 


Business Solutions 


P1 P2 P3 
SP 19 The computer workstation furniture manufacturing that Santana Rey started in January is 
progressing well. As of the end of June, Business Solutions’ job cost sheets show the following total 
costs accumulated on three furniture jobs. 
Job 6.02 Job6.03 Job 6.04 

Direct materials......... $1,500 $3,300 $2,700 

Direct labor............ 800 1,420 2,100 

Overhead.............. 400 710 1,050 
Job 6.02 was started in production in May, and these costs were assigned to it in May: direct materials, 
$600; direct labor, $180; and overhead, $90. Jobs 6.03 and 6.04 were started in June. Overhead cost is 
applied with a predetermined rate based on direct labor costs. Jobs 6.02 and 6.03 are finished in June, and 
Job 6.04 is expected to be finished in July. No raw materials are used indirectly in June. (Assume this 
company’s predetermined overhead rate did not change over these months). 
Required 
1. What is the cost of the raw materials used in June for each of the three jobs and in total? Check (1) Total materials, $6,900 
2. How much total direct labor cost is incurred in June? 
3. What predetermined overhead rate is used in June? (3) 50% 
4. How much cost is transferred to finished goods inventory in June? 


Beyond the Numbers 


BTN 19-1 Research In Motion’s financial statements and notes in Appendix A provide evidence of REPORTING IN 
growth potential in its sales. ACTION 


Required ct 


1. Identify at least two types of costs that will predictably increase as a percent of sales with growth in RIM 
sales. 





2. Explain why you believe the types of costs identified for part 1 will increase, and describe how you 
might assess RIM’s success with these costs. (Hint: You might consider the gross margin ratio.) 
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Fast Forward 


3. Access RIM’s annual report for a fiscal year ending after February 27, 2010, from its Website 
[RIM.com] or the SEC’s EDGAR database [www.sec.gov]. Review and report its growth in sales 
along with its cost and income levels (including its gross margin ratio). 





COMPARATIVE 
ANALYSIS 


C1 o 
RIM 
Apple 


BTN 19-2 Retailers as well as manufacturers can apply just-in-time (JIT) to their inventory management. 
Both Research In Motion and Apple want to know the impact of a JIT inventory system for their operating 
cash flows. Review each company’s statement of cash flows in Appendix A to answer the following. (For 
RIM, also review Note 16.) 


Required 
1. Identify the impact on operating cash flows (increase or decrease) for changes in inventory levels 
(increase or decrease) for both companies for each of the three most recent years. 


2. What impact would a JIT inventory system have on both RIM’s and Apple’s operating income? Link 
the answer to your response for part 1. 


3. Would the move to a JIT system have a one-time or recurring impact on operating cash flow? 





ETHICS CHALLENGE 


1 i 


Point: Students could compare 
responses and discuss differences in 
concerns with allocating overhead. 


BTN 19-3 An accounting professional requires at least two skill sets. The first is to be technically com- 
petent. Knowing how to capture, manage, and report information is a necessary skill. Second, the ability 
to assess manager and employee actions and biases for accounting analysis is another skill. For instance, 
knowing how a person is compensated helps anticipate information biases. Draw on these skills and write 
a one-half page memo to the financial officer on the following practice of allocating overhead. 


Background: Assume that your company sells portable housing to both general contractors and the government. 
It sells jobs to contractors on a bid basis. A contractor asks for three bids from different manufacturers. The 
combination of low bid and high quality wins the job. However, jobs sold to the government are bid on a cost- 
plus basis. This means price is determined by adding all costs plus a profit based on cost at a specified percent, 
such as 10%. You observe that the amount of overhead allocated to government jobs is higher than that allo- 
cated to contract jobs. These allocations concern you and motivate your memo. 





COMMUNICATING IN 
PRACTICE 


C1 eA 


Point: Have students present a mock 
interview, one assuming the role of the 

president of the company and the other 
the applicant. 


BTN 19-4 Assume that you are preparing for a second interview with a manufacturing company. The 
company is impressed with your credentials but has indicated that it has several qualified applicants. You 
anticipate that in this second interview, you must show what you offer over other candidates. You learn the 
company currently uses a periodic inventory system and is not satisfied with the timeliness of its informa- 
tion and its inventory management. The company manufactures custom-order holiday decorations and dis- 
play items. To show your abilities, you plan to recommend that it use a cost accounting system. 


Required 

In preparation for the interview, prepare notes outlining the following: 

1. Your cost accounting system recommendation and why it is suitable for this company. 

2. A general description of the documents that the proposed cost accounting system requires. 
3. How the documents in part 2 facilitate the operation of the cost accounting system. 





TAKING IT TO 
THE NET 


"O 


BTN 19-5 Many contractors work on custom jobs that require a job order costing system. 


Required 


Access the Website AMSI.com and click on Construction Management Software, and then on 
STARBUILDER. Prepare a one-page memorandum for the CEO of a construction company providing 
information about the job order costing software this company offers. Would you recommend that the 
company purchase this software? 
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BTN 19-6 Consider the activities undertaken by a medical clinic in your area. TEAMWORK IN 
: ACTION 
Required t 
1. Do you consider a job order cost accounting system appropriate for the clinic? L 
2. Identify as many factors as possible to lead you to conclude that it uses a job order system. 
BTN 19-7 Refer to the chapter opener regarding John Hewitt and his company, Liberty Tax Service. All ENTREPRENEURIAL 


successful businesses track their costs, and it is especially important for start-up businesses to monitor and 
control costs. 


Required 

1. Assume that Liberty Tax Service uses a job order costing system. For the basic cost category of direct 
materials, explain how a job cost sheet for Liberty Tax Service would differ from a job cost sheet for a 
manufacturing company. 

2. For the basic cost categories of direct labor and overhead, provide examples of the types of costs that 
would fall into each category for Liberty Tax Service. 


DECISION 


"AF 





BTN 19-8 Job order cost accounting is frequently used by home builders. 


Required 
1. You (or your team) are to prepare a job cost sheet for a single-family home under construction. List four 
items of both direct materials and direct labor. Explain how you think overhead should be applied. 


2. Contact a builder and compare your job cost sheet to this builder’s job cost sheet. If possible, speak to 
that company’s accountant. Write your findings in a short report. 


HITTING THE ROAD 


c2 P1 P2 P3 





BTN 19-9 Nokia and Palm are competitors in the global marketplace. Access Nokia’s annual report 
(www.Nokia.com) for the year ended December 31, 2009. The following information is available for 
Nokia. 


(Euro millions) CurrentYear OneYear Prior Two Years Prior 


Inventories.......... €1,865 €2,533 €2,876 


Required 


1. Determine the change in Nokia’s inventories for the last two years. Then identify the impact on net 
resources generated by operating activities (increase or decrease) for changes in inventory levels 
(increase or decrease) for Nokia for the last two years. 


2. Would a move to a JIT system likely impact Nokia more than it would Palm? Explain. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. c; $30,000 x 150% = $45,000 

2. b; $38,500/$35,000 = 110% 

3. e; Direct materials + Direct labor + Overhead = Total cost; 
Direct materials + ($4,000/.80) + $4,000 = $10,000 
Direct materials = $1,000 











5. b 





GLOBAL DECISION 


"B O 


NOKIA 
Palim 


4. e; $9,000 + $94,200 + $59,200 + $31,600 — Finished goods = $17,800 
Thus, finished goods = $176,200 


ll 


A Look Back 


Chapter 18 introduced managerial 
accounting and described cost concepts 
and the reporting of manufacturing 
activities. Chapter 19 explained job order 
costing—an important cost accounting 
system for customized products and 
services. 


CAP 


PROCEDURAL 


Process Cost Accounting 








A Look at This Chapter 


This chapter focuses on how to measure 
and account for costs in process opera- 
tions. We explain process production, 
describe how to assign costs to 
processes, and compute cost per 
equivalent unit for a process. 


A Look Ahead 


Chapter 21 explains how to allocate fac- 
tory overhead costs to different products 
and introduces the activity-based costing 
method of overhead allocation. It also 
explains responsibility accounting and 
measures of departmental performance. 








CONCEPTUAL ANALYTICAL 


C1 Explain process operations and the Record the flow of direct materials 


A Compare process cost accounting and P1 
way they differ from job order 


job order cost accounting. (p. 817) costs in process cost accounting. 


operations. (p. 814) (p. 818) 


A Explain and illustrate a hybrid costing 
system. (p. 829) P? Record the flow of direct labor costs in 





C2 Define and compute equivalent units 


C3 
C4 


and explain their use in process cost 
accounting. (p. 821) 


Define and prepare a process cost 
summary and describe its purposes. 
(p. 826) 


Appendix 20A—Explain and illustrate 
the accounting for production activity 
using FIFO. (p. 833) 


LP20 


P3 
P4 


process cost accounting. (p. 819) 


Record the flow of factory overhead 
costs in process cost accounting. 
(p. 819) 


Record the transfer of completed 
goods to Finished Goods Inventory 
and Cost of Goods Sold. (p. 827 ) 


Decision Insight 


Writing on Walls 


“We're selling a dynamic environment. ... it energizes you” 
— JEFF AVALLON 





CAMBRIDGE, MA—Brainstorming for a class, John Goscha and 
friends became frustrated with having to constantly erase a tiny 
whiteboard or hang paper all over their walls. Then, Goscha said, 
“Wouldn't it be great if we could have a dry erase board that just 
took up the entire wall?” John pursued the idea and started a 
company, IdeaPaint (IdeaPaint.com), bringing his friends Jeff 
Avallon and Morgen Newman on-board to help build the busi- 
ness. Their product is a paint that turns any wall into a dry-erase 
surface, at a lower cost than actually installing whiteboards. 

Though the idea is simple, the process for turning their vision 
to reality was hard. The business partners spent time in their 
school's chemistry lab with all kinds of paint to develop a crude 
prototype. Two labs the group contacted gave up, concluding 
the idea was impossible. Finally, a third lab stumbled upon the 
proper chemistry and developed a paint from which markers can 
be wiped off. 

IdeaPaint's production process offers clear advantages over 
those of companies that produce dry-erase whiteboards. Com- 
petitors use a host of raw materials, including wood, steel, and 
aluminum, and then use high-intensity ovens to make white- 
boards. IdeaPaint is made in a process that combines paint pig- 
ment, additives, and water. IdeaPaint holds few materials in 
inventory, and as Jeff notes, IdeaPaint is “simply mixed and 


stirred.” Still, entrepreneurs like Jeff, John, and Morgen rely on 
process cost summaries to help them monitor and control the 
costs of material, labor, and overhead applied to their produc- 
tion processes. Morgen admits that “every company has over 
head to deal with,” but IdeaPaint is able to beat competitors by 
saving on shipping and energy costs. Managerial accounting 
information provides insights into those production costs and 
aids in company decisions. 

Having perfected their production process, the trio is now fo- 
cused on the process of running their operation. “We assigned 
tasks based on who had slept more than four hours the past few 
days,” says Morgen. Now, the partners each focus on different 
aspects of the business. As John explains, “We are learning how 
to take this from just an idea and paint in a can to a real business 
with distribution and sales.” A focus on cost management mini- 
mizes their risk of bad decisions as the company pursues further 
expansion. With sales growing rapidly, the company recently 
raised over $3 million in venture-capital to finance entry into hos- 
pitals, schools, and retail stores. And, in addition to “working at 
their dream jobs” as Jeff puts it, they get to write on walls. 


Sources: IdeaPaint Company Website, January 2011; Inc.com; Business- 
week.com, September 2009; CNNMoney.com, March 2010. 





Chapter Preview 





The type of product or service a company offers determines its 
cost accounting system. Job order costing is used to account for 
custom products and services that meet the demands of a particu- 
lar customer. Not all products are manufactured in this way; many 
carry standard designs so that one unit is no different than any 
other unit. Such a system often produces large numbers of units 


This chapter describes how to use a process cost accounting sys- 
tem to account for these types of products. It also explains how 
costs are accumulated for each process and then assigned to units 
passing through those processes. This information helps us under 
stand and estimate the cost of each process as well as find ways 
to reduce costs and improve processes. 


on a continuous basis, all of which pass through similar processes. 


Process Cost Accounting 


Process Process Cost Equivalent Units of Process Costing 
Operations Accounting Production (EUP) Illustration 


e Comparing job e Direct and indirect e Accounting for goods Physical flow of units 


order and process costs in process e EUP 
operations e Accounting for ¢ Differences between e Cost per EUP 

e Organization of materials costs EUP for materials, e Cost reconciliation 
process operations e Accounting for labor labor, and overhead e Process cost summary 


e GenX Company—an costs e Transfers to finished 
illustration e Accounting for factory goods and to cost of 
overhead goods sold 





PROCESS OPERATIONS 


Process operations, also called process manufacturing or process production, is the mass 
production of products in a continuous flow of steps. This means that products pass through a 
series of sequential processes. Petroleum refining is a common example of process opera- 
tions. Crude oil passes through a series of steps before it is processed into different grades of 
petroleum. Exxon Mobil’s oil activities reflect a process operation. An important characteris- 
tic of process operations is the high level of standardization necessary if the system is to 
produce large volumes of products. Process operations also extend to services. Examples in- 
clude mail sorting in large post offices and order processing in large mail-order firms such as 
L.L. Bean. The common feature in these service organizations is that operations are per- 
formed in a sequential manner using a series of standardized processes. Other companies 
using process operations include: 





C Explain process operations 
and the way they differ 
from job order operations. 











Company Product or Service Company Product or Service 
Kellogg ee S Cereals Heinz ener ene Ketchup 

HIF onoecoooaupoooanoae Pharmaceuticals FRM cossovocsnds Tennis balls 

Proctor & Gamble......... Household products Hershey ......... Chocolate 
Coca-Cola E Soft drinks Jiffy Lube ........ Oil changes 


For virtual tours of process operations visit PennRacquet.com/factory.html (tennis balls) and 
Hersheys.com/discover/tour_video.asp (chocolate). 

Each of these examples of products and services involves operations having a series of pro- 
cesses, or steps. Each process involves a different set of activities. A production operation that 
processes chemicals, for instance, might include the four steps shown in Exhibit 20.1. Under- 
standing such processes for companies with process operations is crucial for measuring their 
costs. Increasingly, process operations use machines and automation to control product quality 
and reduce manufacturing costs. 
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pS 
Preparing the Mixing the Bottling the Packaging the 
chemicals chemicals chemical mix bottles 


Comparing Job Order and Process Operations 


Job order and process operations can be considered as two ends of a continuum. Important 
features of both systems are shown in Exhibit 20.2. We often describe job order and process 
operations with manufacturing examples, but both also apply to service companies. In a job order 
costing system, the measurement focus is on the individual job or batch. In a process costing 
system, the measurement focus is on the process itself and the standardized units produced. 


Job Order Operations Process Operations 


* Custom orders 


Repetitive procedures 


e Heterogeneous products 
and services 


Homogeneous products 
and services 


e Low production volume High production volume 


e High product flexibility Low product flexibility 





e Low to medium High standardization 





standardization 


Organization of Process Operations 


In a process operation, each process is identified as a separate production department, worksta- 
tion, or work center. With the exception of the first process or department, each receives the 
output from the prior department as a partially processed product. Depending on the nature of 
the process, a company applies direct labor, overhead, and, perhaps, additional direct materials 
to move the product toward completion. Only the final process or department in the series pro- 
duces finished goods ready for sale to customers. 

Tracking costs for several related departments can seem complex. Yet because process cost- 
ing procedures are applied to the activity of each department or process separately, we need to 
consider only one process at a time. This simplifies the procedures. 

When the output of one department becomes an input to another department, as is the case in 
sequential processing, we simply transfer the costs associated with those units from the first 
department into the next. We repeat these steps from department to department until the final 
process is complete. At that point the accumulated costs are transferred with the product from 
Goods in Process Inventory to Finished Goods Inventory. The next section illustrates a company 
with a single process, but the methods illustrated apply to a multiprocess scenario as each de- 
partment’s costs are handled separately for each department. 





@ Decision 


Accounting for Health Many service companies use process departments to perform specific 

tasks for consumers. Hospitals, for instance, have radiology and physical therapy facilities with special 
equipment and trained employees. When patients need services, they are processed through departments 
to receive prescribed care. Service companies need process cost accounting information as much as 
manufacturers to estimate costs of services, to plan future operations, to control costs, and to determine 
customer charges. E 


GenX Company-—An Illustration 


The GenX Company illustrates process operations. It produces Profen®, an over-the-counter 
pain reliever for athletes. GenX sells Profen to wholesale distributors, who in turn sell it to 
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EXHIBIT 20.1 


Process Operations: Chemicals 


EXHIBIT 20.2 


Comparing Job Order and 
Process Operations 
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EXHIBIT 20.3 


Floor Plan of GenX’s Factory 





Loading dock 
(incoming 
materials) 





Production support offices— 
used by administrative and 
maintenance employees who 
support manufacturing 
operations. 








Front 
entrance 


Employees’ 
entrance 


Locker rooms—workers 
change from street 
clothes into sanitized 
uniforms before working 
in the factory. 








Point: Electronic monitoring of 
operations is common in factories. 


EXHIBIT 20.4 


Process Operations 


and Costs: GenX D 


Raw 
materials 





Other 
overhead 


n Oa 


Labor 
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Storeroom—materials Warehouse-finished 
are received and then Production floor-area products are stored 
distributed when where the powder is before being shipped 











requisitioned. processed into tablets. to wholesalers. 








Loading dock 
(outgoing 
products) 


retailers. Profen is produced by mixing its active ingredient, Profelene, with flavorings and pre- 
servatives, molding it into Profen tablets, and packaging the tablets. Exhibit 20.3 shows a sum- 
mary floor plan of the GenX factory, which has five areas. 

The first step in process manufacturing is to decide when to produce a product. Management 
determines the types and quantities of materials and labor needed and then schedules the work. 
Unlike a job order process, where production often begins only after receipt of a custom order, 
managers of companies with process operations often forecast the demand expected for their 
products. Based on these plans, production begins. The flowchart in Exhibit 20.4 shows the 
production steps for GenX. The following sections explain how GenX uses a process cost ac- 
counting system to compute these costs. Many of the explanations refer to this exhibit and 
its numbered cost flows @) through 40. (Hint: The amounts for the numbered cost flows in 
Exhibit 20.4 are summarized in Exhibit 20.21. Those amounts are explained in the following 
pages, but it can help to refer to Exhibit 20.21 as we proceed through the explanations.) 


Raw Direct materials 
materials 
inventory 
+ a2) 
Ss 
55 
<E 
a © Finished 40) > Goods 
goods sold 
Applied overhead process Packaged Sold 


Profen Profen 


Indirect 
labor 


Direct labor 
Factory 


payroll 
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PROCESS COST ACCOUNTING 


Comparing Job Order and Process Cost Accounting Systems 


Process and job order operations are similar in that both combine materials, labor, and overhead 
in the process of producing products. They differ in how they are organized and managed. The 
measurement focus in a job order costing system is on the individual job or batch, whereas in a 
process costing system, it is on the individual process. Regardless of the measurement focus, we 
are ultimately interested in determining the cost per unit of product (or service) resulting from 
either system. 

Specifically, the job order cost accounting system assigns direct materials, direct labor, 
and overhead to jobs. The total job cost is then divided by the number of units to compute a 
cost per unit for that job. The process cost accounting system assigns direct materials, di- 
rect labor, and overhead to specific processes (or departments). The total costs associated 
with each process are then divided by the number of units passing through that process to 
determine the cost per equivalent unit (defined later in the chapter) for that process. Dif- 
ferences in the way these two systems apply materials, labor, and overhead costs are high- 
lighted in Exhibit 20.5. 


Job order systems 


Direct materials 






Job 
i g ek 
Direct labor Finished Cost of 
goods goods sold 
Job 
2 
Overhead 
Process systems 
Direct materials 
4 Process Process Finished Cost of 
erect labai 1 2 goods goods sold 
Overhead 


Direct and Indirect Costs 


Like job order operations, process cost accounting systems use the concepts of direct and indi- 
rect costs. If a cost can be traced to the cost object, it is direct; if it cannot, it is indirect. Materi- 
als and labor that can be traced to specific processes are assigned to those processes as direct 
costs. Materials and labor that cannot be traced to a specific process are indirect costs and are 
assigned to overhead. Some costs classified as overhead in a job order system may be classified 
as direct costs in process cost accounting. For example, depreciation of a machine used entirely 
by one process is a direct cost of that process. 





@ Decision 


JIT Boon to Process Operations Companies that adopt JIT manufacturing often organize their pro- 
duction system as a series of sequential processes. One survey found 60% of companies that converted 
to JIT used process operations; this compares to only 20% before converting to JIT. E 





A Compare process cost 
accounting and job order 
cost accounting. 











Point: The cost object in a job order 
system is the specific job; the cost object 
in a process costing system is the 
process. 


EXHIBIT 20.5 


Comparing Job Order and Process 
Cost Accounting Systems 





P Record the flow of direct 
materials costs in process 
cost accounting. 











Assets = Liabilities + Equity 
+ 11,095 +11,095 





Assets 
+9,900 
—9,900 


= Liabilities + Equity 


Example: What types of materials 
might the flow of arrow line @ in Exhibit 
20.4 reflect? Answer: Goggles, gloves, 
protective clothing, recordkeeping 
supplies, and cleaning supplies. 


Assets 
—1,195 


= Liabilities + Equity 
—1,195 


EXHIBIT 20.6 


Raw Materials Inventory 
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Accounting for Materials Costs 


In Exhibit 20.4, arrow line @) reflects the arrival of materials at GenX’s factory. These materials 
include Profelene, flavorings, preservatives, and packaging. They also include supplies for the 
production support office. GenX uses a perpetual inventory system and makes all purchases on 
credit. The summary entry for receipts of raw materials in April follows (dates in journal entries 
numbered (4) through 40 are omitted because they are summary entries, often reflecting two or 
more transactions or events). 


(1) Raw Materials Inventory .....................0005 11,095 


Accounts Payable <5 scasg:s.siccsseveyersussecsuexens susneue w s 11,095 


Acquired materials on credit for factory use. 


Arrow line @ in Exhibit 20.4 reflects the flow of direct materials to production, where they 
are used to produce Profen. Most direct materials are physically combined into the finished 
product; the remaining direct materials include those used and clearly linked with a specific 
process. The manager of a process usually obtains materials by submitting a materials requisi- 
tion to the materials storeroom manager. In some situations, materials move continuously from 
raw materials inventory through the manufacturing process. Pepsi Bottling, for instance, uses a 
process in which inventory moves continuously through the system. In these cases, a materials 
consumption report summarizes the materials used by a department during a reporting period 
and replaces materials requisitions. The entry to record the use of direct materials by GenX’s 
production department in April follows. 


(2) Goods in Process Inventory ...................00. 9,900 


Raw Materials Inventory ..................... 9,900 


To assign costs of direct materials used in production. 


This entry transfers costs from one asset account to another asset account. (When two or more 
production departments exist, a company uses two or more Goods in Process Inventory accounts 
to separately accumulate costs incurred by each.) 

In Exhibit 20.4, the arrow line @) reflects the flow of indirect materials from the storeroom to 
factory overhead. These materials are not clearly linked with any specific production process or 
department but are used to support overall production activity. The following entry records the 
cost of indirect materials used by GenX in April. 


(3) Factory: Overhead Taa commerce reece rt 1,195 


Raw Materials Inventory ..................... 1,195 


To record indirect materials used in April. 


After the entries for both direct and indirect materials are posted, the Raw Materials Inventory 
account appears as shown in Exhibit 20.6. The April 30 balance sheet reports the $4,000 Raw 
Materials Inventory account as a current asset. 


Raw Materials Inventory Acct. No. 132 





Explanation Credit | Balance 
Mar. | 31 Balance 4,000 
Apr. | 30 Materials purchases 11,095 15,095 
30 Direct materials usage 9,900 5,195 
30 Indirect materials usage 1,195 4,000 
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Accounting for Labor Costs 


Exhibit 20.4 shows GenX factory payroll costs as reflected in arrow line @). Total labor costs of 
$8,920 are paid in cash and are recorded in the Factory Payroll account. 


(4) Factonyirayrolll ernie tii tiier irr tr 8,920 
8,920 


To record factory wages for April. 


Time reports from the production department and the production support office triggered this 
entry. (For simplicity, we do not separately identify withholdings and additional payroll taxes 
for employees.) In a process operation, the direct labor of a production department includes all 
labor used exclusively by that department. This is the case even if the labor is not applied to the 
product itself. If a production department in a process operation, for instance, has a full-time 
manager and a full-time maintenance worker, their salaries are direct labor costs of that process 
and are not factory overhead. 

Arrow line ©) in Exhibit 20.4 shows GenX’s use of direct labor in the production depart- 
ment. The following entry transfers April’s direct labor costs from the Factory Payroll account 
to the Goods in Process Inventory account. 


(5) Goods in Process Inventory ................00000- 5,700 


Factory Payroll 5,700 


To assign costs of direct labor used in production. 


Arrow line © in Exhibit 20.4 reflects GenX’s indirect labor costs. These employees provide 
clerical, maintenance, and other services that help produce Profen efficiently. For example, they 
order materials, deliver them to the factory floor, repair equipment, operate and program 
computers used in production, keep payroll and other production records, clean up, and move 
the finished goods to the warehouse. The following entry charges these indirect labor costs to 
factory overhead. 


(6) Factory: Overhead) -sser recs oerinoar ensieve nies oe 
Factory Payroll 


3,220 
3,220 


To record indirect labor as overhead. 


After these entries for both direct and indirect labor are posted, the Factory Payroll account ap- 
pears as shown in Exhibit 20.7. The temporary Factory Payroll account is now closed to another 
temporary account, Factory Overhead, and is ready to receive entries for May. Next we show 
how to apply overhead to production and close the temporary Factory Overhead account. 


Factory Payroll Acct. No. 530 





Explanation Balance 
Mar. | 31 Balance 0 
Apr. | 30 | Total payroll for April 8,920 8,920 
30 | Direct labor costs 5,700 3,220 
30 | Indirect labor costs 3,220 0 


Accounting for Factory Overhead 


Overhead costs other than indirect materials and indirect labor are reflected by arrow line @ in 
Exhibit 20.4. These overhead items include the costs of insuring production assets, renting the 
factory building, using factory utilities, and depreciating equipment not directly related to a 
specific process. The following entry records overhead costs for April. 
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P Record the flow of direct 
labor costs in process cost 
accounting. 











Assets = Liabilities + Equity 
—8,920 —8,920 
Assets = Liabilities + Equity 
+5,700 +5,700 


Point: A department's indirect labor 
cost might include an allocated portion 
of the salary of a manager who super- 
vises two or more departments. Alloca- 
tion of costs between departments is 
discussed in a later chapter. 


Assets = Liabilities + Equity 
=3,220 
+3,220 


EXHIBIT 20.7 
Factory Payroll 





P Record the flow of factory 
overhead costs in process 
cost accounting. 











820 


Assets = Liabilities + Equity 
—180 +645 —2,425 
—750 
—850 


Point: The time it takes to process 
(cycle) products through a process is 
sometimes used to allocate costs. 


EXHIBIT 20.8 


Applying Factory Overhead 
(Production Department) 


Assets = Liabilities + Equity 
+6,840 +6,840 


EXHIBIT 20.9 
Factory Overhead 


Example: If applied overhead results 
in a $6,940 credit to the factory over- 
head account, does it yield an over- or 
underapplied overhead amount? 
Answer: $100 overapplied overhead 
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(7) Factory Overhead < aseeni sme severe: susiere aha. E nae 2,425 
Prepaid Insurance prepa e e 180 
Utilities Payable <s ea see eee e ses see e ness 645 
Cash sssr a eae e E E EE E E 750 
Accumulated Depreciation—Factory Equipment .. . 850 


To record overhead items incurred in April. 


After this entry is posted, the Factory Overhead account balance is $6,840, comprising indirect 
materials of $1,195, indirect labor of $3,220, and $2,425 of other overhead. 

Arrow line (8) in Exhibit 20.4 reflects the application of factory overhead to production. Fac- 
tory overhead is applied to processes by relating overhead cost to another variable such as direct 
labor hours or machine hours used. With increasing automation, companies with process opera- 
tions are more likely to use machine hours to allocate overhead. In some situations, a single alloca- 
tion basis such as direct labor hours (or a single rate for the entire plant) fails to provide useful 
allocations. As a result, management can use different rates for different production departments. 
Based on an analysis of its operations, GenX applies its April overhead at a rate of 120% of di- 
rect labor cost, as shown in Exhibit 20.8. 


Overhead applied = Direct labor cost x Predetermined rate 
$6,840 = $5,700 x 120% 
GenX records its applied overhead with the following entry. 
Goods in Process Inventory ...................05. 6,840 
Factony:@verhead|i ranean seksi ciara: 6,840 


Allocated overhead costs to production at 120% of 
direct labor cost. 


After posting this entry, the Factory Overhead account appears as shown in Exhibit 20.9. For 
GenX, the amount of overhead applied equals the actual overhead incurred during April. In 
most cases, using a predetermined overhead rate leaves an overapplied or underapplied balance 
in the Factory Overhead account. At the end of the period, this overapplied or underapplied bal- 
ance should be closed to the Cost of Goods Sold account, as described in the job order costing 
chapter. 


Factory Overhead Acct. No. 540 





Explanation Credit | Balance 
Mar. | 31 Balance 0 
Apr. 30 Indirect materials usage 1,195 1,195 
30 Indirect labor costs 3,220 4,415 
30 | Other overhead costs 2,425 6,840 
30 | Applied to production departments 6,840 0 


O Decision 


Answer — p. 838 





Budget Officer You are working to identify the direct and indirect costs of a new processing depart- 
ment that has several machines. This department's manager instructs you to classify a majority of the 
costs as indirect to take advantage of the direct laborbased overhead allocation method so it will be 
charged a lower amount of overhead (because of its small direct labor cost). This would penalize other 
departments with higher allocations. It also will cause the performance ratings of managers in these other 
departments to suffer. What action do you take? ll 


Chapter 20 Process Cost Accounting 


Quick Check Answers — p. 838 [vi 


1. A process operation (a) is another name for a job order operation, (b) does not use the 
concepts of direct materials or direct labor, or (c) typically produces large quantities of 
homogeneous products or services. 

2. Under what conditions is a process cost accounting system more suitable for measuring 
production costs than a job order cost accounting system? 

3. When direct materials are assigned and used in production, the entry to record their use 
includes (a) a credit to Goods in Process Inventory, (b) a debit to Goods in Process Inventory, 
or (c) a debit to Raw Materials Inventory. 

4. What are the three cost categories incurred by both job order and process operations? 

5. How many Goods in Process Inventory accounts are needed in a process cost system? 
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EQUIVALENT UNITS OF PRODUCTION 


We explained how materials, labor, and overhead costs for a period are accumulated in the Goods 
in Process Inventory account, but we have not explained the arrow lines labeled @) and 49 in 
Exhibit 20.4. These lines reflect the transfer of products from the production department to fin- 
ished goods inventory, and from finished goods inventory to cost of goods sold. To determine 
the costs recorded for these flows, we must first determine the cost per unit of product and then 
apply this result to the number of units transferred. 


Accounting for Goods in Process 


If a process has no beginning and no ending goods in process inventory, the unit cost of goods 
transferred out of a process is computed as follows. 


Total cost assigned to the process (direct materials, direct labor, and overhead) 





Total number of units started and finished in the period 


If a process has a beginning or ending inventory of partially processed units (or both), then the 
total cost assigned to the process must be allocated to all completed and incomplete units worked 
on during the period. Therefore, the denominator must measure the entire production activity of 
the process for the period, called equivalent units of production (or EUP), a phrase that refers 
to the number of units that could have been started and completed given the cost incurred during 
a period. This measure is then used to compute the cost per equivalent unit and to assign costs 
to finished goods and goods in process inventory. 

To illustrate, assume that GenX adds (or introduces) 100 units into its process during a 
period. Suppose at the end of that period, the production supervisor determines that those 
100 units are 60% of the way through the process. Therefore, equivalent units of production 
for that period total 60 EUP (100 units X 60%). This means that with the resources used to 
put 100 units 60% of the way through the process, GenX could have started and completed 
60 whole units. 


Differences in Equivalent Units for Materials, 
Labor, and Overhead 
In many processes, the equivalent units of production for direct materials are not the same 


with respect to direct labor and overhead. To illustrate, consider a five-step process operation 
shown in Exhibit 20.10. 





C2 Define and compute 
equivalent units and explain 
their use in process cost 
accounting. 











Point: For GenX, “units” might refer to 
individual Profen tablets. For a juice 
maker, units might refer to gallons. 
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EXHIBIT 20.10 


An Illustrative Five-Step Process 
Operation 
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331/3% 331/3% 331/3% 


of materials of materials 


| | of T 
uR eee NITR, 
e g E Eeg E AQ 
t t t t t 


20% of 20% of 20% of 20% of 20% of 
labor and labor and labor and labor and labor and 
overhead overhead overhead overhead overhead 


This exhibit shows that one-third of the direct material cost is added at each of three steps: 1, 2, 
and 4. One-fifth of the direct labor cost is added at each of the five steps. One-fifth of the over- 
head also is added at each step because overhead is applied as a percent of direct labor for this 
company. 

When units finish step 1, they are one-third complete with respect to direct materials but 
only one-fifth complete with respect to direct labor and overhead. When they finish step 2, 
they are two-thirds complete with respect to direct materials but only two-fifths complete 
with respect to direct labor and overhead. When they finish step 3, they remain two-thirds 
complete with respect to materials but are now three-fifths complete with respect to labor 
and overhead. When they finish step 4, they are 100% complete with respect to materials (all 
direct materials have been added) but only four-fifths complete with respect to labor and 
overhead. 

For example, if 300 units of product are started and processed through step 1 of Exhibit 20.10, 
they are said to be one-third complete with respect to materials. Expressed in terms of equiv- 
alent finished units, the processing of these 300 units is equal to finishing 100 EUP with re- 
spect to materials (300 units X 33/4%). However, only one-fifth of direct labor and overhead 
has been applied to the 300 units at the end of step 1. This means that the equivalent units of 
production with respect to labor and overhead total 60 EUP (300 units X 20%). 


@ Decision 





Process Services Customer interaction software is a hot item in customer service processes. 
Whether in insurance, delivery, or technology services, companies are finding that this software can turn 
their customer service process into an asset. How does it work? For starters, it cuts time spent on service 
calls because a customer describes a problem only once. It also yields a database of customer questions 
and complaints that gives insights into needed improvements. It recognizes incoming phone numbers and 
accesses previous dealings. E 


PROCESS COSTING ILLUSTRATION 


This section applies process costing concepts and procedures to GenX. This illustration 
uses the weighted-average method for inventory costs. The FIFO method is illustrated 
in Appendix 20A. (Assume a weighted-average cost flow for all computations and assign- 
ments in this chapter unless explicitly stated differently. When using a just-in-time inven- 
tory system, different inventory methods yield similar results because inventories are 
immaterial.) 

Exhibit 20.11 shows selected information from the production department for the month of 
April. Accounting for a department’s activity for a period includes four steps involving analy- 
sis of (1) physical flow, (2) equivalent units, (3) cost per equivalent unit, and (4) cost assign- 
ment and reconciliation. The next sections describe each step. 
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Beginning goods in process inventory (March 31) 


Whitsiof producto re erect nec eterna E aee keys 30,000 units 
Percentage of completion—Direct materials.................. 100% 
Percentage of completion—Direct labor .................... 65% 
Direct materials COStS e re dea cere O he se Ae ey $ 3,300 
Directlabor costs es aie wis geo nee ale in eee a a $ 600 
Factory overhead costs applied (120% of direct labor) ......... $ 720 
Activities during the current period (April) 
Whits'startedithisipeniodse sense rites entre treet 90,000 units 
Units transferred out (completed) ......................000. 100,000 units 
Direct materials Costs a 24 sec cece cae a eee he S $ 9,900 
Direct labor costs eerren nne n tones cima A E stn gin ans $ 5,700 
Factory overhead costs applied (120% of direct labor) ......... $ 6,840 
Ending goods in process inventory (April 30) 
Wnitsiof producthrrra recy terre ewer ten rene ee 20,000 units 
Percentage of completion—Direct materials ................. 100% 
Percentage of completion—Direct labor..................... 25% 


Step 1: Determine the Physical Flow of Units 


A physical flow reconciliation is a report that reconciles (1) the physical units started in a period 
with (2) the physical units completed in that period. A physical flow reconciliation for GenX is 
shown in Exhibit 20.12 for April. 


Units to Account For Units Accounted For 


Beginning goods in 
process inventory ........ 


Units completed and 


30,000 units transferred out..............0008 
90,000 units 


120,000 units 


100,000 units 
20,000 units 
120,000 units 


Units started this period..... Ending goods in process inventory..... 


Total units accounted for............ 


reconciled 


Total units to account for .... 


The weighted-average method does not require us to separately track the units in beginning 
work in process from those units started this period. Instead, the units are treated as part of a 
large pool with an average cost per unit. 


Step 2: Compute Equivalent Units of Production 


The second step is to compute equivalent units of production for direct materials, direct labor, 
and factory overhead for April. Overhead is applied using direct labor as the allocation base for 
GenX. This also implies that equivalent units are the same for both labor and overhead. 

GenX used its direct materials, direct labor, and overhead to make finished units of Profen 
and to begin processing some units that are not yet complete. We must convert the physical units 
measure to equivalent units based on how each input has been used. Equivalent units are com- 
puted by multiplying the number of physical units by the percentage of completion for each 
input—see Exhibit 20.13. 


Direct Direct 
Materials Labor 


Factory 
Overhead 


Equivalent Units of Production 





Equivalent units completed and transferred out 





(ONNO 25 MGS) onocoscpasocvcetonusangsousced 100,000 EUP 100,000 EUP 100,000 EUP 
Equivalent units for ending goods in process 

Direct materials (20,000  100%).................. 20,000 

Direct labor (20,000 X 25%) ..................0.. 5,000 

Factory overhead (20,000 X 25%) ................. 5,000 
Equivalent units of production ...................... 120,000 EUP 105,000 EUP 105,000 EUP 


EXHIBIT 20.11 


Production Data 


EXHIBIT 20.12 


Physical Flow Reconciliation 


EXHIBIT 20.13 
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Equivalent Units of Production— 


Weighted Average 
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EXHIBIT 20.14 


Cost per Equivalent Unit of 
Production—Weighted Average 
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The first row of Exhibit 20.13 reflects units transferred out in April. The production department 
entirely completed its work on the 100,000 units transferred out. These units have 100% of the 
materials, labor, and overhead required, or 100,000 equivalent units of each input (100,000 x 
100%). 

The second row references the ending goods in process, and rows three, four, and five 
break it down by materials, labor, and overhead. For direct materials, the units in ending 
goods in process inventory (20,000 physical units) include all materials required, so there 
are 20,000 equivalent units (20,000 X 100%) of materials in the unfinished physical units. 
Regarding labor, the units in ending goods in process inventory include 25% of the labor 
required, which implies 5,000 equivalent units of labor (20,000 X 25%). These units are 
only 25% complete and labor is used uniformly through the process. Overhead is applied on 
the basis of direct labor for GenX, so equivalent units for overhead are computed identically to 
labor (20,000 x 25%). 

The final row reflects the whole units of product that could have been manufactured with the 
amount of inputs used to create some complete and some incomplete units. For GenX, the 
amount of inputs used to produce 100,000 complete units and to start 20,000 additional units is 
equivalent to the amount of direct materials in 120,000 whole units, the amount of direct labor 
in 105,000 whole units, and the amount of overhead in 105,000 whole units. 


Step 3: Compute the Cost per Equivalent Unit 


Equivalent units of production for each product (from step 2) is used to compute the average 
cost per equivalent unit. Under the weighted-average method, the computation of EUP does 
not separate the units in beginning inventory from those started this period; similarly, this 
method combines the costs of beginning goods in process inventory with the costs incurred in 
the current period. This process is illustrated in Exhibit 20.14. 











Direct Direct Factory 
Cost per Equivalent Unit of Production Materials Labor Overhead 
Costs of beginning goods in process inventory ....... $ 3,300 $ 600 $ 720 
Costs incurred this period......................00. 9,900 5,700 6,840 
Total cOstsierenrtren eres A naan N ers $13,200 $6,300 $7,560 
=+ Equivalent units of production (from Step 2)....... 120,000 EUP 105,000 EUP 105,000 EUP 
= Cost per equivalent unit of production ........... $0.11 per EUP* $0.06 per EUP} $0.072 per EUP# 








*$13,200 + 120,000 EUP +$6,300 + 105,000 EUP $7,560 + 105,000 EUP 


For direct materials, the cost averages $0.11 per EUP, computed as the sum of direct materials 
cost from beginning goods in process inventory ($3,300) and the direct materials cost incurred in 
April ($9,900), and this sum ($13,200) is then divided by the 120,000 EUP for materials (from 
step 2). The costs per equivalent unit for labor and overhead are similarly computed. Specifically, 
direct labor cost averages $0.06 per EUP, computed as the sum of labor cost in beginning goods 
in process inventory ($600) and the labor costs incurred in April ($5,700), and this sum ($6,300) 
divided by 105,000 EUP for labor. Overhead costs averages $0.072 per EUP, computed as the 
sum of overhead cost in the beginning goods in process inventory ($720) and the overhead costs 
applied in April ($6,840), and this sum ($7,560) divided by 105,000 EUP for overhead. 


Step 4: Assign and Reconcile Costs 


The EUP from step 2 and the cost per EUP from step 3 are used in step 4 to assign costs to 
(a) units that production completed and transferred to finished goods and (b) units that remain 
in process. This is illustrated in Exhibit 20.15. 
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EXHIBIT 20.15 


Cost of units completed and transferred out 
Report of Costs Accounted 


Direct materials (100,000 EUP X $0.11 per EUP) ........... $11,000 i 
For—Weighted Average 

Direct labor (100,000 EUP X $0.06 per EUP)............... 6,000 

Factory overhead (100,000 EUP X $0.072 per EUP) ......... 7,200 

Cost of units completed this period....................... $ 24,200 


Cost of ending goods in process inventory 





Direct materials (20,000 EUP X $0.11 per EUP) ............ 2,200 

Direct labor (5,000 EUP X $0.06 per EUP)................. 300 

Factory overhead (5,000 EUP X $0.072 per EUP) ........... 360 

Cost of ending goods in process inventory ................. 2,860 
Total costs accounted for ............. 00. e eee eee eee $27,060 





Cost of Units Completed and Transferred The 100,000 units completed and trans- 
ferred to finished goods inventory required 100,000 EUP of direct materials. Thus, we assign 
$11,000 (100,000 EUP X $0.11 per EUP) of direct materials cost to those units. Similarly, those 
units had received 100,000 EUP of direct labor and 100,000 EUP of factory overhead (recall 
Exhibit 20.13). Thus, we assign $6,000 (100,000 EUP Xx $0.06 per EUP) of direct labor and 
$7,200 (100,000 EUP X $0.072 per EUP) of overhead to those units. The total cost of the 
100,000 completed and transferred units is $24,200 ($11,000 + $6,000 + $7,200) and their 
average cost per unit is $0.242 ($24,200 + 100,000 units). 


Cost of Units for Ending Goods in Process There are 20,000 incomplete units in 
goods in process inventory at period-end. For direct materials, those units have 20,000 EUP of 
material (from step 2) at a cost of $0.11 per EUP (from step 3), which yields the materials cost 
of goods in process inventory of $2,200 (20,000 EUP X $0.11 per EUP). For direct labor, the 
in-process units have 25% of the required labor, or 5,000 EUP (from step 2). Using the $0.06 
labor cost per EUP (from step 3) we obtain the labor cost of goods in process inventory of $300 
(5,000 EUP X $0.06 per EUP). For overhead, the in-process units reflect 5,000 EUP 
(from step 2). Using the $0.072 overhead cost per EUP (from step 3) we obtain overhead costs 
with in-process inventory of $360 (5,000 EUP x $0.072 per EUP). Total cost of goods in pro- 
cess inventory at period-end is $2,860 ($2,200 + $300 + $360). 

As acheck, management verifies that total costs assigned to those units completed and trans- 
ferred plus the costs of those in process (from Exhibit 20.15) equal the costs incurred by 
production. Exhibit 20.16 shows the costs incurred by production this period. We then reconcile 
the costs accounted for in Exhibit 20.15 with the costs to account for in Exhibit 20.16. 


EXHIBIT 20.16 


Cost of beginning goods in process inventory r 
Report of Costs to Account 





Directimatenials Ayana scent E E E $3,300 For—Weighted Average 
Diréctilabor no a a A E ace E E E ena 600 
Factoryroverheadir aA E A none _ 720 $ 4,620 
Cost incurred this period 
DirectimaterialS o ae na e A E e A a E 9,900 
Direct hbar e e esr ae E E E ee 5,700 
Factorvioyernead ma E A T ti ret niente _6,840 22,440 
Total costs toiaccount for . 2.66 ee ne e ene aes $27,060 


At GenX, the production department manager is responsible for $27,060 in costs: $4,620 that is 
assigned to the goods in process at the start of the period plus $22,440 of materials, labor, and 
overhead incurred in the period. At period-end, that manager must show where these costs are 
assigned. The manager for GenX reports that $2,860 are assigned to units in process and $24,200 
are assigned to units completed (per Exhibit 20.15). The sum of these amounts equals $27,060. 
Thus, the total costs to account for equal the total costs accounted for (minor differences can 
sometimes occur from rounding). 
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C Define and prepare a 
process cost summary and 
describe its purposes. 











Point: Managers can examine changes in 
monthly costs per equivalent unit to help 
control the production process. When 
prices are set in a competitive market, 
managers can use process cost summary 
information to determine which costs 
should be cut to achieve a profit. 


EXHIBIT 20.17 


Process Cost Summary 
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Process Cost Summary An important managerial accounting report for a process cost 
accounting system is the process cost summary (also called production report), which is 
prepared separately for each process or production department. Three reasons for the sum- 
mary are to (1) help department managers control and monitor their departments, (2) help 
factory managers evaluate department managers’ performances, and (3) provide cost infor- 
mation for financial statements. A process cost summary achieves these purposes by 
describing the costs charged to each department, reporting the equivalent units of production 
achieved by each department, and determining the costs assigned to each department’s out- 
put. For our purposes, it is prepared using a combination of Exhibits 20.13, 20.14, 20.15, 
and 20.16. 

The process cost summary for GenX is shown in Exhibit 20.17. The report is divided into 
three sections. Section <b lists the total costs charged to the department, including direct mate- 
rials, direct labor, and overhead costs incurred, as well as the cost of the beginning goods in 
process inventory. Section D describes the equivalent units of production for the department. 
Equivalent units for materials, labor, and overhead are in separate columns. It also reports direct 


GenX COMPANY 


Process Cost Summary 
For Month Ended April 30, 2011 





Costs Charged to Production 
Costs of beginning goods in process 






























































Total costs accounted for 


Direct- materials rsr aA E cea rene wie TAR tre neater a nna nee naeinie nears $3,300 
Direct labor oae s e e EA I «conic E E shene sevens E E RR TE ES EER 600 
Factory overhead sn n nu ena ra e EEE TEE RES E AE E EEE A ASS 720 $ 4,620 
O) Costs incurred this period 
Directmaterials ae A veri AE AAA A a A A E AA Ean 9,900 
Direct haboro E A EN A A A EEA A N N EA ET 5,700 
Factory overhead e An e E a E E A E E 6,840 22,440 
Totalleosts toraccount Tor rra news E Ue PE AAE ede E ee aes $27,060 <— 
Unit Cost Information 
Units to account for: Units accounted for: 
Beginning goods in process ......... 30,000 Completed and transferred out ......... 100,000 
Units started this period ........... 90,000 Ending goods in process ............... 20,000 
Total units to account for .......... 120,000 Total units accounted for .............. 120,000 
Direct Direct Factory 
Equivalent Units of Production (EUP) Materials Labor Overhead 
Units completed and transferred out .............. 100,000 EUP 100,000 EUP 100,000 EUP 
Units of ending goods in process 
Direct materials (20,000 X 100%) .............. 20,000 
D Direct labor (20,000 X 25%) ...............00. 5,000 
Factory overhead (20,000 X 25%) .............. 5,000 
Equivalent units of production.................... 120,000 EUP 105,000 EUP 105,000 EUP 5 
Direct Direct Factory E 
Cost per EUP Materials Labor Overhead S 
Costs of beginning goods in process ............... $ 3,300 $ 600 $ 720 Q 
Costs incurred this period ...................... 9,900 5,700 6,840 
jlotalicOstse even ery s arr Eur eter ce tents $13,200 $6,300 $7,560 
SEURT Ta arses ea sys aus lots EAER A lessee 120,000 EUP 105,000 EUP 105,000 EUP 
Cost per EVRAT E cree rer A amen ee $0.11 per EUP $0.06 per EUP $0.072 per EUP 
Cost Assignment and Reconciliation 
Costs transferred out (cost of goods manufactured) 
Direct materials (100,000 EUP Xx $0.11 per EUP) ........................00, $11,000 
Direct labor (100,000 EUP X $0.06 per EUP) ....................... 00008 6,000 
D Factory overhead (100,000 EUP X $0.072 per EUP)......................... 7,200 $24,200 
Costs of ending goods in process 
Direct materials (20,000 EUP x $0.11 per EUP) .........................00. 2,200 
Direct labor (5,000 EUP X $0.06 per EUP) ..................... 0. eee eee ee 300 
Factory overhead (5,000 EUP x $0.072 per EUP)........................00. 360 2,860 





$27,060 <— 
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materials, direct labor, and overhead costs per equivalent unit. Section ey allocates total costs 
among units worked on in the period. The $24,200 is the total cost of goods transferred out of 
the department, and the $2,860 is the cost of partially processed ending inventory units. The as- 
signed costs are then added to show that the total $27,060 cost charged to the department in 
section bd is now assigned to the units in section >. 


Quick Check Answers — p. 838 [vi 


6. Equivalent units are (a) a measure of a production department's productivity in using direct 
materials, direct labor, or overhead; (b) units of a product produced by a foreign competitor 
that are similar to units produced by a domestic company; or (c) generic units of a product 
similar to brand name units of a product. 

7. Interpret the meaning of a department's equivalent units with respect to direct labor. 

8. A department began the period with 8,000 units that were one-fourth complete with respect 
to direct labor. It completed 58,000 units, and ended with 6,000 units that were one-third 
complete with respect to direct labor. What were its direct labor equivalent units for the 
period using the weighted-average method? 

9. A process cost summary for a department has three sections. What information is presented 
in each of them? 


Transfers to Finished Goods Inventory 
and Cost of Goods Sold 


Arrow line © in Exhibit 20.4 reflects the transfer of completed products from production to 
finished goods inventory. The process cost summary shows that the 100,000 units of finished 
Profen are assigned a cost of $24,200. The entry to record this transfer follows. 


(9) Finished Goods Inventory ..............0000es sees 24,200 
Goods in Process Inventory ................-- 24,200 
To record transfer of completed units. 


The credit to Goods in Process Inventory reduces that asset balance to reflect that 100,000 units 
are no longer in production. The cost of these units has been transferred to Finished Goods In- 
ventory, which is recognized as a $24,200 increase in this asset. After this entry is posted, there 
remains a balance of $2,860 in the Goods in Process Inventory account, which is the amount com- 
puted in Step 4 previously. The cost of units transferred from Goods in Process Inventory to Fin- 
ished Goods Inventory is called the cost of goods manufactured. Exhibit 20.18 reveals the 
activities in the Goods in Process Inventory account for this period. The ending balance of this ac- 
count equals the cost assigned to the partially completed units in section & of Exhibit 20.17. 


Goods in Process Inventory Acct. No. 134 
Poe J omn [oa | cet | sane | 
Mar. | 31 


Balance 4,620 

Apr. 30 Direct materials usage 9,900 14,520 
30 Direct labor costs incurred 5,700 20,220 

30 | Factory overhead applied 6,840 27,060 

30 Transfer completed product to warehouse 24,200 2,860 


Arrow line 40 in Exhibit 20.4 reflects the sale of finished goods. Assume that GenX sold 
106,000 units of Profen this period, and that its beginning inventory of finished goods consisted 
of 26,000 units with a cost of $6,292. Also assume that its ending finished goods inventory con- 
sists of 20,000 units at a cost of $4,840. Using this information, we can compute its cost of 
goods sold for April as shown in Exhibit 20.19. 
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P4 Record the transfer of 
completed goods to 
Finished Goods Inventory 
and Cost of Goods Sold. 











Assets = Liabilities + Equity 
+24,200 
— 24,200 


EXHIBIT 20.18 


Goods in Process Inventory 


Point: We omit the journal entry for 
sales, but it totals the number of units sold 
times price per unit. 
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EXHIBIT 20.19 


Beginning finished goods inventory................ $ 6,292 
Poston Gogds:Sold + Cost of goods manufactured this period......... 24,200 
= Cost of goods available for sale ................ $30,492 
— Ending finished goods inventory................ 4,840 
= Cost of goods sold ................ 0... e eee $25,652 





The summary entry to record cost of goods sold for this period follows. 


Assets = Liabilities + Equity Cost of Goods Sold. eraen eea eee eee 25,652 
~ 25,052 ~ 25,652 Finished Goods Inventory .................00. 25,652 
To record cost of goods sold for April. 


The Finished Goods Inventory account now appears as shown in Exhibit 20.20. 


EXHIBIT 20.20 Finished Goods Inventory Acct. No. 135 


Finished Goods Inventory 





Explanation Balance 
Mar. 31 Balance 6,292 
Apr. 30 | Transfer in cost of goods manufactured 24,200 30,492 
30 | Cost of goods sold 25,652 4,840 


Summary of Cost Flows Exhibit 20.21 shows GenX’s manufacturing cost flows for 
April. Each of these cost flows and the entries to record them have been explained. The flow 
of costs through the accounts reflects the flow of production activities and products. 


EXHIBIT 20.21* E E 


Materials 


Cost Flows through GenX $11,095 F l 


| $9,900 
$1,195 
| Production 
— - ; | Beg. GIP $4,620 End. GIP 
| DM 9,900 $2,860 
Overhead ? H ; 
$245 —p> a. $6,340 FO 6,840 
l ' | DL 5,700 
E Total GIP $27,060 
$24,200 
1 $3,220 | Warehouse 
End. Inv. 
4 3 Beg. Inv. $ 6,292 
25.709 FG 24,200 an 
GAFS $30,492 
Labor 
Customers 
$8,920 
COGS 
$25,652 


* Abbreviations: GIP (goods in process); DM (direct materials); DL (direct labor); FO (factory overhead); 
FG (finished goods), GAFS (goods available for sale); COGS (cost of goods sold). 
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Trends in Process Operations 


Some of the recent trends in process operations are discussed in the following paragraphs. 


Process Design Management concerns with production efficiency can lead companies to 
entirely reorganize production processes. For example, instead of producing different types of 
computers in a series of departments, a separate work center for each computer can be estab- 
lished in one department. The process cost system is then changed to account for each work 
center’s costs. 


Just-in-Time Production Companies are increasingly adopting just-in-time techniques. 
With a just-in-time inventory system, inventory levels can be minimal. If raw materials are not 
ordered or received until needed, a Raw Materials Inventory account might be unnecessary. In- 
stead, materials cost is immediately debited to the Goods in Process Inventory account. Simi- 
larly, a Finished Goods Inventory account may not be needed. Instead, cost of finished goods 
may be immediately debited to the Cost of Goods Sold account. 


Automation Advances in technology increasingly enable companies to automate their pro- 
duction processes. This allows them to reduce direct labor costs. Reflecting this, some compa- 
nies focus on conversion costs per equivalent unit, which is the combined costs of direct labor 
and factory overhead per equivalent unit. 


Services Service-based businesses are increasingly prevalent. For routine, standardized ser- 
vices like oil changes and simple tax returns, computing costs based on the process is simpler 
and more useful than a cost per individual job. 


Customer Orientation Focus on customer orientation also leads to improved processes. 
A manufacturer of control devices improved quality and reduced production time by forming 
teams to study processes and suggest improvements. An ice cream maker studied customer 
tastes to develop a more pleasing ice cream texture. 


GLOBAL VIEW 
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As part of a series of global environmental goals, the international giant Anheuser-Busch InBev set 
targets to reduce its water usage. The company uses massive amounts of water in beer production and 
in its cleaning and cooling processes. To meet these goals, the company followed recent trends in pro- 
cess operations. These included extensive redesign of production processes and the use of advanced 
technology to increase efficiency at wastewater treatment plants. As a result water usage decreased by 
almost 37 percent in its global operations. 


Hybrid Costing System OMO Decision Analysis 


This chapter explained the process costing system and contrasted it with the job order costing system. 
Many organizations use a hybrid system that contains features of both process and job order operations. A 
recent survey of manufacturers revealed that a majority use hybrid systems. 

To illustrate, consider a car manufacturer’s assembly line. On one hand, the line resembles a process 
operation in that the assembly steps for each car are nearly identical. On the other hand, the specifications 
of most cars have several important differences. At the Ford Mustang plant, each car assembled on a 
given day can be different from the previous car and the next car. This means that the costs of materials 
(subassemblies or components) for each car can differ. Accordingly, while the conversion costs (direct 
labor and overhead) can be accounted for using a process costing system, the component costs (direct 
materials) are accounted for using a job order system (separately for each car or type of car). 

A hybrid system of processes requires a hybrid costing system to properly cost products or services. 
In the Ford plant, the assembly costs per car are readily determined using process costing. The costs of 











A 


Explain and illustrate a 
hybrid costing system. 
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additional components can then be added to the assembly costs to determine each car’s total cost (as in job 
order costing). To illustrate, consider the following information for a daily assembly process at Ford. 


Assembly process costs 


Direct materials $10,600,000 
Direct labor $5,800,000 
Factory overhead $6,200,000 
Number of cars assembled 1,000 


Costs of three different types of steering wheels $240, $330, $480 


Costs of three different types of seats $620, $840, $1,360 


The assembly process costs $22,600 per car. Depending on the type of steering wheel and seats the cus- 
tomer requests, the cost of a car can range from $23,460 to $24,440 (a $980 difference). 

Today companies are increasingly trying to standardize processes while attempting to meet individual 
customer needs. To the extent that differences among individual customers’ requests are large, under- 
standing the costs to satisfy those requests is important. Thus, monitoring and controlling both process 
and job order costs are important. 


Answer — p. 838 





©) Decision 


Entrepreneur You operate a process production company making similar products for three different 
customers. One customer demands 100% quality inspection of products at your location before shipping. 
The added costs of that inspection are spread across all customers, not just the one demanding it. If you 
charge the added costs to that customer, you could lose that customer and experience a loss. Moreover, 
your other two customers have agreed to pay 110% of full costs. What actions (if any) do you take? Hl 


DEMONSTRATION PROBLEM 


Pennsylvania Company produces a product that passes through a single production process. Then com- 
pleted products are transferred to finished goods in its warehouse. Information related to its manufacturing 
activities for July follows. 


Raw Materials Production Department 


Beginning inventory ..................05. $100,000 Beginning goods in process inventory (units)....... 5,000 
Raw materials purchased on credit ......... 211,400 Percentage completed—Materials ............. 100% 
Direct materials used .................... (190,000) Percentage completed—Labor and overhead .... 60% 
Indirect materials used ................... (51,400) Beginning goods in process inventory (costs) 
Ending inventory o.....6.6<.6.61¢ ssepereeiers soereie cusise $ 70,000 Direct materials used n $ 20,000 
Factory Payroll Direct labor incurred ee eee 9,600 
Direct labor incurred e $ 55,500 Sree applied (200 2 cfdirect Bocni eal 
Indirect labor incurred ..................- 50,625 Homaliegsts of besinningisood inpro c-> recta 2248800 
Total payroll (paid in cash).............--.. $106,125 Units started this period....................0.. 20,000 
Factory Overhead Units completed this period .................... 17,000 
Indirect materials used ..................- $ 51,400 Ending goods in process inventory (units) ......... 8,000 
Indirect labor used ...................06- 50,625 Percentage completed—Materials ............. 100% 
Otheroyerheadicosts entries rrr 71,725 Percentage completed—Labor and overhead .... 20% 
Total factory overhead incurred ............ $173,750 


Finished Goods Inventory 


Factory Overhead Applied Beginning finished goods inventory............. $ 96,400 
Overhead applied (200% of direct labor) ..... $111,000 Cost transferred in from production ........... 321,300 
Cost of goods sold si oo re ates sare seers siete (345,050) 


Ending finished goods inventory ............... $ 72,650 
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Required 
1. Prepare a physical flow reconciliation for July as illustrated in Exhibit 20.12. 
2. Compute the equivalent units of production in July for direct materials, direct labor, and factory overhead. 


3. Compute the costs per equivalent units of production in July for direct materials, direct labor, and 
factory overhead. 


4. Prepare a report of costs accounted for and a report of costs to account for. 


5. Prepare summary journal entries to record the transactions and events of July for (a) raw materials 
purchases, (b) direct materials usage, (c) indirect materials usage, (d) factory payroll costs, (e) direct 
labor usage, (f) indirect labor usage, (g) other overhead costs (credit Other Accounts), (h) application 
of overhead to production, (i) transfer of finished goods from production, and (j) the cost of goods sold. 


PLANNING THE SOLUTION 


© Track the physical flow to determine the number of units completed in July. 
© Compute the equivalent unit of production for direct materials, direct labor, and factory overhead. 


@ Compute the costs per equivalent unit of production with respect to direct materials, direct labor, and 
overhead; and determine the cost per unit for each. 


@ Compute the total cost of the goods transferred to production by using the equivalent units and unit 
costs. Determine (a) the cost of the beginning in-process inventory, (b) the materials, labor, and over- 
head costs added to the beginning in-process inventory, and (c) the materials, labor, and overhead costs 
added to the units started and completed in the month. 


© Determine the cost of goods sold using balances in finished goods and cost of units completed this period. 
© Use the information to record the summary journal entries for July. 


SOLUTION TO DEMONSTRATION PROBLEM 


1. Physical flow reconciliation. 


Units to Account For Units Accounted For 





Beginning goods in Units completed and 
process inventory ......... 5,000 units transferred Out. -sereen eene 17,000 units 
Units started this period...... 20,000 units Ending goods in process inventory...... 8,000 units 
Total units to account for ..... 25,000 units Total units accounted for............. 25,000 units 
$ reconciled f 

















2. Equivalent units of production. 








Direct Factory 

Equivalent Units of Production Materials Overhead 
Equivalent units completed and transferred out ......... 17,000 EUP 17,000 EUP 17,000 EUP 
Equivalent units in ending goods in process 

Direct materials (8,000 X 100%) ................... 8,000 

Direct labor (8,000 X 20%) ..................2000. 1,600 

Factory overhead (8,000 X 20%) ................... 1,600 
Equivalent units of production ....................00. 25,000 EUP 18,600 EUP 18,600 EUP 








3. Costs per equivalent unit of production. 











Direct Direct Factory 
Costs per Equivalent Unit of Production Materials Labor Overhead 
Costs of beginning goods in process .......... $ 20,000 $ 9,600 $ 19,200 
Costs incurred this period .................. 190,000 55,500 111,000* 
motal costs eae cake sie are vie oe seiner tere $210,000 $65,100 $130,200 
+ Equivalent units of production (from part 2) . . 25,000 EUP 18,600 EUP 18,600 EUP 
= Costs per equivalent unit of production ..... $8.40 per EUP $3.50 per EUP $7.00 per EUP 





*Factory overhead applied 
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4. Reports of costs accounted for and of costs to account for 


Report of Costs Accounted For 


Cost of units transferred out (cost of goods manufactured) 


Direct materials ($8.40 per EUP X 17,000 EUP) ......................0. 


Direct labor ($3.50 per EUP X 17,000 EUP) 


Cost of units completed this period 


Cost of ending goods in process inventory 
Direct materials ($8.40 per EUP X 8,000 EUP) .....................05. 
Direct labor ($3.50 per EUP x 1,600 EUP) EE 
Factory overhead ($7.00 per EUP X 1,600 EUP) ....................... 
Cost of ending goods in process inventory ................eeeeeeeeeeee 


Total costs accounted for ............. 0. e ccc eee eee ene 


Factory overhead ($7.00 per EUP X 17,000 EUP) ...................... 


$142,800 
59,500 
119,000 
$ 321,300 
67,200 
5,600 
11,200 
84,000 
$405,300 


Report of Costs to Account For 


Cost of beginning goods in process inventory 
Direct materials 


Direct labors e e onc neuen ERRENA tains Settee A E steers sce EEE S 


Cost incurred this period 

Directmaterials c errssanr inerant earan wav tengo ani IE EE EETA 
Direct labor sorire reseno aooaa vac ra EEEE TE E ORE ES 
Factory Overhead sorene ease e e inva RNE E EEE EE IRESE TE ope Ea 


Total costs to accountfOrec ccs cece nee eaaa aeae 


5. Summary journal entries for the transactions and events in July. 


Raw Materials Inventory .................... 211,400 g. Factory Overhead................ 
Accounts Payable -u sse eeso sare so esi saisie 211,400 Other Accounts.............- 
To record raw materials purchases. To record other overhead costs. 
Goods in Process Inventory ................. 190,000 h. Goods in Process Inventory ....... 
Raw Materials Inventory ................ 190,000 Factory Overhead........... 


To record direct materials usage. 
Factory Overhead a5. oeeo te eoa ea e stor « 51,400 


Raw Materials Inventory ................ 51,400 Goods in Process Inventory ... 
To record indirect materials usage. To record transfer of finished goods 
Factonyabay cee 106,125 from production. 
Cashi aan eee ene ree errs 106,125 j. Cost of Goods Sold.............. 
To record factory payroll costs. Finished Goods Inventory..... 
Goods in Process Inventory ................. 55,500 To record cost of goods sold. 
Factory Payroll one cra esenee e a 55,500 
To record direct labor usage. 
Factory Overhead ..............0. 000 eee 50,625 
Factory Payroll «ouae eeo eenean e 50,625 


To record indirect labor usage. 


To record application of overhead. 


Finished Goods Inventory......... 

















E. 
oO 
$ 20,000 = 
9,600 S 
19,200 $ 48800 |£ 
190,000 
55,500 
111,000 356,500 
$405,300 
PTAA 71,725 
EOE 71,725 
P 111,000 
ESEA 111,000 
ETARE 321,300 
EA 321,300 
AAS 345,050 
TEET 345,050 
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APPENDIX 


FIFO Method of Process Costing NA 








The FIFO method of process costing assigns costs to units assuming a first-in, first-out flow of product. 
The objectives, concepts, and journal entries (not amounts) are the same as for the weighted-average 
method, but computation of equivalent units of production and cost assignment are slightly different. 


C Explain and illustrate the 
accounting for production 
activity using FIFO. 











Exhibit 20A.1 shows selected information from GenX’s production department for the month of April. 
Accounting for a department’s activity for a period includes four steps: (1) determine physical flow, (2) 
compute equivalent units, (3) compute cost per equivalent unit, and (4) determine cost assignment and 
reconciliation. This appendix describes each of these steps using the FIFO method for process costing. 


EXHIBIT 20A.1 


Beginning goods in process inventory (March 31) Bodden 
roduction Data 


Unitsiof producta ye a a a E E E I cian etelsieree ats 30,000 units 
Percentage of completion—Direct materials ................. 100% 
Percentage of completion—Direct labor .................... 65% 
Direct materialsicosts: oeer aa aoee cue sear causenas ene nee $ 3,300 
Direct labor Costs tac cists eee hws acta ea ia A T a ie ace $ 600 
Factory overhead costs applied (120% of direct labor) ......... $ 720 
Activities during the current period (April) 
Units!started this period eec cane eee e e ensue coerce 90,000 units 
Units transferred out (completed) ...................2.0005. 100,000 units 
Direct materials: costs... a:.ncoc50 sere cne sane ewes whose ene $ 9,900 
Direct labor Costs wero tay wna era uu ene oie neue A A ES $ 5,700 
Factory overhead costs applied (120% of direct labor).......... $ 6,840 
Ending goods in process inventory (April 30) 
Unitsiof producti mea ee eae eea e E EE E T 20,000 units 
Percentage of completion—Direct materials ................. 100% 
Percentage of completion—Direct labor .................... 25% 


Step 1: Determine Physical Flow of Units A physical flow reconciliation is a report that 
reconciles (1) the physical units started in a period with (2) the physical units completed in that period. 
The physical flow reconciliation for GenX is shown in Exhibit 20A.2 for April. 


Units to Account For Units Accounted For EXHIBIT 20A.2 


Physical Flow Reconciliation 











Beginning goods in Units completed and 
process inventory ........ 30,000 units transferred out................05 100,000 units 
Units started this period..... 90,000 units Ending goods in process inventory .... 20,000 units 
Total units to account for .... 120,000 units Total units accounted for............ 120,000 units 
i reconciled 1 











FIFO assumes that the 100,000 units transferred to finished goods during April include the 30,000 units 
from the beginning goods in process inventory. The remaining 70,000 units transferred out are from 
units started in April. Of the total 90,000 units started in April, 70,000 were completed, leaving 20,000 units 
unfinished at period-end. 


Step 2: Compute Equivalent Units of Production—FIFO GenX used its direct materials, 
direct labor, and overhead both to make complete units of Profen and to start some units that are not yet 
complete. We need to convert the physical measure of units to equivalent units based on how much of each 
input has been used. We do this by multiplying the number of physical units by the percentage of process- 
ing applied to those units in the current period; this is done for each input (materials, labor, and overhead). 
The FIFO method accounts for cost flow in a sequential manner—earliest costs are the first to flow out. 
(This is different from the weighted-average method, which combines prior period costs—those in begin- 
ning Goods in Process Inventory—with costs incurred in the current period.) 


834 


EXHIBIT 20A.3 


Equivalent Units of 
Production—FIFO 


EXHIBIT 20A.4 


Cost per Equivalent Unit of 
Production—FIFO 
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Three distinct groups of units must be considered in determining the equivalent units of production 
under the FIFO method: (a) units in beginning Goods in Process Inventory that were completed 
this period, (b) units started and completed this period, and (c) units in ending Goods in Process Inventory. 
We must determine how much material, labor, and overhead are used for each of these unit groups. These 
computations are shown in Exhibit 20A.3. The remainder of this section explains these computations. 


Direct Direct Factory 


Equivalent Units of Production Materials Labor Overhead 





(a) Equivalent units to complete beginning goods in process 

Direct materials (30,000 X 0%) ............... 0 cee eee 0 EUP 

Direct labor (30,000 X 35%) PPRT 6. cece cece eee ee 10,500 EUP 

Factory overhead (30,000 X 35%)..................0005. 10,500 EUP 
(b) Equivalent units started and completed* .................... 70,000 70,000 70,000 
(c) Equivalent units in ending goods in process 

Direct materials (20,000 X 100%) ....................00. 20,000 

Direct labor (20,000 < 25%) ......... 02. cece cece ee eee 5,000 

Factory overhead (20,000 X 25%) ...............0e eee 5,000 

Equivalent units of production ......................00 eee 90,000 EUP 85,500 EUP 85,500 EUP 








*Units completed this period ................00. 100,000 units 
Less units in beginning goods in process ......... 30,000 
Units started and completed this period .......... 70,000 units 





(a) Beginning Goods in Process Under FIFO, we assume that production first completes any units started 
in the prior period. There were 30,000 physical units in beginning goods in process inventory. Those units 
were 100% complete with respect to direct materials as of the end of the prior period. This means that no 
materials (0%) are needed in April to complete those 30,000 units. So the equivalent units of materials to 
complete beginning goods in process are zero (30,000 X 0%)—-see first row under row “(a)” in Exhibit 20A.3. 
The units in process as of April 1 had already been through 65% of production prior to this period and 
need only go through the remaining 35% of production. The equivalent units of labor to complete the 
beginning goods in process are 10,500 (30,000 X 35%)—-see the second row under row “(a).” This im- 
plies that the amount of labor required this period to complete the 30,000 units started in the prior period 
is the amount of labor needed to make 10,500 units, start-to-finish. Finally, overhead is applied based on 
direct labor costs, so GenX computes equivalent units for overhead as it would for direct labor. 


(b) Units Started and Completed This Period After completing any beginning goods in process, FIFO 
assumes that production begins on newly started units. GenX began work on 90,000 new units this period. 
Of those units, 20,000 remain incomplete at period-end. This means that 70,000 of the units started in 
April were completed in April. These complete units have received 100% of materials, labor, and over- 
head. Exhibit 20A.3 reflects this by including 70,000 equivalent units (70,000 xX 100%) of materials, la- 
bor, and overhead in its equivalent units of production—see row “(b).” 


(c) Ending Goods in Process The 20,000 units started in April that GenX was not able to complete by 
period-end consumed materials, labor, and overhead. Specifically, those 20,000 units received 100% of 
materials and, therefore, the equivalent units of materials in ending goods in process inventory are 20,000 
(20,000 xX 100%)—-see the first row under row “(c).” For labor and overhead, the units in ending goods in 
process were 25% complete in production. This means the equivalent units of labor and overhead for those 
units are 5,000 (20,000 x 25%) as GenX incurs labor and overhead costs uniformly throughout its produc- 
tion process. Finally, for each input (direct materials, direct labor, and factory overhead), the equivalent 
units for each of the unit groups (a), (b), and (c) are added to determine the total equivalent units of pro- 
duction with respect to each—see the final row in Exhibit 20A.3. 


Step 3: Compute Cost per Equivalent Unit—FIFO To compute cost per equivalent 
unit, we take the product costs (for each of direct materials, direct labor, and factory overhead from 
Exhibit 20A.1) added in April and divide by the equivalent units of production from step 2. Exhibit 20A.4 
illustrates these computations. 





Direct Direct Factory 
Cost per Equivalent Unit of Production Materials Labor Overhead 
Costs incurred this period ....................000005 $9,900 $5,700 $6,840 
+ Equivalent units of production (from Step 2) ......... 90,000 EUP 85,500 EUP 85,500 EUP 





Cost per equivalent unit of production ............... $0.11 per EUP $0.067 per EUP $0.08 per EUP 
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It is essential to compute costs per equivalent unit for each input because production inputs are added at 
different times in the process. The FIFO method computes the cost per equivalent unit based solely on this 
period’s EUP and costs (unlike the weighted-average method, which adds in the costs of the beginning 
goods in process inventory). 


Step 4: Assign and Reconcile Costs The equivalent units determined in step 2 and the cost 
per equivalent unit computed in step 3 are both used to assign costs (1) to units that the production depart- 
ment completed and transferred to finished goods and (2) to units that remain in process at period-end. 

In Exhibit 20A.5, under the section for cost of units transferred out, we see that the cost of units completed 
in April includes the $4,620 cost carried over from March for work already applied to the 30,000 units that 
make up beginning Goods in Process Inventory, plus the $1,544 incurred in April to complete those units. 
This section also includes the $17,990 of cost assigned to the 70,000 units started and completed this period. 
Thus, the total cost of goods manufactured in April is $24,154 ($4,620 + $1,544 + $17,990). The average 
cost per unit for goods completed in April is $0.242 ($24,154 + 100,000 completed units). 


Cost of units transferred out (cost of goods manufactured) 


Cost of beginning goods in process inventory.............000eeeee eee eee $ 4,620 
Cost to complete beginning goods in process 

Direct materials ($0.1 | per EUP X 0 EUP).........................08. $ 0 

Direct labor ($0.067 per EUP X 10,500 EUP) .......................0. 704 

Factory overhead ($0.08 per EUP X 10,500 EUP) ...................... 840 1,544 
Cost of units started and completed this period 

Direct materials ($0.11 per EUP X 70,000 EUP) ....................... 7,700 

Direct labor ($0.067 per EUP X 70,000 EUP) ......................0.. 4,690 

Factory overhead ($0.08 per EUP X 70,000 EUP) ...................... 5,600 17,990 

Total cost of units finished this period -n e e 8 24,154 
Cost of ending goods in process inventory 

Direct materials ($0.11 per EUP X 20,000 EUP) ....................... 2,200 

Direct labor ($0.067 per EUP X 5,000 EUP) ........................0. 335 

Factory overhead ($0.08 per EUP X 5,000 EUP) ....................... 400 

Total cost of ending goods in process inventory .................eeee0e 2,935 
Total costs accounted for ccce osccasa cies ai onee EEE E EES $27,089 





The computation for cost of ending goods in process inventory is in the lower part of Exhibit 20A.5. The 
cost of units in process includes materials, labor, and overhead costs corresponding to the percentage of 
these resources applied to those incomplete units in April. That cost of $2,935 ($2,200 + $335 + $400) 
also is the ending balance for the Goods in Process Inventory account. 

Management verifies that the total costs assigned to units transferred out and units still in process equal 
the total costs incurred by production. We reconcile the costs accounted for (in Exhibit 20A.5) to the costs 
that production was charged for as shown in Exhibit 20A.6. 


Cost of beginning goods in process inventory 


Directsimatenialsan crs A caverta ana AE N a AA A E $3,300 

Direct labor fy no sraa EEEE EA EE E E OE T 600 

Factory overNhea daaa Ar A A E A e twas A E 720 $ 4,620 
Costs incurred this period 

Deetman E A E E 9,900 

Direct labor met a a A A AA AAA A N A A E AA 5,700 

Factory overhead messo nere ta o avers EEn E A E A EE E 6,840 22,440 
Total costs to account fok -oo oeenn meea an a ea a E ene este $27,060 





The production manager is responsible for $27,060 in costs: $4,620 that had been assigned to the department’s 
Goods in Process Inventory as of April 1 plus $22,440 of materials, labor, and overhead costs the department 
incurred in April. At period-end, the manager must identify where those costs were assigned. The production 
manager can report that $24,154 of cost was assigned to units completed in April and $2,935 was assigned to 
units still in process at period-end. The sum of these amounts is $29 different from the $27,060 total costs in- 
curred by production due to rounding in step 3—rounding errors are common and not a concern. 

The final report is the process cost summary, which summarizes key information from Exhibits 20A.3, 
20A.4, 20A.5, and 20A.6. Reasons for the summary are to (1) help managers control and monitor costs, 
(2) help upper management assess department manager performance, and (3) provide cost information for 
financial reporting. The process cost summary, using FIFO, for GenX is in Exhibit 20A.7. Section D lists 


EXHIBIT 20A.5 


Report of Costs Accounted 
For—FIFO 


EXHIBIT 20A.6 


Report of Costs to 
Account For—FIFO 
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EXHIBIT 20A.7 


Process Cost Summary 
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GenX COMPANY 


Process Cost Summary 
For Month Ended April 30, 2011 


Costs charged to production 


Costs of beginning goods in process inventory 


Direcomaterials kee see ert c eg AE T Sletten in PER malate he Ow RIES Ee ae $3,300 
Diirectilab ore ie eres rie EEIE tay T E E ETSE STE NTT 600 
Factory overhead Toe naia ea E R Sister Sie a er E E A AE AE a s _ 720 $ 4,620 
®© Costs incurred this period 
Direcematerial s naar a a A I AI E A NAN A A E ie 9,900 
Directa DOr rer se oe es oars ese A E A A Ie le oe T 5,700 
Factory overhead) mrn reaa ae aa a EREE E E U LE OEE RE S E RUE EISI _6,840 22,440 
Total: costs to accountior oneer e e e wus e E EE E E E F $27,060 <— 
Unit cost information 
Units to account for Units accounted for 
Beginning goods in process......... 30,000 Transferred out................. 100,000 
Units started this period........... 90,000 Ending goods in process .......... 20,000 
Total units to account for .......... 120,000 Total units accounted for ......... 120,000 
Direct Direct Factory 
Equivalent units of production Materials Labor Overhead 
Equivalent units to complete beginning goods 
in process 
Direct materials (30,000 X 0%) ............. 0 EUP 
Direct labor (30,000 X 35%) ............... 10,500 EUP 
D Factory overhead (30,000 X 35%) ........... 10,500 EUP 
Equivalent units started and completed ......... 70,000 70,000 70,000 
Equivalent units in ending goods in process 
Direct materials (20,000 X 100%) ........... 20,000 
Direct labor (20,000 X 25%) ............... 5,000 
Factory overhead (20,000 X 25%) ........... 5000 
Equivalent units of production ................ 90,000 EUP 85,500 EUP 85,500 EUP 
Direct Direct Factory 
Cost per equivalent unit of production Materials Labor Overhead g 
Costs incurred this period ................... $9,900 $5,700 $6,840 a 
+ Equivalent units of production .............. 90,000 EUP 85,500 EUP 85,500 EUP 8 
Cost per equivalent unit of production ......... $0.11 per EUP $0.067 per EUP $0.08 per EUP T 
Cost assignment and reconciliation 
(cost of units completed and transferred out) 
Cost of beginning goods in process asse nesen rase ee ee cece ea e e es $ 4,620 
Cost to complete beginning goods in process 
Direct materials ($0.11 per EUP X 0 EUP) ETE e cece eee eee eee $ 0 
Direct labor ($0.067 per EUP Xx 10,500 EUP)....................... esse eee 704 
Factory overhead ($0.08 per EUP X 10,500 EUP) .......................005. _ 840 1,544 
Cost of units started and completed this period 
O Direct materials ($0.11 per EUP X 70,000 EUP) .........................00. 7,700 
Direct labor ($0.067 per EUP X 70,000 EUP)..................0. 0c eee eee eee 4,690 
Factory overhead ($0.08 per EUP X 70,000 EUP) .......................005- _5,600 17,990 
Total cost of units finished this period ............... 0... cece cece cece eee neces 24,154 
Cost of ending goods in process 
Direct materials ($0.11 per EUP X 20,000 EUP) .........................05. 2,200 
Direct labor ($0.067 per EUP < 5,000 EUP)................... 0c eee eee eee 335 
Factory overhead ($0.08 per EUP Xx 5,000 EUP) .........................08. __400 
Motallcost of ending goods in process ann terr ter atetr tent eter teen erst istry el 2,935 
Total: costs:accaunted fore renoneer ere ne ok ee me een ems wu Wee a hee $27,089*<— 
































*$29 difference due to rounding 
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the total costs charged to the department, including direct materials, direct labor, and overhead costs 


incurred, as well as the cost of the beginning goods in process inventory. Section 


describes the equiva- 


lent units of production for the department. Equivalent units for materials, labor, and overhead are 
in separate columns. It also reports direct materials, direct labor, and overhead costs per equivalent unit. 


Section & allocates total costs among units worked on in the period. 


© Decision 


Answer — p. 838 





Cost Manager 


As cost manager for an electronics manufacturer, you apply a process costing system 


using FIFO. Your company plans to adopt a just-in-time system and eliminate inventories. What is the 
impact of the use of FIFO (versus the weighted-average method) given these plans? E 


Summary 


C1 Explain process operations and the way they differ from 

job order operations. Process operations produce large quan- 
tities of similar products or services by passing them through a se- 
ries of processes, or steps, in production. Like job order operations, 
they combine direct materials, direct labor, and overhead in the op- 
erations. Unlike job order operations that assign the responsibility 
for each job to a manager, process operations assign the responsibil- 
ity for each process to a manager. 


C2 Define and compute equivalent units and explain their 

use in process cost accounting. Equivalent units of produc- 
tion measure the activity of a process as the number of units that 
would be completed in a period if all effort had been applied to 
units that were started and finished. This measure of production 
activity is used to compute the cost per equivalent unit and to as- 
sign costs to finished goods and goods in process inventory. To 
compute equivalent units, determine the number of units that 
would have been finished if all materials (or labor or overhead) 
had been used to produce units that were started and completed 
during the period. The costs incurred by a process are divided by 
its equivalent units to yield cost per unit. 


C3 Define and prepare a process cost summary and describe 

its purposes. A process cost summary reports on the activities 
of a production process or department for a period. It describes the 
costs charged to the department, the equivalent units of production 
for the department, and the costs assigned to the output. The report 
aims to (1) help managers control their departments, (2) help factory 
managers evaluate department managers’ performances, and (3) 
provide cost information for financial statements. A process cost 
summary includes the physical flow of units, equivalent units of 
production, costs per equivalent unit, and a cost reconciliation. It re- 
ports the units and costs to account for during the period and how 
they were accounted for during the period. In terms of units, the 
summary includes the beginning goods in process inventory and the 
units started during the month. These units are accounted for in 
terms of the goods completed and transferred out, and the ending 
goods in process inventory. With respect to costs, the summary in- 
cludes materials, labor, and overhead costs assigned to the process 
during the period. It shows how these costs are assigned to goods 
completed and transferred out, and to ending goods in process 
inventory. 


C 4 Explain and illustrate the accounting for production activ- 
ity using FIFO. The FIFO method for process costing is 


applied and illustrated to (1) report the physical flow of units, (2) 
compute the equivalent units of production, (3) compute the cost per 
equivalent unit of production, and (4) assign and reconcile costs. 


M Compare process cost accounting and job order cost ac- 

counting. Process and job order manufacturing operations are 
similar in that both combine materials, labor, and factory overhead 
to produce products or services. They differ in the way they are or- 
ganized and managed. In job order operations, the job order cost ac- 
counting system assigns materials, labor, and overhead to specific 
jobs. In process operations, the process cost accounting system as- 
signs materials, labor, and overhead to specific processes. The total 
costs associated with each process are then divided by the number 
of units passing through that process to get cost per equivalent unit. 
The costs per equivalent unit for all processes are added to deter- 
mine the total cost per unit of a product or service. 


Explain and illustrate a hybrid costing system. A hybrid 

costing system contains features of both job order and pro- 
cess costing systems. Generally, certain direct materials are ac- 
counted for by individual products as in job order costing, but 
direct labor and overhead costs are accounted for similar to pro- 
cess costing. 


P1 Record the flow of direct materials costs in process cost ac- 

counting. Materials purchased are debited to a Raw Materials 
Inventory account. As direct materials are issued to processes, they 
are separately accumulated in a Goods in Process Inventory account 
for that process. 


P2 Record the flow of direct labor costs in process cost account- 

ing. Direct labor costs are initially debited to the Factory Payroll 
account. The total amount in it is then assigned to the Goods in Pro- 
cess Inventory account pertaining to each process. 


P3 Record the flow of factory overhead costs in process cost 

accounting. The different factory overhead items are first ac- 
cumulated in the Factory Overhead account and are then allocated, 
using a predetermined overhead rate, to the different processes. 
The allocated amount is debited to the Goods in Process Inventory 
account pertaining to each process. 


P 4 Record the transfer of completed goods to Finished Goods 

Inventory and Cost of Goods Sold. As units complete the final 
process and are eventually sold, their accumulated cost is transferred 
to Finished Goods Inventory and finally to Cost of Goods Sold. 
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Guidance Answers to Decision Maker and Decision Ethics 


Budget Officer By instructing you to classify a majority of costs 
as indirect, the manager is passing some of his department’s costs to 
a common overhead pool that other departments will partially absorb. 
Since overhead costs are allocated on the basis of direct labor for this 
company and the new department has a relatively low direct labor 
cost, the new department will be assigned less overhead. Such action 
suggests unethical behavior by this manager. You must object to such 
reclassification. If this manager refuses to comply, you must inform 
someone in a more senior position. 


Entrepreneur By spreading the added quality-related costs 
across three customers, the entrepreneur is probably trying to remain 
competitive with respect to the customer that demands the 100% 


Guidance Answers to Quick Checks 


1. c 

2. When a company produces large quantities of similar products/ 
services, a process cost system is often more suitable. 

3. b 

4. The costs are direct materials, direct labor, and overhead. 

5. A goods in process inventory account is needed for each produc- 
tion department. 

6. a 

7. Equivalent units with respect to direct labor are the number of 
units that would have been produced if all labor had been used on 
units that were started and finished during the period. 
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quality inspection. Moreover, the entrepreneur is partly covering the 
added costs by recovering two-thirds of them from the other two 
customers who are paying 110% of total costs. This act likely 
breaches the trust placed by the two customers in this entrepreneur’s 
application of its costing system. The costing system should be 
changed, and the entrepreneur should consider renegotiating the pric- 
ing and/or quality test agreement with this one customer (at the risk 
of losing this currently loss-producing customer). 


Cost Manager Differences between the FIFO and weighted- 


average methods are greatest when large work in process inventories 
exist and when costs fluctuate. The method used if inventories are 


eliminated does not matter; both produce identical costs. 


a Units completed and transferred out......... 58,000 EUP 
Units of ending goods in process 

Direct labor (6,000 X 1/3)............... 2,000 EUP 

Units of production....................00. 60,000 EUP 


9. The first section shows the costs charged to the department. The 
second section describes the equivalent units produced by the 
department. The third section shows the assignment of total costs 
to units worked on during the period. 


Key Terms mhhe.com/wildFAP20e 


Conversion costs per equivalent unit (p. 829) | FIFO method (p. 833) 
Cost of goods manufactured (p. 827) 
Equivalent units of production system (p. 817) 


(EUP) (p. 821) 


Multiple Choice Quiz 


Job order cost accounting 


Materials consumption report (p. 818) 


Answers on p. 855 


Process cost accounting system (p. 817) 
Process cost summary (p. 826) 


Process operations (p. 814) 
Weighted-average method (p. 824) 












mhhe.com/wildFAP20e 


Additional Quiz Questions are available at the book’s Website. 


1. Equivalent units of production are equal to 

a. Physical units that were completed this period from all ef- 

fort being applied to them. 

b. The number of units introduced into the process this period. 
. The number of finished units actually completed this period. 
. The number of units that could have been started and com- 

pleted given the cost incurred. 

e. The number of units in the process at the end of the period. 


ao 


2. Recording the cost of raw materials purchased for use in a 
process costing system includes a 

. Credit to Raw Materials Inventory. 

. Debit to Goods in Process Inventory. 

. Debit to Factory Overhead. 

. Credit to Factory Overhead. 

. Debit to Raw Materials Inventory. 


onaQanun 9 


3. 


Icon denotes assignments that involve decision making. 


Chapter 20 Process Cost Accounting 


The production department started the month with a beginning 
goods in process inventory of $20,000. During the month, it 
was assigned the following costs: direct materials, $152,000; 
direct labor, $45,000; overhead applied at the rate of 40% of 
direct labor cost. Inventory with a cost of $218,000 was trans- 
ferred to finished goods. The ending balance of goods in pro- 
cess inventory is 

- $330,000. 

- $ 17,000. 

- $220,000. 

- $112,000. 

e. $118,000. 


aaron 


. A company’s beginning work in process inventory consists of 


10,000 units that are 20% complete with respect to direct labor 
costs. A total of 40,000 units are completed this period. There 
are 15,000 units in goods in process, one-third complete for 
direct labor, at period-end. The equivalent units of production 
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(EUP) with respect to direct labor at period-end, assuming the 
weighted-average method, are 

a. 45,000 EUP. 

b. 40,000 EUP. 

c. 5,000 EUP. 

d. 37,000 EUP. 

e. 43,000 EUP. 


. Assume the same information as in question 4. Also assume 


that beginning work in process had $6,000 in direct labor cost 
and that $84,000 in direct labor is added during this period. 
What is the cost per EUP for labor? 

a. $0.50 per EUP 

b. $1.87 per EUP 

c. $2.00 per EUP 

d. $2.10 per EUP 

e. $2.25 per EUP 








Assume the weighted-average inventory method is used for all assignments unless stated differently. 








Superscript letter A denotes assignments based on Appendix 20A. 


Discussion Questions 


1. 


2. 


Can services be delivered by means of process operations? 
Support your answer with an example. 

What is the main factor for a company in choosing be- 
tween the job order costing and process costing accounting 
systems? Give two likely applications of each system. 


- Identify the control document for materials flow when a mate- 


rials requisition slip is not used. 


. The focus in a job order costing system is the job or batch. 


Identify the main focus in process costing. 


. Are the journal entries that match cost flows to product flows 


in process costing primarily the same or much different than 
those in job order costing? Explain. 


Explain in simple terms the notion of equivalent units of 


production (EUP). Why is it necessary to use EUP in process 
costing? 


: @ What are the two main inventory methods used in process 


costing? What are the differences between these methods? 


: @ Why is it possible for direct labor in process operations to 


include the labor of employees who do not work directly on 
products or services? 


. Assume that a company produces a single product by pro- 


cessing it first through a single production department. Direct 


m connect 


For each of the following products and services, indicate whether it is most likely produced in a process 


operation or in a job order operation. 


1. Luxury cars 


2. Vanilla ice cream 


3. Apple juice 


4. Tennis courts 


10. 


11. 


12. 


13. 


14. 


15. 


16. 


labor costs flow through what accounts in this company’s 
process cost system? 

After all labor costs for a period are allocated, what balance 
should remain in the Factory Payroll account? 

Is it possible to have under- or overapplied overhead costs 
in a process cost accounting system? Explain. 

Explain why equivalent units of production for both direct 
labor and overhead can be the same as, and why they can be 
different from, equivalent units for direct materials. 


Companies such as Palm apply process operations. 

; : Palim 
List the four steps in accounting for production ac- 

tivity in a reporting period (for process operations). 
Companies such as Nokia commonly prepare a NOKIA 


process cost summary. What purposes does a 
process cost summary serve? 

Are there situations where Research In Motion 
can use process costing? Identify at least one and ex- 
plain it. 


RIM 


Apple produces iMacs with a multiple produc- 
tion line. Identify and list some of its production pro- 
cessing steps and departments. 


Apple 


QUICK STUDY 


QS 20-1 


Process vs. job order operations 


C1 
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QS 20-2 
Recording costs of direct 
materials P1 


Sturdy Packaging makes cardboard shipping cartons in a single operation. This period, Sturdy purchased 
$125,000 in raw materials. Its production department requisitioned $90,000 of those materials for use in 
producing cartons. Prepare journal entries to record its (1) purchase of raw materials and (2) requisition of 
direct materials. 





QS 20-3 


Recording costs of direct labor 


P2 


Refer to the information in QS 20-2. Sturdy Packaging incurred $165,000 in factory payroll costs, of 
which $110,000 was direct labor. Prepare journal entries to record its (1) total factory payroll incurred and 
(2) direct labor used in production. 





QS 20-4 
Recording costs of factory 
overhead 


P3 


Refer to the information in QS 20-2 and QS 20-3. Sturdy Packaging requisitioned $62,000 of indirect 
materials from its raw materials and used $55,000 of indirect labor in its production of boxes. Also, it 
incurred $220,000 of other factory overhead costs. It applies factory overhead at the rate of 130% of 
direct labor costs. Prepare journal entries to record its (1) indirect materials requisitioned, (2) indirect 
labor used in production, (3) other factory overhead costs incurred, and (4) application of overhead to 
production. 





QS 20-5 
Recording transfer of costs to 
finished goods P4 


Refer to the information in QS 20-2, QS 20-3, and QS 20-4. Sturdy Packaging completed 175,000 boxes 
costing $335,000 and transferred them to finished goods. Prepare its journal entry to record the transfer of 
the boxes from production to finished goods inventory. 





QS 20-6 
Computing equivalent units 
of production 


The following refers to units processed in Heath Printing’s binding department in June. Compute the total 
equivalent units of production with respect to labor for June using the weighted-average inventory 
method. 








(2 
Units of Percent of 
Product Labor Added 
Beginning goods in process............ 150,000 85% 
Goodsistanted ce eco 310,000 100 
Goods completed ................... 340,000 100 
Ending goods in process .............. 120,000 25 
QS 20-7 The cost of beginning inventory plus the costs added during the period should equal the cost of units 


Computing EUP cost (2 


plus the cost of 











QS 20-8 
Hybrid costing A2 


Explain how a car maintenance and repair garage might use a hybrid costing system. 








QS 20-94 Refer to QS 20-6 and compute the total equivalent units of production with respect to labor for June using 
Computing equivalent the FIFO inventory method. 

units—FIFO C4 

QS 20-10 Put the four steps in accounting for production activities in the order in which they would occur. 


Steps in process costing 


C3 


a. Assign and reconcile costs 

b. Compute the cost per equivalent unit 

c. Compute equivalent units of production 
d. Determine physical flow of units 
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List the headings of the three major sections of a process cost summary. Refer to Exhibit 20.17. 


QS 20-11 
Process cost summary 03 





Anheuser-Busch InBey is attempting to reduce its water usage. How could a company manager use a 
process cost summary to determine if the program to reduce water usage is successful? 


Qs 20-12 
Process cost summary 03 





Label each statement below as either true (“T”) or false (“F”). 


1. Job order and process operations both combine materials, labor, and overhead in producing products 
or services. 


2. Costs per job are computed in both job order and process costing systems. 
3. Service companies are not able to use process costing. 


4. The cost per equivalent unit is computed as the total costs of a process divided by the number of 
equivalent units passing through that process. 


m connect 


Match each of the following items A through G with the best numbered description of its purpose. 
A. Process cost summary E. Materials requisition 

B. Equivalent units of production F. Finished Goods Inventory account 

C. Goods in Process Inventory account G. Factory Overhead account 


D. Raw Materials Inventory account 
1. Holds costs of materials until they are used in production or as factory overhead. 





2. Holds costs of indirect materials, indirect labor, and similar costs until assigned to 
production. 





3. Holds costs of direct materials, direct labor, and applied overhead until products are 
transferred from production to finished goods (or another department). 





4. Standardizes partially completed units into equivalent completed units. 





5. Holds costs of finished products until sold to customers. 








6. Describes the activity and output of a production department for a period. 
7. Notifies the materials manager to send materials to a production department. 





QS 20-13 
Process vs. job order costing 


Al 


EXERCISES 


Exercise 20-1 
Terminology in process cost 
accounting 


Ci Al P1 P2 P3 





Prepare journal entries to record its following production activities. 
1. Purchased $80,000 of raw materials on credit. 

2. Used $34,000 of direct materials in production. 

3. Used $41,000 of indirect materials. 


Exercise 20-2 
Recording costs of materials 


P1 





Prepare journal entries to record the following production activities. 
1. Incurred total labor cost of $77,000, which is paid in cash. 

2. Used $58,000 of direct labor in production. 

3. Used $19,000 of indirect labor. 


Exercise 20-3 
Recording costs of labor 


P2 





Refer to information in Exercise 20-3. Prepare journal entries to record the following production activities. 
1. Paid overhead costs (other than indirect materials and indirect labor) of $22,000. 
2. Applied overhead at 90% of direct labor costs. 


Exercise 20-4 
Recording overhead costs 


P3 





Prepare journal entries to record the following production activities. 
1. Transferred completed products with a cost of $137,000 to finished goods inventory. 
2. Sold $450,000 of products on credit. Their cost is $150,000. 


Exercise 20-5 
Recording cost of completed 
goods 


P4 
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Exercise 20-6 
Recording cost flows in a 
process cost system 


P1 P2 P3 P4 


Check (3) Cr. Factory Overhead, 


$45,600 


Lowes Lumber produces bagged bark for use in landscaping. Production involves packaging bark chips in 
plastic bags in a bagging department. The following information describes production operations for 
October. 








File Edit View insert Format Tools Data Window Help 


eK Wea eee 


-BZU =a s o-o-A- 
Bagging 
Department 
$ 230,000 
$ 38,000 
120% 
$(203,500) 


OSE CAES OA 





3 | Direct materials used 
4 | Direct labor used 


5 | Predetermined overhead rate (based on direct labor) 
6 l Goods transferred from bagging to finished goods 








The company’s revenue for the month totaled $450,000 from credit sales, and its cost of goods sold for the 
month is $250,000. Prepare summary journal entries dated October 31 to record its October production 
activities for (1) direct material usage, (2) direct labor usage, (3) overhead allocation, (4) goods transfer 
from production to finished goods, and (5) sales. 





Exercise 20-7 
Interpretation of journal entries 
in process cost accounting 


P1 P2 P3 P4 


a. Raw Materials Inventory .... . 
Accounts Payable ...... 


b. Goods in Process Inventory . . 


Raw Materials Inventory 


Cc. Factory Payroll ............ 
Cashi ces dscns wees 
d. Goods in Process Inventory . . 
Factory Payroll ........ 
e. Factory Overhead.......... 
Cash iss sesser een eous 
f. — Factory Overhead.......... 


Raw Materials Inventory 


The following journal entries are recorded in Kiera Co.’s process cost accounting system. Kiera 
produces handbags and scarves. Overhead is applied to production based on direct labor cost for the 
period. Prepare a brief explanation (including any overhead rates applied) for each journal entry a 
through j. 


a Rian T EPAR 54,000 g. Factory Overhead) asa sene sssr asanes 8,000 

a E AA 54,000 Factory Payroll oare noer oeae a stench 8,000 
NER EAE 44,000 h. Goods in Process Inventory ................. 35,000 

E E stance crete 44,000 Factory Overhead ios sreca aoee vere e 35,000 
AE EAE ors 36,000 i. Finished Goods Inventory .................. 98,000 

DEL E ARS 36,000 Goods in Process Inventory ............. 98,000 
Re ARR ROE EER 28,000 je Accounts Receivable.................+.+.-. 256,000 

a e E 28,000 Sales e O A E 256,000 
A A ER ER 10,500 Cost of Goods Sold ......................- 104,000 

ee Secor T ohne ie 10,500 Finished Goods Inventory .............. 104,000 
Era shiva NE 3,000 

E E 3,000 





Exercise 20-8 
Computing equivalent units of 
production—weighted average 


(2 


Check (2) EUP for materials, 


228,500 


During April, the production department of a process manufacturing system completed a number of 
units of a product and transferred them to finished goods. Of these transferred units, 37,500 were in 
process in the production department at the beginning of April and 150,000 were started and completed 
in April. April’s beginning inventory units were 60% complete with respect to materials and 40% 
complete with respect to labor. At the end of April, 51,250 additional units were in process in the 
production department and were 80% complete with respect to materials and 30% complete with 
respect to labor. 


1. Compute the number of units transferred to finished goods. 


2. Compute the number of equivalent units with respect to both materials used and labor used in the 
production department for April using the weighted-average method. 





Exercise 20-9 
Costs assigned to output and 
inventories—weighted average 


(2 P4 t) 


Check (1) $2.65 per EUP of direct 
materials 


The production department described in Exercise 20-8 had $531,480 of direct materials and $407,689 of 
direct labor cost charged to it during April. Also, its beginning inventory included $74,075 of direct 
materials cost and $28,493 of direct labor. 


1. Compute the direct materials cost and the direct labor cost per equivalent unit for the department. 


2. Using the weighted-average method, assign April’s costs to the department’s output—specifically, its 
units transferred to finished goods and its ending goods in process inventory. 
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Refer to the information in Exercise 20-8 to compute the number of equivalent units with respect to both 
materials used and labor used in the production department for April using the FIFO method. 


Exercise 20-104 
Computing equivalent units of 
production—FIFO (C4 





Refer to the information in Exercise 20-8 and complete its parts (1) and (2) using the FIFO method. 


Exercise 20-114 
Costs assigned to output—FIFO 


C4 P4 





The production department in a process manufacturing system completed 191,500 units of product and 
transferred them to finished goods during a recent period. Of these units, 31,500 were in process at the 
beginning of the period. The other 160,000 units were started and completed during the period. At period- 
end, 29,500 units were in process. Compute the department’s equivalent units of production with respect 
to direct materials under each of three separate assumptions: 

1. All direct materials are added to products when processing begins. 


2. Direct materials are added to products evenly throughout the process. Beginning goods in process in- 
ventory was 40% complete, and ending goods in process inventory was 75% complete. 


3. One-half of direct materials is added to products when the process begins and the other half is 
added when the process is 75% complete as to direct labor. Beginning goods in process inventory is 
40% complete as to direct labor, and ending goods in process inventory is 60% complete as to direct 
labor. 


Exercise 20-12 
Equivalent units computed— 
weighted average 


p 


Check (3) EUP for materials, 


206,250 





Refer to the information in Exercise 20-12 and complete it for each of the three separate assumptions 
using the FIFO method for process costing. 


Exercise 20-134 
Equivalent units computed— 
FIFO C4 


Check (3) EUP for materials, 


190,500 





The following flowchart shows the August production activity of the The Spade Company. Use the 
amounts shown on the flowchart to compute the missing four numbers identified by blanks. 


Production 
Beginning goods Direct Direct Factory 
in process materials labor overhead 
$17,250 (1) $84,500 $112,600 
Total costs in process in Ending goods 
production department ===> in process 
(2) $13,000 
Costs transferred 
to finished goods 
(3) 
Ending finished 
Warehouse | goods inventory 
Beginning finished Cost of goods $50,008 
goods inventory ===> available for sale 
2,000 
$i Cost of 
goods sold 


$463,800 


Exercise 20-14 
Flowchart of costs for a process 


operation Pl P2 P3 P4 
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Exercise 20-15 The following partially completed process cost summary describes the May production activities of 
Completing a process cost Raman Company. Its production output is sent to its warehouse for shipping. Prepare its process cost 
summary summary using the weighted-average method. 
B 
i ' Direct Direct Factory 
Equivalent Units of Production Materials Labor Overhead 
Units transferred out n.e emee eee eeren eena 128,000 128,000 128,000 
Units of ending goods in process ............ 10,000 6,000 6,000 
Equivalent units of production .............. 138,000 134,000 134,000 
Direct Direct Factory 
Costs per EUP Materials Labor Overhead 
Costs of beginning goods in process ......... $ 37,100 $ 1,520 $ 3,040 
Costs incurred this period ................. 715,000 125,780 251,560 
MOtalkCOStS: ae opera ose E a AE ORR $752,100 $127,300 $254,600 
Units in beginning goods in process ............. 0c cece eects 8,000 
Wnitsistarted this perioder. eaor arae oae aA a E E E AE 130,000 
Units completed and transferred out .......... 0... cece eee eee eee 128,000 
Units mending goodSimpro cessa aaa a E Teter rere renee rt: 10,000 
Exercise 20-16 Ebony Company uses the weighted-average method of process costing to assign production costs to its 
Process costing—weighted products. Information for April follows. Assume that all materials are added at the beginning of its 
average C3 production process, and that direct labor and factory overhead are added uniformly throughout the 
process. 


Goods in process inventory, April | (4,000 units, 100% complete with respect to 
direct materials, 80% complete with respect to direct labor and overhead; includes 


$90,000 of direct material cost, $51,200 in direct labor cost, $61,440 overhead cost) ............ $202,640 
Wnitststanted lintA print neo rsai errr eter coer ears at cee ba eat E Venter N 56,000 
Units completed and transferred to finished goods inventory ...............0 0c cece eee eens 46,000 


Goods in process inventory, April 30(__? _ units, 100% complete with respect to direct 
materials, 40% complete with respect to direct labor and overhead) .....................005. ? 


Costs incurred in April 


Direct materials A e E K E ne A O A EAA ore A E A N hees $750,000 

Direct labor aac era a E E A hearsay te eee Than a A E tee ar $310,000 

Overhead applied at 120% of direct labor cost r aa 6... cece cece eee eee ? 
Required 


Fill in the blanks labeled a through uu in the following process cost summary. 


EBONY COMPANY 


Process Cost Summary 
For Month Ended April 30 





Costs Charged to Production 


Costs of beginning goods in process 








Direct materiale cet aie ee ase ere Sek hen ee ee $ 90,000 

LIB | figs nl 1 oo ie a Pa E et i EP He EPID PaO 51,200 

Factonysoverhcadin oper rere erent etter raster reenter 61,440 $202,640 

Costs incurred this period 

Directimaterialsi oa ra A aie eco aod EErEE TR RETR eae $750,000 

Direct labor rA ere ERAR A Te NAE A TIE LE ATE scr aA aa ieee 310,000 

FASCIA CELINE] coosnosocesaboovadnagaavsnesoodsanooocsagnoooHapodoEaL (a). (b). 
Check (c) $1,634,640 Total COStS CO account ton circa ac a E niece aces sate E ws AE can een oR MTC (c) 





[continued on next page] 


[continued from previous page] 


Unit Cost Information 
Units to account for 
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Units accounted for 
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Beginning goods in process......... 4,000 Completed and transferred out ......... 46,000 
Units started this period .......... 56,000 Ending goods in process ............... (d). 
Total units to account for .......... (e) Total units accounted for .............. (f) 
Direct Direct Factory 

Equivalent Units of Production (EUP) Materials Labor Overhead 
Units completed and transferred out................... (2) EUP (h) —— EUP (i) ——— EUP 
Units of ending goods in process 

Materials (j). x 100% (k) EUP 

Direct labor 0 40% (m)______EUP 

Factory overhead (n) x 40% (0) EUP 
Equivalent units of production (EUP) ................... (p) EUP (q) EUP (r) EUP 

Direct Direct Factory 

Cost per EUP Materials Labor Overhead 
Costs of beginning goods in process ................... $ 90,000 $ 51,200 $61,440 
Costs incurred this period .......................0005 750,000 310,000 (s) 
Metal costs armen A Aa A R EA A E E T $840,000 $361,200 (t) 
SEUR ee steers over na nieve: E E E E E E (u) (v). (w) 
Costper EUP A e ae a E AAA E Aa k (x) y) (z) Check (z) $8.40 per EUP 
Cost Assignment and Reconciliation 
Costs transferred out Cost/EUP x EUP 

Direct materials (aa) x (bb) (cc) 

Direct labor (dd) x (ee) (f 

Factory overhead (gg) x (hh) (ii) ____ 

Costs of goods completed and transferred out......... (jj) 
Costs of ending goods in process 

Direct materials (kk) x (I)—— (mm) 

Direct labor (nn). x (00) (pp). 

Factory overhead (qq). x (rr) (ss) 

Costs of ending goods in process ................... (tt) 
Total costs accounted for e E cess eee (uu). 








For each of the following products and services, indicate whether it is most likely produced in a process 


operation or in a job order operation. 
1. Door hardware 

2. Cut flower arrangements 

3. House paints 

4. Concrete swimming pools 


5. Custom tailored dresses 9. 
6. Grand pianos 
7. Table lamps 

8. Beach towels 


Bolts and nuts 
10. 
11. 
12. 


Lawn chairs 
Headphones 
Designed patio 


Exercise 20-17 
Matching of product to cost 
accounting system 


C1 





Label each item a through h below as a feature of either a job order or process operation. 


a. Routine, repetitive procedures 

b. Custom orders 

c. Low production volume 

d. Heterogeneous products and services 


e. Low product flexibility 

f. Low product standardization 
g. Focus on individual batch 

h. Focus on standardized units 


Exercise 20-18 
Compare process and job order 
operations 


C1 





Explain a hybrid costing system. Identify a product or service operation that might well fit a hybrid 


costing system. 


Exercise 20-19 
Hybrid costing system 


A2 
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PROBLEM SETA 


Problem 20-1A 
Production cost flow and 
measurement; journal entries 


P1 P2 P3 P4 


e 


Check (1b) Cost of goods sold 
$843,450 
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m connect 


Edison Company manufactures wool blankets and accounts for product costs using process costing. The 


following information is available regarding its May inventories. 


Beginning 





Inventory 


Raw materials inventory ............ $ 28,000 
Goods in process inventory ......... 220,750 
Finished goods inventory ........... 319,000 


Ending 
Inventory 


$ 25,500 
252,000 
277,000 


The following additional information describes the company’s production activities for May. 


Raw materials purchases (on credit) ................ 
Factory payroll cost (paid in cash) .................. 
Other overhead cost (Other Accounts credited) ...... 


Materials used 


Indinectecyccrs cence a ener wae eee 


Labor used 


IiNndiPSCER eee acy e E EE S R E EE S tensed 
Overhead rate as a percent of direct labor ........... 
Sales} (onicnedit)| eret oeo ae aE TAE a e 


Required 


$ 135,000 
791,500 
43,000 


$ 93,500 
31,000 


$ 352,000 
439,500 
110% 
$1,500,000 


1. Compute the cost of (a) products transferred from production to finished goods, and (b) goods sold. 


2. Prepare summary journal entries dated May 31 to record the following production activities during 
May: (a) raw materials purchases, (b) direct materials usage, (c) indirect materials usage, (d) payroll 
costs, (e) direct labor costs, (f) indirect labor costs, (g) other overhead costs, (h) overhead applied, 
(i) goods transferred from production to finished goods, and (j) sale of finished goods. 





Problem 20-2A 
Cost per equivalent unit; costs 
assigned to products 


(2 03 
eXcel 


mhhe.com/wildFAP20e 


Check (2) Direct labor cost per 
equivalent unit, $1.50 


(3b) $693,450 


Fairfax Company uses weighted-average process costing to account for its production costs. Direct labor 
is added evenly throughout the process. Direct materials are added at the beginning of the process. During 
September, the company transferred 735,000 units of product to finished goods. At the end of September, 
the goods in process inventory consists of 207,000 units that are 90% complete with respect to labor. 
Beginning inventory had $244,920 of direct materials and $69,098 of direct labor cost. The direct labor 
cost added in September is $1,312,852, and the direct materials cost added is $1,639,080. 


Required 


1. Determine the equivalent units of production with respect to (a) direct labor and (b) direct materials. 


2. Compute both the direct labor cost and the direct materials cost per equivalent unit. 


3. Compute both direct labor cost and direct materials cost assigned to (a) units completed and trans- 


ferred out, and (b) ending goods in process inventory. 


Analysis Component 


4. The company sells and ships all units to customers as soon as they are completed. Assume that an error 
is made in determining the percentage of completion for units in ending inventory. Instead of being 
90% complete with respect to labor, they are actually 65% complete. Write a one-page memo to the 


plant manager describing how this error affects its September financial statements. 
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Li Company produces large quantities of a standardized product. The following information is available 


for its production activities for January. 


Raw materials 


Beginning inventory 


Raw materials purchased (on credit) .... 


Direct materials used 


Indirect materials used 


Ending inventory 


Factory payroll 


Direct labor used 


Indirect labor used 


Total payroll cost (paid in cash) 


Factory overhead incurred 


Additional information about units and costs of production activities follows. 


Units 


Status of ending goods in process inventory 
Materials—Percent complete 


Labor and overhead—Percent complete 


$ 26,000 Indirect materials used ........... $ 81,500 
255,000 Indirect labor used .............. 50,000 
(172,000) Other overhead costs............ 159,308 
(81,500) Total factory overhead incurred .... $290,808 
$ 27,500 7 
= Factory overhead applied 
(140% of direct labor cost) 
$207,720 Total factory overhead applied ..... $290,808 
50,000 
$257,720 
Costs 
.. 2,200 Beginning goods in process inventory 
' 30,000 Direct:materials a r A nes nece ne $3,500 
; 5,900 Direct labor erana a A A 3,225 
Eactoryroverhead m EE tir tir tistrs 4,515 
Direct materials added ................ 
7 50% Direct laboraddedi h a an a E 
ge 65% Overhead applied (140% of direct labor) ... 


Total costs 


During January, 55,000 units of finished goods are sold for $50 cash each. Cost information regarding 


finished goods follows. 


Beginning finished goods inventory 


Cost transferred in 


Cost of goods sold 


Ending finished goods inventory 


Required 


$155,000 

599,640 
(612,500) 
$142,140 


1. Prepare journal entries dated January 31 to record the following January activities: (a) purchase of 
raw materials, (b) direct materials usage, (c) indirect materials usage, (d) factory payroll costs, (e) 
direct labor costs used in production, (f) indirect labor costs, (g) other overhead costs—credit Other 
Accounts, (h) overhead applied, (i) goods transferred to finished goods, and (j) sale of finished 


goods. 


2. Prepare a process cost summary report for this company, showing costs charged to production, units cost 
information, equivalent units of production, cost per EUP, and its cost assignment and reconciliation. 


Analysis Component 


3. The company provides incentives to its department managers by paying monthly bonuses based on 
their success in controlling costs per equivalent unit of production. Assume that the production depart- 
ment underestimates the percentage of completion for units in ending inventory with the result that 


Problem 20-3A 
Journalizing in process costing; 
equivalent units and costs 


(2 Pl P2 P3 4i 


gw 


$ 11,240 
172,000 
207,720 
290,808 

$681,768 

$ 82,128 


Check (2) Cost per equivalent unit: 
materials, $6.00; labor, 


$7.00; overhead, $9.80 
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its equivalent units of production in ending inventory for January are understated. What impact does 
this error have on the January bonuses paid to the production managers? What impact, if any, does this 
error have on February bonuses? 





Problem 20-4A 
Process cost summary; 
equivalent units 


C2 C3 P4 
eXcel 


mhhe.com/wildFAP20e 


Check (1) Costs transferred to 


finished goods, $1,002,150 


Easton Co. produces its product through a single processing department. Direct materials are added at the 
start of production, and direct labor and overhead are added evenly throughout the process. The company 
uses monthly reporting periods for its weighted-average process cost accounting system. Its Goods in 
Process Inventory account follows after entries for direct materials, direct labor, and overhead costs for 
October. 





Goods in Process Inventory Acct. No. 133 

Explanation Balance 

Oct. | | Balance 348,638 
31 | Direct materials 104,090 452,728 

31 | Direct labor 416,360 869,088 

31 | Applied overhead 244,920 1,114,008 


Its beginning goods in process consisted of $60,830 of direct materials, $176,820 of direct labor, and 
$110,988 of factory overhead. During October, the company started 280,000 units and transferred 306,000 
units to finished goods. At the end of the month, the goods in process inventory consisted of 41,200 units 
that were 80% complete with respect to direct labor and factory overhead. 


Required 


1. Prepare the company’s process cost summary for October using the weighted-average method. 


2. Prepare the journal entry dated October 31 to transfer the cost of the completed units to finished goods 
inventory. 





Problem 20-5A 
Process cost summary, 
equivalent units, cost estimates 


(2 C3 P4 


Check (1) EUP for labor and 


overhead, 24,120 EUP 


(2) Cost transferred to 
finished goods, $1,332,000 


Ogden Co. manufactures a single product in one department. All direct materials are added at the begin- 
ning of the manufacturing process. Direct labor and overhead are added evenly throughout the process. 
The company uses monthly reporting periods for its weighted-average process cost accounting. During 
October, the company completed and transferred 22,200 units of product to finished goods inventory. Its 
3,000 units of beginning goods in process consisted of $9,900 of direct materials, $61,650 of direct labor, 
and $49,320 of factory overhead. It has 2,400 units (100% complete with respect to direct materials and 
80% complete with respect to direct labor and overhead) in process at month-end. After entries to record 
direct materials, direct labor, and overhead for October, the company’s Goods in Process Inventory ac- 
count follows. 


Goods in Process Inventory Acct. No. 133 





Explanation Credit Balance 

Oct. | | Balance 120,870 
31 | Direct materials 248,400 369,270 

31 | Direct labor 601,650 970,920 

31 | Applied overhead 481,320 1,452,240 


Required 
1. Prepare the company’s process cost summary for October using the weighted-average method. 


2. Prepare the journal entry dated October 31 to transfer the cost of completed units to finished goods 
inventory. 


Chapter 20 Process Cost Accounting 


Analysis Components 
3. The cost accounting process depends on numerous estimates. 
a. Identify two major estimates that determine the cost per equivalent unit. 


b. In what direction might you anticipate a bias from management for each estimate in part 3a (as- 
sume that management compensation is based on maintaining low inventory amounts)? Explain 
your answer. 
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Refer to the data in Problem 20-5A. Assume that Ogden uses the FIFO method to account for its process 
costing system. The following additional information is available: 


@ Beginning goods in process consisted of 3,000 units that were 100% complete with respect to direct 
materials and 40% complete with respect to direct labor and overhead. 


© Of the 22,200 units completed, 3,000 were from beginning goods in process. The remaining 19,200 
were units started and completed during October. 


Required 


1. Prepare the company’s process cost summary for October using FIFO. 


2. Prepare the journal entry dated October 31 to transfer the cost of completed units to finished goods 
inventory. 


Tarick Toys Company manufactures video game consoles and accounts for product costs using process 
costing. The following information is available regarding its June inventories. 


Beginning Ending 


Inventory Inventory 





Raw materials inventory ............ $ 54,000 $ 82,500 
Goods in process inventory ......... 117,000 187,500 
Finished goods inventory............ 120,000 148,500 


The following additional information describes the company’s production activities for June. 


Raw materials purchases (on credit) ................... $150,000 
Factory payroll cost (paid in cash) ..................... 300,000 
Other overhead cost (Other Accounts credited) ......... 127,875 
Materials used 

[BHASE poondnddcndondsoogdanodoesnanooconpbaoees $ 90,000 

Indirecta a A Na N ota amin RS Ana 31,500 
Labor used 

Directa a A $262,500 

LNG Cars a a ten ae eer A ANE 37,500 
Overhead rate as a percent of direct labor .............. 75% 
Salesi(ontcredit) Ma a E T eeer ere $750,000 


Required 


1. Compute the cost of (a) products transferred from production to finished goods, and (b) goods sold. 


2. Prepare journal entries dated June 30 to record the following production activities during June: (a) raw 
materials purchases, (b) direct materials usage, (c) indirect materials usage, (d) payroll costs, (e) direct 
labor costs, (f) indirect labor costs, (g) other overhead costs, (h) overhead applied, (i) goods trans- 
ferred from production to finished goods, and (j) sale of finished goods. 


Problem 20-6A4 
Process cost summary; 
equivalent units; cost 
estimates— FIFO 


C3 C4 P4 


Check (1) EUP for labor and 
overhead, 22,920 EUP 


(2) Cost transferred to 
finished goods, $1,333,920 


PROBLEM SET B 


Problem 20-1B 
Production cost flow and 
measurement; journal entries 


P1 P2 P3 P4 


Check (1b) Cost of goods sold, 
$450,375 





Eden Company uses process costing to account for its production costs. Direct labor is added evenly 
throughout the process. Direct materials are added at the beginning of the process. During April, the pro- 
duction department transferred 40,000 units of product to finished goods. Beginning goods in process had 
$116,000 of direct materials and $172,800 of direct labor cost. At the end of April, the goods in process 
inventory consists of 4,000 units that are 25% complete with respect to labor. The direct materials cost 
added in April is $1,424,000, and direct labor cost added is $3,960,000. 


Problem 20-2B 
Cost per equivalent unit; costs 
assigned to products 


(2 C3 


850 


Check (2) Direct labor cost per 


equivalent unit, $100.80 
(3b) $240,800 
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Required 


1. Determine the equivalent units of production with respect to (a) direct labor and (b) direct materials. 


2. Compute both the direct labor cost and the direct materials cost per equivalent unit. 


3. Compute both direct labor cost and direct materials cost assigned to (a) units completed and trans- 
ferred out, and (b) ending goods in process inventory. 


Analysis Component 


4. The company sells and ships all units to customers as soon as they are completed. Assume that an er- 
ror is made in determining the percentage of completion for units in ending inventory. Instead of being 
30% complete with respect to labor, they are actually 75% complete. Write a one-page memo to the 


plant manager describing how this error affects its April financial statements. 





Problem 20-3B 
Journalizing in process costing; 
equivalent units and costs 


(2 Pl P2 P3 P4 o 


Units 


Ying Company produces large quantities of a standardized product. The following information is available 


for its production activities for March. 


Raw materials 


Beginning inventory.......... 


Raw materials purchased (on credit) .... 


Direct materials used ........ 
Indirect materials used ....... 


Ending inventory ............ 


Factory payroll 
Direct labor used 
Indirect labor used 


Total payroll cost (paid in cash) 


(98,560) 
(20,280) 
$ 7,720 





$ 61,840 
18,160 
$ 80,000 





Factory overhead incurred 
Indirect materials used ........... 
Indirect labor used .............. 


Other overhead costs............ 


Total factory overhead incurred .... 


Factory overhead applied 
(90% of direct labor cost) 


Total factory overhead applied ..... 


Additional information about units and costs of production activities follows. 


Beginning goods in process inventory.......... 


Started..... 


Ending goods in process inventory............ 


Status of ending goods in process inventory 


Materials—Percent complete .............. 


Labor and overhead—Percent complete ..... 


Check (2) Cost per equivalent unit: 
materials, $3.15; labor, 


$2.30; overhead, $2.07 


During March, 45,000 units of finished goods are sold for $25 cash each. Cost information regarding 


finished goods follows. 


Costs 
8,000 Beginning goods in process inventory 
24,000 Direct materials ................... $2,240 
6,000 Direct labor eee ccm cette oem 1,410 
Factory overhead ................-- _ 1,269 
Direct materials added................ 
100% Direct labor added ................... 
25% Overhead applied (90% of direct labor) ... 


Total costs 


Ending goods in process inventory ...... 


Required 


1. Prepare journal entries dated March 31 to record the following March activities: (a) purchase of raw 
materials, (b) direct materials usage, (c) indirect materials usage, (d) factory payroll costs, (e) direct 
labor costs used in production, (f) indirect labor costs, (g) other overhead costs—credit Other Ac- 


Beginning finished goods inventory. . . 


Cost transferred in from production 


Cost of goods sold ............... 


Ending finished goods inventory .... . 


$ 74,200 
195,520 
(225,000) 
$ 44,720 


$20,280 
18,160 
17,216 
$55,656 








$55,656 





$ 4,919 
98,560 
61,840 
55,656 

$220,975 

$ 25,455 


counts, (h) overhead applied, (i) goods transferred to finished goods, and (j) sale of finished goods. 


2. Prepare a process cost summary report for this company, showing costs charged to production, 
unit cost information, equivalent units of production, cost per EUP, and its cost assignment and 


reconciliation. 
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Analysis Component 


3. This company provides incentives to its department managers by paying monthly bonuses based on 
their success in controlling costs per equivalent unit of production. Assume that production over- 
estimates the percentage of completion for units in ending inventory with the result that its equivalent 
units of production in ending inventory for March are overstated. What impact does this error have on 
bonuses paid to the managers of the production department? What impact, if any, does this error have 
on these managers’ April bonuses? 
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Basilex Company produces its product through a single processing department. Direct materials are 
added at the beginning of the process. Direct labor and overhead are added to the product evenly 
throughout the process. The company uses monthly reporting periods for its weighted-average process 
cost accounting. Its Goods in Process Inventory account follows after entries for direct materials, di- 
rect labor, and overhead costs for November. 


Goods in Process Inventory Acct. No. 133 





Explanation Credit | Balance 

Nov. l Balance 10,650 
30 Direct materials 58,200 68,850 

30 | Direct labor 213,400 282,250 

30 | Applied overhead 320,100 602,350 


The 7,500 units of beginning goods in process consisted of $3,400 of direct materials, $2,900 of direct 
labor, and $4,350 of factory overhead. During November, the company finished and transferred 100,000 
units of its product to finished goods. At the end of the month, the goods in process inventory consisted of 
12,000 units that were 100% complete with respect to direct materials and 25% complete with respect to 
direct labor and factory overhead. 


Required 


1. Prepare the company’s process cost summary for November using the weighted-average method. 


2. Prepare the journal entry dated November 30 to transfer the cost of the completed units to finished 
goods inventory. 


Problem 20-4B 
Process cost summary; 
equivalent units 


(2 C3 P4 


Check (1) Cost transferred to 


finished goods, $580,000 





Oakley International Co. manufactures a single product in one department. Direct labor and overhead are 
added evenly throughout the process. Direct materials are added as needed. The company uses monthly 
reporting periods for its weighted-average process cost accounting. During March, Oakley completed and 
transferred 220,000 units of product to finished goods inventory. Its 10,000 units of beginning goods in 
process consisted of $16,800 of direct materials, $27,920 of direct labor, and $69,800 of factory overhead. 
40,000 units (50% complete with respect to direct materials and 30% complete with respect to direct labor 
and overhead) are in process at month-end. After entries for direct materials, direct labor, and overhead for 
March, the company’s Goods in Process Inventory account follows. 


Goods in Process Inventory Acct. No. 133 





Explanation Credit | Balance 
Mar. l Balance 114,520 
31 Direct materials 223,200 337,720 
31 | Direct labor 352,560 690,280 
31 | Applied overhead 881,400 1,571,680 


Required 


1. Prepare the company’s process cost summary for March using the weighted-average method. 


2. Prepare the journal entry dated March 31 to transfer the cost of completed units to finished goods 
inventory. 


Problem 20-5B 
Process cost summary; 
equivalent units; cost estimates 


(2 C3 P4 


Check (1) EUP for labor and 


overhead, 232,000 


(2) Cost transferred to 
finished goods, $1,482,800 
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Analysis Components 
3. The cost accounting process depends on several estimates. 
a. Identify two major estimates that affect the cost per equivalent unit. 


b. In what direction might you anticipate a bias from management for each estimate in part 3a (as- 
sume that management compensation is based on maintaining low inventory amounts)? Explain 
your answer. 





Problem 20-6B4 
Process cost summary; 
equivalent units; cost 
estimates— FIFO 


C3 C4 P4 

Check (1) Labor and overhead EUP 
226,000 
(2) Cost transferred, 
$1,486,960 


SERIAL PROBLEM 


Business Solutions 


Ci Al 


COMPREHENSIVE 
PROBLEM 


Major League Bat 
Company 
(Review of Chapters 2, 5, 18, 20) 


Check (1f) Cr. Factory Overhead, 


$101,125 


Refer to the information in Problem 20-5B. Assume that Oakley International uses the FIFO method to 
account for its process costing system. The following additional information is available. 


© Beginning goods in process consists of 10,000 units that were 75% complete with respect to direct 
materials and 60% complete with respect to direct labor and overhead. 


@ Of the 220,000 units completed, 10,000 were from beginning goods in process; the remaining 210,000 
were units started and completed during March. 


Required 
1. Prepare the company’s process cost summary for March using FIFO. Round cost per EUP to one-tenth 
of a cent. 


2. Prepare the journal entry dated March 31 to transfer the cost of completed units to finished goods 
inventory. 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point.) 


SP 20 The computer workstation furniture manufacturing that Santana Rey started is progressing well. 
At this point, Santana is using a job order costing system to account for the production costs of this prod- 
uct line. Santana has heard about process costing and is wondering whether process costing might be a 
better method for her to keep track of and monitor her production costs. 


Required 
1. What are the features that distinguish job order costing from process costing? 


2. Do you believe that Santana should continue to use job order costing or switch to process costing for 
her workstation furniture manufacturing? Explain. 


CP 20 Major League Bat Company manufactures baseball bats. In addition to its goods in process in- 
ventories, the company maintains inventories of raw materials and finished goods. It uses raw materials as 
direct materials in production and as indirect materials. Its factory payroll costs include direct labor for 
production and indirect labor. All materials are added at the beginning of the process, and direct labor and 
factory overhead are applied uniformly throughout the production process. 


Required 


You are to maintain records and produce measures of inventories to reflect the July events of this com- 
pany. Set up the following general ledger accounts and enter the June 30 balances: Raw Materials 
Inventory, $25,000; Goods in Process Inventory, $8,135 ($2,660 of direct materials, $3,650 of direct labor, 
and $1,825 of overhead); Finished Goods Inventory, $110,000; Sales, $0; Cost of Goods Sold, $0; Factory 
Payroll, $0; and Factory Overhead, $0. 
1. Prepare journal entries to record the following July transactions and events. 

a. Purchased raw materials for $125,000 cash (the company uses a perpetual inventory system). 
. Used raw materials as follows: direct materials, $52,440; and indirect materials, $10,000. 
. Incurred factory payroll cost of $227,250 paid in cash (ignore taxes). 
. Assigned factory payroll costs as follows: direct labor, $202,250; and indirect labor, $25,000. 
. Incurred additional factory overhead costs of $80,000 paid in cash. 


+» 0ao0o & 


. Allocated factory overhead to production at 50% of direct labor costs. 
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2. Information about the July inventories follows. Use this information with that from part 1 to prepare a 


process cost summary, assuming the weighted-average method is used. 


Units 
Beginning inventory .c6.6 <sievevscesissiare cneueve' eyere eteuecs 5,000 units 
Started xc cease cee ea ns A E E nour 14,000 units 
Ending Inventory e. aen ene sve sual AES uE Ea EEn 8,000 units 
Beginning inventory 
Materials—Percent complete .................. 100% 
Labor and overhead—Percent complete ......... 75% 
Ending inventory 
Materials—Percent complete .................. 100% 
Labor and overhead—Percent complete ......... 40% 


3. Using the results from part 2 and the available information, make computations and prepare journal 
entries to record the following: 


a. Total costs transferred to finished goods for July (label this entry g). 
b. Sale of finished goods costing $265,700 for $625,000 in cash (label this entry h). 
4. Post entries from parts 1 and 3 to the ledger accounts set up at the beginning of the problem. 


5. Compute the amount of gross profit from the sales in July. (Note: Add any underapplied overhead to, or 
deduct any overapplied overhead from, the cost of goods sold. Ignore the corresponding journal entry.) 


Beyond the Numbers 


BTN 20-1 Research In Motion reports in notes to its financial statements that, in addition to its mer- 
chandise sold, it includes the following costs (among others) in cost of goods sold: customer shipping and 
handling expenses, warranty expenses, and depreciation expense on assets used in manufacturing. 


Required 


1. Why do you believe Research In Motion includes these costs in its cost of goods sold? 


2. What effect does this cost accounting policy for its cost of goods sold have on Research In Motion’s 
financial statements and any analysis of these statements? Explain. 


Fast Forward 


3. Access Research In Motion’s financial statements for the fiscal years after February 27, 2010, from its 
Website (RIM.com) or the SEC’s EDGAR Website (sec.gov). Review its footnote relating to Critical 
Accounting Policies and Estimates. Has Research In Motion changed its policy with respect to what 
costs are included in the cost of goods sold? Explain. 
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Check (2) EUP for overhead, 


14,200 


(3a) $271,150 


REPORTING IN 
ACTION 


z A 


RIM 








BTN 20-2 Manufacturers such as Research In Motion, Apple, and Palm usually work to maintain a 
high-quality and low-cost operation. One ratio routinely computed for this assessment is the cost of goods 
sold divided by total expenses. A decline in this ratio can mean that the company is spending too much on 
selling and administrative activities. An increase in this ratio beyond a reasonable level can mean that the 
company is not spending enough on selling activities. (Assume for this analysis that total expenses equal 
the cost of goods sold plus selling, general, and administrative expenses.) 


Required 


1. For Research In Motion, Apple, and Palm refer to Appendix A and compute the ratios of cost of goods 
sold to total expenses for their two most recent fiscal years. (Record answers as percents, rounded to 
one decimal.) 


2. Comment on the similarities or differences in the ratio results across both years among the companies. 


COMPARATIVE 
ANALYSIS 


Ci 


RIM 
Apple 
Paim 
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ETHICS CHALLENGE 


A 


BTN 20-3 Many accounting and accounting-related professionals are skilled in financial analysis, but 
most are not skilled in manufacturing. This is especially the case for process manufacturing environments 
(for example, a bottling plant or chemical factory). To provide professional accounting and financial ser- 
vices, one must understand the industry, product, and processes. We have an ethical responsibility to de- 
velop this understanding before offering services to clients in these areas. 


Required 


Write a one-page action plan, in memorandum format, discussing how you would obtain an understanding 
of key business processes of a company that hires you to provide financial services. The memorandum 
should specify an industry, a product, and one selected process and should draw on at least one reference, 
such as a professional journal or industry magazine. 





COMMUNICATING 
IN PRACTICE 


Al C1 P1 P2 t 


BTN 20-4 You hire a new assistant production manager whose prior experience is with a company 
that produced goods to order. Your company engages in continuous production of homogeneous prod- 
ucts that go through various production processes. Your new assistant e-mails you questioning some 
cost classifications on an internal report—specifically why the costs of some materials that do not 
actually become part of the finished product, including some labor costs not directly associated with 
producing the product, are classified as direct costs. Respond to this concern via memorandum. 





TAKING IT TO 
THE NET 


"O 


BTN 20-5 Many companies acquire software to help them monitor and control their costs and as an aid to 
their accounting systems. One company that supplies such software is proDacapo (prodacapo.com). There 
are many other such vendors. Access proDacapo’s Website, click on “Prodacapo Process Management,” and 
review the information displayed. 


Required 


How is process management software helpful to businesses? Explain with reference to costs, efficiency, 
and examples, if possible. 





TEAMWORK IN 
ACTION 


Ci Pi P2 P3 P4 


BTN 20-6 The purpose of this team activity is to ensure that each team member understands process 
operations and the related accounting entries. Find the activities and flows identified in Exhibit 20.4 
with numbers (1)—(0, Pick a member of the team to start by describing activity number (1) in this ex- 
hibit, then verbalizing the related journal entry, and describing how the amounts in the entry are com- 
puted. The other members of the team are to agree or disagree; discussion is to continue until all 
members express understanding. Rotate to the next numbered activity and next team member until all 
activities and entries have been discussed. If at any point a team member is uncertain about an answer, 
the team member may pass and get back in the rotation when he or she can contribute to the team’s 
discussion. 





ENTREPRENEURIAL 
DECISION 


C3 B? 


BTN 20-7 This chapter’s opener featured Jeff Avallon, John Goscha and Morgen Newman and their 
company IdeaPaint. 


Required 

1. How would a process cost summary differ between IdeaPaint and a competitor making dry-erase 
whiteboards? 

2. How does not holding raw materials inventories reduce costs? If the items are not used in production, 
how can they impact profits? Explain. 

3. Suppose IdeaPaint decides to allow customers to make their own unique paint colors. Why might the 
company then use a process costing system? 
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BTN 20-8 In process costing, the process is analyzed first and then a unit measure is computed inthe HITTING THE ROAD 
form of equivalent units for direct materials, direct labor, overhead, and all three combined. The same 0 s 
analysis applies to both manufacturing and service processes. 


Required 


Visit your local U.S. Mail center. Look into the back room, and you will see several ongoing processes. Point: The class can compare and dis- 
Select one process, such as sorting, and list the costs associated with this process. Your list should include cuss the different processes studied and 
materials, labor, and overhead; be specific. Classify each cost as fixed or variable. At the bottom of your the answers provided. 

list, outline how overhead should be assigned to your identified process. The following format (with an 

example) is suggested. 


Direct Direct Variable Fixed 





Cost Description Material Labor Overhead Cost Cost 


Manual sorting....................000. X X 





Overhead allocation suggestions: 





BTN 20-9 Nokia, Research In Motion, Apple, and Palm are competitors in the global marketplace. GLOBAL DECISION 
Selected data for Nokia follow. 
"O 


NOKIA 
Cost of goods sold .......... €27,720 €33,337 


General, selling, RIM 


and administrative ADE 
expenses ................ 5,078 5,664 PP 


Total expenses... o...n... €32,798 €39,001 Palm 


(millions of euros) CurrentYear Prior Year 





Required 


1. Review the discussion of the importance of the cost of goods sold divided by total expenses ratio in 
BTN 20-2. Compute the cost of goods sold to total expenses ratio for Nokia for the two years of data 
provided. (Record answers as percents, rounded to one decimal.) 


2. Comment on the similarities or differences in the ratio results calculated in part 1 and in BTN 20-2 
across years and companies. (Record answers as percents, rounded to one decimal.) 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. d 4. a; 40,000 + (15,000 x 1/3) = 45,000 EUP 
2e 5. c; ($6,000 + $84,000) + 45,000 EUP = $2 per EUP 
3. b; $20,000 + $152,000 + $45,000 + $18,000 — $218,000 = $17,000 





Lost Allocation and 
Performance Measurement 


A Look Back 








A Look at This Chapter A Look Ahead 


Chapter 20 focused on how to measure This chapter describes cost allocation Chapter 22 looks at cost behavior and 
and account for costs in process opera- and activity-based costing. It identifies explains how its identification is useful 
tions. It explained process production, managerial reports useful in directing to managers in performing cost-volume- 
described how to assign costs to pro- a company’s activities. It also describes profit analyses. It also shows how to 
cesses, and computed cost per equiva- responsibility accounting, measuring apply cost-volume-profit analysis for 
lent unit. departmental performance, transfer pric- managerial decisions. 

ing, and allocating common costs across 

departments. 


CAP 








CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Distinguish between direct and A Analyze investment centers using P1 Assign overhead costs using two- 
indirect expenses and identify bases return on assets, residual income, stage cost allocation. (p. 858) 
for allocating indirect expenses to and balanced scorecard. (p. 873) . , oe 
Assign overhead costs using activity- 
departments. (p. 865) 


A Analyze investment centers using based costing. (p. 860) 
C2 Explain controllable costs and profit margin and investment 


HOr i Prepare departmental income 
responsibility accounting. (p. 875) turnover. (p. 878) 


statements and contribution 
¢3 Appendix 21A—Explain transfer reports. (p. 867) 
pricing and methods to set transfer 


prices. (p. 882) a 


C4 Appendix 21B—Describe allocation of 
joint costs across products. (p. 883) LP21 





PARK CITY, UT—Inspiration hit Rick Alden on a ski lift in Utah. 
While he was listening to music, his cell phone rang, and Rick 
fumbled around for the right device. Then a thought struck Rick: 
Why not make headphones that work together with cellphones 
and other mobile accessories? Why not target the 12 to 25 year 
olds he saw snowboarding? Immediately getting to work, Rick 
designed headphones and earbuds in bright colors and skater pat- 
terns and came up with a cool name for his company. 

Today, Rick’s company y (SkullCandy.com) is a 
fast-growing business that designs headphones, audio accesso- 
ries, apparel, and audio-enabled lifestyle products like backpacks 
with built-in speakers and iPod controls. Skullcandy's product de- 
signs, drawn from hip-hop culture, let wearers show the world 
they are into the cool lifestyle of skiers, surfers, and skaters. The 
company also partners with brands like Burton Snowboards and 
users like Metallica and Snoop Dogg to stay cool. Skullcandy 
headquarters is a fun place to work, with surf retreats to reward 
good work, skateboards for traveling between offices, and a half- 
pipe behind the office. “The vibe is creative,” says art director 
Kevin Horsburgh. 

The company offers a diverse product line of edgy headphones, 
speakerequipped backpacks and helmets, and mp3-equipped 


“No good ideas come from sitting in an office” 
—RICK ALDEN 


watches. This diversity of product offerings requires attention to 
cost management. Explaining that production factories were not 
willing to take a risk on his ideas, Rick laughs that “the first year 
we had to pay 100 percent of our costs upfront.” Now, company 
managers monitor direct, indirect, and controllable costs and allo- 
cate them to departments and products. Understanding how its 
product lines are performing and their contribution margins helps 
Skullcandy plan for expansion. “We measure return on investment 
(ROI),” explains Rick. “We will expand as long as there are custom- 
ers to win.” Currently number two in its industry, the company 
hopes customer loyalty will propel it to number one. 

As Skullcandy continues to grow, Rick critically focuses on 
contribution margins, investment turnover, and other perfor 
mance indicators such as customer approval ratings and on-time 
delivery rates. But, to seek inspiration, Rick and his team “head 
to the mountain.” “No good ideas ever come from sitting in an 
office,” says Rick. “Not around here at least.” 


Sources: Skullcandy Website, January 2011; Salt Lake Tribune, April 20, 
2009; Entrepreneur, January 2010; Fortune, December 30, 2008. 





Chapter Preview 





This chapter describes how to allocate costs shared by more helps managers better understand how to assign costs and as- 
than one product across those different products and how to al- sess company performance. The chapter also introduces addi- 
locate indirect costs of shared items such as utilities, advertising, tional managerial accounting reports useful in managing a 
and rent. The chapter also describes activity-based costing and company’s activities and explains how and why management 
how it traces the costs of individual activities. This knowledge divides companies into departments. 
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Section 1—Allocating Costs for Product Costing 


Managers focus on different costs for different decisions. This requires different cost allocation 
methods to fit these decisions. This first of two sections in this chapter focuses on alternatives 
for allocation of costs to products and services. We explain and illustrate two basic methods: 
(1) traditional two-stage cost allocation and (2) activity-based cost allocation. The second sec- 
tion describes and illustrates the allocation of costs for performance evaluation. 


OVERHEAD COST ALLOCATION METHODS 


Assign overhead osts We previously explained how to assign overhead costs to jobs (and processes) by using a pre- 
P using two-stage cost determined overhead rate per unit of an allocation base such as direct labor cost. When a single 
allocation. overhead rate is used on a companywide basis, all overhead is lumped together, and a predeter- 
mined overhead rate per unit of an allocation base is computed and used to assign overhead to 
; jobs (and processes). The use of a single predetermined overhead rate suggests that this 
Point: Use of a single overhead ; ae â 7 š ; . : 
slaciichratele knownabuines allocation process is simple. In reality, it can be complicated. This chapter explains the tradi- 
plantwide rate. tional two-stage cost allocation procedure and then introduces the activity-based cost alloca- 
tion procedure. 














Two-Stage Cost Allocation 


An organization incurs overhead costs in many activities. These activities can be identified with 
various departments, which can be broadly classified as either operating or service departments. 
Operating departments perform an organization’s main functions. For example, an accounting 
firm’s main functions usually include auditing, tax, and advisory services. Similarly, the produc- 
tion and selling departments of a manufacturing firm perform its main functions and serve as 
operating departments. Service departments provide support to an organization’s operating 
departments. Examples of service departments are payroll, human resource management, 
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accounting, and executive management. Service departments do not engage in activities that 
generate revenues, yet their support is crucial for the operating departments’ success. In this 
section, we apply a two-stage cost allocation procedure to assign (1) service department costs to 
operating departments and (2) operating department costs, including those assigned from ser- 
vice departments, to the organization’s output. 


Illustration of Two-Stage Cost Allocation Exhibit 21.1 shows the two-stage cost 
allocation procedure. This exhibit uses data from AutoGrand, a custom automobile manufac- 
turer. AutoGrand has five manufacturing-related departments: janitorial, maintenance, factory 
accounting, machining, and assembly. Expenses incurred by each of these departments are 
considered product costs. There are three service departments—janitorial, maintenance, and 
factory accounting; each incurs expenses of $10,000, $15,000 and $8,000, respectively. There 
are two operating departments, machining and assembly; they incur expenses of $10,000 and 
$18,000, respectively. As shown in Exhibit 21.1, the first stage of the two-stage procedure 
involves allocating the costs of the three service departments to the two operating depart- 
ments (machining and assembly). The two operating departments use the resources of these 
service departments. 






































First Stage 
Janitorial Maintenance Accounting 
Service 
Departments > $8,000 
(50:50) 
To Machining 
ssignment of ae $ 6,000 
sts to Operating = Accounting. 000 Maintenance 
Departments Z ccounung 
Total allocated 


Total allocated $15,000 


Operating g Machining Eo g Assembly 


Department = $10,000 $18,000 
Direct Costs (10,000 Machine Hours) (20,000 Labor Hours) 


l i 


otal Departme => 25,000 
4 Costs a sa 








Second Stage 
Predetermined )Machining Overhead Rate | Assembly Overhead Rate 
Overhead Rate = $25,000/10,000 hours = $36,000/20,000 hours = 


$2.50 per machine hour $1.80 per labor hour 


Assignment of 
verhead to Jo 





EXHIBIT 21.1 


Two-Stage Cost Allocation 
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Point: Use of a separate overhead 
allocation rate for each department is 
known as using departmental rates. 


EXHIBIT 21.2 


Assignment of Overhead 
Costs to Output 





p Assign overhead costs 
using activity-based 
costing. 
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First Stage To illustrate the first stage of cost allocation, we use the janitorial department. Its 
costs are allocated to machining and assembly in the ratio 60:40. This means that 60%, or 
$6,000, of janitorial costs are assigned to the machining department and 40%, or $4,000, to the 
assembly department. The expenses incurred by the maintenance and factory accounting 
departments are similarly assigned to machining and assembly. We then add the expenses di- 
rectly incurred by each operating department to these assigned costs to determine the total ex- 
penses for each operating department. This yields total costs of $25,000 for machining and 
$36,000 for assembly. 


Second Stage In the second stage, predetermined overhead rates are computed for each oper- 
ating department. The allocation base is machine hours for machining and labor hours for as- 
sembly. The predetermined overhead rate is $2.50 per machine hour for the machining 
department and $1.80 per labor hour for the assembly department. These predetermined over- 
head rates are then used to assign overhead to output. 

To illustrate this second stage, assume that three jobs were started and finished in a recent 
month. These jobs consumed resources as follows: Job 236—2,000 machine hours in machin- 
ing and 4,000 labor hours in assembly; Job 237—3,000 machine hours and 6,000 labor hours; 
Job 238—5,000 machine hours and 10,000 labor hours. The overhead assigned to these three 
jobs is shown with the arrow lines in the bottom row of Exhibit 21.1. 

Exhibit 21.2 summarizes these allocations. Total overhead allocated to Jobs 236, 237, and 
238, is $12,200, $18,300, and $30,500, respectively. These allocated costs sum to $61,000, 
which is the total amount of overhead started with. 


Job 236 Job237 Job238 Department Totals 


Machining 

$2.50 X 2,000 hours ........... $ 5,000 

$2.50 X 3,000 hours ........... $ 7,500 
$2.50 X 5,000 hours ........... 

Assembly 

$1.80 X 4,000 hours ........... 7,200 

$1.80 X 6,000 hours ........... 10,800 
$1.80 X 10,000 hours .......... 


Total overhead assigned ......... 


$12,500 $25,000 


18,000 
$30,500 


36,000 
$61,000 








$18,300 











@ Decision 





Overhead Misled Futura Computer outsourced a “money-losing” product to a Korean firm for manu- 
facturing. Its own manufacturing facility was retooled to produce extra units of a “more profitable” prod- 
uct. Profits did not materialize, and losses grew to more than $20 million! What went wrong? It seems the 
better product was a loser and the losing product was a winner. Poor overhead allocations misled Futura’s 
management. E 


Activity-Based Cost Allocation 


For companies with only one product, or with multiple products that use about the same amount 
of indirect resources, using a single overhead cost rate based on volume is adequate. Multiple 
overhead rates can further improve on cost allocations. Yet, when a company has many products 
that consume different amounts of indirect resources, even the multiple overhead rate system 
based on volume is often inadequate. Such a system usually fails to reflect the products’ differ- 
ent uses of indirect resources and often distorts products costs. 

Specifically, low-volume complex products are usually undercosted, whereas high-volume 
simpler products are overcosted. This can cause companies to believe that their complex products 
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EXHIBIT 21.3 
Activity-Based Cost Allocation 


First Stage 
Activity 
Cost Pools Janitorial Maintenance Accounting Machining Assembly 
h, => $8,000 $10,000 18,000 
(Cost Drive! (2,000 Transactions) ,000 Machine Ho 


= 





Second Stage 
edetermine Janitorial Overhead Rate Maintenance Overhead Rate Accounting Overhead Rate 
verhead Rai > $8,000/2,000 = 






$4 per transaction 


=> 


ssignment o 
Overhead t 
y Jobs 


are more profitable than they really are, which can lead those companies to focus on them to the 
detriment of high-volume simpler products. This creates a demand for a better cost allocation 
system for these indirect (overhead) costs. 

Activity-based costing (ABC) attempts to better allocate costs to the proper users of overhead 
by focusing on activities. Costs are traced to individual activities and then allocated to cost objects. 
Exhibit 21.3 shows the (two-stage) activity-based cost allocation method. The first stage identifies 
the activities involved in processing Jobs 236, 237, and 238 and forms activity cost pools by com- 
bining those activities. The second stage involves computing predetermined overhead cost rates for 
each cost pool and then assigning costs to jobs. 

We begin our explanation at the top of Exhibit 21.3. The first stage identifies individual 
activities, which are pooled in a logical manner into homogenous groups, or cost pools. A 
homogenous cost pool consists of activities that belong to the same process and/or are caused 
by the same cost driver. An activity cost driver, or simply cost driver, is a factor that causes 
the cost of an activity to go up or down. For example, preparing an invoice, checking it, and 
dispatching it are activities of the “invoicing” process and can therefore be grouped in a 
single cost pool. Moreover, the number of invoices processed likely drives the costs of these 
activities. 

An activity cost pool is a temporary account accumulating the costs a company incurs to 
support an identified set of activities. Costs accumulated in an activity cost pool include the 
variable and fixed costs of the activities in the pool. Variable costs pertain to resources acquired 
as needed (such as materials); fixed costs pertain to resources acquired in advance (such as 
equipment). An activity cost pool account is handled like a factory overhead account. 

In the second stage, after all activity costs are accumulated in an activity cost pool account, 
overhead rates are computed. Then, costs are allocated to cost objects (users) based on cost drivers 
(allocation bases). 


Illustration of Activity-Based Costing To illustrate, let’s return to AutoGrand’s 
three jobs. Assume that resources used to complete Jobs 236, 237, and 238 are shown in panel A 
at the top of Exhibit 21.4. 


Machining Overhead Rate 


10,000/10,000 = 
1 per machine hou 


86l 





Assembly Overhead Rate 













Point: Activity-based costing is used in 
many settings. A study found that activity- 
based costing improves health care 
costing accuracy, enabling improved 
profitability analysis and decision making. 
However, identifying cost drivers in a 
health care setting is challenging. 


Point: A cost driver is different from 

an allocation base. An allocation base is 
used as a basis for assigning overhead but 
need not have a cause-effect relation 
with the costs assigned. However, a cost 
driver has a cause-effect relation with the 
cost assigned. 
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EXHIBIT 21.4 


Activity Resource Use and 
Assignment of Overhead to Output 


EXHIBIT 21.5 


Comparing Overhead Costs 
Assigned under Alternative 
Methods 
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Job 236 Job237 Job238 Activity Totals 


Panel A: Resources Used 


Square feet of space .............. 5,000 3,000 2,000 
Maintenance hours ............... 2,500 1,500 1,000 
Number of transactions ........... 500 700 800 
Machine hours a a a 2,000 3,000 5,000 
Direct labor hours ............... 4,000 6,000 10,000 





Panel B: Assignment of overhead to output 

Janitorial 

$1.00 x 5,000 sq.ft. .............. $ 5,000 

$1.00 X 3,000 sq.ft. .............. $ 3,000 

$1.00 X 2,000 sq.ft. .............. $ 2,000 $10,000 
Maintenance 

$3.00 X 2,500 maint. hrs. .......... 7,500 

$3.00 X 1,500 maint. hrs. .......... 4,500 

$3.00 X 1,000 maint. hrs. .......... 3,000 15,000 
Factory Accounting 

$4.00 X 500 transactions .......... 2,000 

$4.00 X 700 transactions .......... 2,800 

$4.00 X 800 transactions .......... 3,200 8,000 
Machining 

$1.00 X 2,000 machine hrs. ........ 2,000 

$1.00 X 3,000 machine hrs. ........ 3,000 

$1.00 Xx 5,000 machine hrs. ........ 5,000 10,000 
Assembly 

$0.90 Xx 4,000 labor hrs............ 3,600 

$0.90 X 6,000 labor hrs............ 5,400 

$0.90 X 10,000 labor hrs........... 9,000 18,000 
Total overhead assigned ........... $20,100 $18,700 $22,200 $61,000 











The $61,000 of total costs are assigned to these three jobs using activity-based costing as shown 
in panel B at the bottom of Exhibit 21.4 (rates are taken from the second stage of Exhibit 21.3). 

From Exhibit 21.5, we see that the costs assigned to the three jobs vary markedly depending 
on whether two-stage (departmental) cost allocation or activity-based costing is used. Costs as- 
signed to Job 236 go from $12,200 under two-stage cost allocation to $20,100 under activity- 
based costing. Costs assigned to Job 238 decline from $30,500 to $22,200. These differences in 
assigned amounts result from more accurately tracing costs to each job using activity-based 
costing where the allocation bases reflect actual cost drivers. 


Overhead Assigned Job 236 Job237 Job 238 Total 
Two-stage cost allocation (Exhibit 21.2) ........ $12,200 $18,300 $30,500 $61,000 
Activity-based costing (Exhibit 21.4) ........... 20,100 18,700 22,200 61,000 


m) Decision Answer — p. 886 





Director of Operations Two department managers at your ad agency complain to you that overhead 
costs assigned to them are too high. Overhead is assigned on the basis of labor hours for designers. These 
managers argue that overhead depends not only on designers’ hours but on many activities unrelated to 
these hours. What is your response? W 
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Comparison of Two-Stage and Activity-Based 
Cost Allocation 


Traditional cost systems capture overhead costs by individual department (or function) and accu- 
mulate these costs in one or more overhead accounts. Companies then assign these overhead 
costs using a single allocation base such as direct labor or multiple volume-based allocation bases. 
Unfortunately, traditional cost systems have tended to use allocation bases that are often not 
closely related to the way these costs are actually incurred. 

In contrast, activity-based cost systems capture costs by individual activity. These activities 
and their costs are then accumulated into activity cost pools. A company selects a cost driver 
(allocation base) for each activity pool. It uses this cost driver to assign the accumulated activ- 
ity costs to cost objects (such as jobs or products) benefiting from the activity. As shown in 
Exhibit 21.5, the activity-based costing (ABC) system can more accurately trace costs to indi- 
vidual jobs. More generally, we can conclude the following: 


e ABC uses more allocation bases than a traditional cost system. For example, a Chicago- 
based manufacturer currently uses nearly 20 different activity cost drivers to assign overhead 
costs to its products. Exhibit 21.6 lists common examples of overhead cost pools and their 
usual cost drivers. 


© ABC is especially effective when the same department or departments produce many differ- 
ent types of products. For instance, more complex products often require more help from 
service departments such as engineering, maintenance, and materials handling. If the same 
amount of direct labor is applied to the complex and simple products, a traditional overhead 
allocation system assigns the same overhead cost to both. With activity-based costing, how- 
ever, the complex products are assigned a larger portion of overhead. The difference in over- 
head assigned can affect product pricing, make-or-buy, and other managerial decisions. 


@ ABC encourages managers to focus on activities as well as the use of those activities. For 
instance, assume AutoGrand can reduce the number of transactions processed in Factory Ac- 
counting to 1,500 (375 transactions for Job 236, 525 transactions for Job 237, and 600 trans- 
actions for Job 238) and that through continuous improvement it can reduce costs of 
processing those transactions to $4,500. The resulting rate to process a transaction is $3 per 
transaction ($4,500/1,500 transactions—down from $4 per Exhibit 21.3). The cost of trans- 
action processing is reduced for all jobs (Job 236, $1,125; Job 237, $1,575; Job 238, $1,800). 
However, if those accounting costs were grouped in a single overhead cost pool, it is more 
difficult to identify cost savings and understand their effects on product costs. 

e ABC requires managers to look at each item and encourages them to manage each cost to 
increase the benefit from each dollar spent. It also encourages managers to cooperate because 
it shows how their efforts are interrelated. This results in activity-based management. 


























Activity Cost Pool Cost Driver 
a Materials purchasing Number of purchase orders 
$i Materials handling Number of materials requisitions 
éd Personnel processing Number of employees hired or laid off 
aE Equipment depreciation Number of products produced or hours 
= of use 
A „ca Quality inspection Number of units inspected 
u JP 
Indi | i i ; 
a Daler: loer in saiding up Number of setups required 
equipment 
Engineering costs for product Number of modifications (engineering 
modifications change orders) 





EXHIBIT 21.6 


Cost Pools and Cost Drivers in 
Activity-Based Costing 
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B Decision Answer — p. 886 





Accounting Officer Your company produces expensive garments, whose production involves many 
complex and specialized activities. Your general manager recently learned about activity-based costing 
(ABC) and asks your advice. However, your supervisor does not want to disturb the existing cost system 
and instructs you to prepare a report stating that "implementation of ABC is a complicated process involv- 
ing too many steps and not worth the effort.” You believe ABC will actually help the company identify 
sources of costs and control them. What action do you take? I 
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1. What is a cost driver? 


2. When activity-based costing is used rather than traditional allocation methods, (a) managers 
must identify cost drivers for various items of overhead cost, (b) individual cost items in 
service departments are allocated directly to products or services, (c) managers can direct 
their attention to the activities that drive overhead cost, or (d) all of the above. 


Section 2—Allocating Costs for Performance Evaluation 





This second section of the chapter describes and illustrates allocation of costs for performance 
evaluation. We begin with departmental accounting and expense allocations and conclude with 
responsibility accounting. 


DEPARTMENTAL ACCOUNTING 


Point: To improve profitability, Sears, 
Roebuck & Co. eliminated several de- 
partments, including its catalog division. 


Companies are divided into departments, also called subunits, when they are too large to be 
managed effectively as a single unit. Managerial accounting for departments has two main 
goals. The first is to set up a departmental accounting system to provide information for man- 
agers to evaluate the profitability or cost effectiveness of each department’s activities. The sec- 
ond goal is to set up a responsibility accounting system to control costs and expenses and 
evaluate managers’ performances by assigning costs and expenses to the managers responsible 
for controlling them. Departmental and responsibility accounting systems are related and share 
much information. 


Motivation for Departmentalization 


Many companies are so large and complex that they are broken into separate divisions for 
efficiency and/or effectiveness purposes. Divisions then are usually organized into separate 
departments. When a company is departmentalized, each department is often placed under the 
direction of a manager. As a company grows, management often divides departments into new 
departments so that responsibilities for a department’s activities do not overwhelm the manag- 
er’s ability to oversee and control them. A company also creates departments to take advantage 
of the skills of individual managers. Departments are broadly classified as either operating or 
service departments. 


Departmental Evaluation 


When a company is divided into departments, managers need to know how each department is 
performing. The accounting system must supply information about resources used and outputs 
achieved by each department. This requires a system to measure and accumulate revenue and 
expense information for each department whenever possible. 
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Departmental information is rarely distributed publicly because of its potential usefulness to 
competitors. Information about departments is prepared for internal managers to help control 
operations, appraise performance, allocate resources, and plan strategy. If a department is highly 
profitable, management may decide to expand its operations, or if a department is performing 
poorly, information about revenues or expenses can suggest useful changes. 
More companies are emphasizing customer satisfaction as a main responsibility of many 
departments. This has led to changes in the measures reported. Increasingly, financial mea- 
surements are being supplemented with quality and customer satisfaction indexes. Motorola, 
for instance, uses two key measures: the number of defective parts per million parts produced 
and the percent of orders delivered on time to customers. (Note that some departments have 
only “internal customers.”) 
Financial information used to evaluate a department depends on whether it is evaluated as 
a profit center, cost center, or investment center. A profit center incurs costs and generates 
revenues; selling departments are often evaluated as profit centers. A cost center incurs 
costs without directly generating revenues. An investment center incurs costs and generates 
revenues, and is responsible for effectively using center assets. The manufacturing depart- 
ments of a manufacturer and its service departments such as accounting, advertising, and 
purchasing, are all cost centers. 
Evaluating managers’ performance depends on whether they are responsible for profit cen- Point: Selling departments are often 
ters, cost centers, or investment centers. Profit center managers are judged on their abilities to treated as revenue centers; their managers 
4 + i are responsible for maximizing sales 
generate revenues in excess of the department’s costs. They are assumed to influence both rev- beyenues. 
enue generation and cost incurrence. Cost center managers are judged on their abilities to con- 
trol costs by keeping them within a satisfactory range under an assumption that only they 
influence costs. Investment center managers are evaluated on their use of center assets to gener- 
ate income. 
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3. What is the difference between a departmental accounting system and a responsibility 
accounting system? 


4. Service departments (a) manufacture products, (b) make sales directly to customers, 
(c) produce revenues, (d) assist operating departments. 


5. Explain the difference between a cost center and a profit center. Cite an example of each. 


DEPARTMENTAL EXPENSE ALLOCATION 





When a company computes departmental profits, it confronts some accounting challenges that 


2 i y j 5 Distinguish between direct 
involve allocating its expenses across its operating departments. 


and indirect expenses and 
identify bases for allocating 


Direct and Indirect Expenses indirect expenses to 
departments. 











Direct expenses are costs readily traced to a department because they are incurred for that de- 
partment’s sole benefit. They require no allocation across departments. For example, the salary 
of an employee who works in only one department is a direct expense of that one department. 

Indirect expenses are costs that are incurred for the joint benefit of more than one depart- 
ment and cannot be readily traced to only one department. For example, if two or more depart- 
ments share a single building, all enjoy the benefits of the expenses for rent, heat, and light. 
Indirect expenses are allocated across departments benefiting from them when we need infor- 
mation about departmental profits. Ideally, we allocate indirect expenses by using a cause-effect 
relation. When we cannot identify cause-effect relations, we allocate each indirect expense on a 
basis approximating the relative benefit each department receives. Measuring the benefit for 
each department from an indirect expense can be difficult. 


Point: Utility expense has elements of 
both direct and indirect expenses. 
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EXHIBIT 21.7 


Indirect Expense Allocation 


Point: Some companies ask supervi- 
sors to estimate time spent supervising 
specific departments for purposes of 
expense allocation. 
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Illustration of Indirect Expense Allocation To illustrate how to allocate an indi- 
rect expense, we consider a retail store that purchases janitorial services from an outside com- 
pany. Management allocates this cost across the store’s three departments according to the floor 
space each occupies. Costs of janitorial services for a recent month are $300. Exhibit 21.7 
shows the square feet of floor space each department occupies. The store computes the percent 
of total square feet allotted to each department and uses it to allocate the $300 cost. 


Square Percent Allocated 


Department Feet of Total Cost 
Jewe Dya 2,400 60% $180 
Watch repair ........... 600 15 45 
China and silver......... 1,000 25 75 
Totals pae er eer er 4,000 100% $300 


Specifically, because the jewelry department occupies 60% of the floor space, 60% of the total 
$300 cost is assigned to it. The same procedure is applied to the other departments. When the al- 
location process is complete, these and other allocated costs are deducted from the gross profit for 
each department to determine net income for each. One consideration in allocating costs is to mo- 
tivate managers and employees to behave as desired. As a result, a cost incurred in one department 
might be best allocated to other departments when one of the other departments caused the cost. 


Allocation of Indirect Expenses 


This section describes how to identify the bases used to allocate indirect expenses across 
departments. No standard rule identifies the best basis because expense allocation involves 
several factors, and the relative importance of these factors varies across departments and orga- 
nizations. Judgment is required, and people do not always agree. Employee morale suffers when 
allocations are perceived as unfair. Thus, it is important to carefully design and explain the al- 
location of service department costs. In our discussion, note the parallels between activity-based 
costing and the departmental expense allocation procedures described here. 


Wages and Salaries Employee wages and salaries can be either direct or indirect expenses. 
If their time is spent entirely in one department, their wages are direct expenses of that depart- 
ment. However, if employees work for the benefit of more than one department, their wages are 
indirect expenses and must be allocated across the departments benefited. An employee’s con- 
tribution to a department usually depends on the number of hours worked in contributing to that 
department. Thus, a reasonable basis for allocating employee wages and salaries is the relative 
amount of time spent in each department. In the case of a supervisor who manages more than 
one department, recording the time spent in each department may not always be practical. In- 
stead, a company can allocate the supervisor’s salary to departments on the basis of the number 
of employees in each department—a reasonable basis if a supervisor’s main task is managing 
people. Another basis of allocation is on sales across departments, also a reasonable basis if a 
supervisor’s job reflects on departmental sales. 


Rent and Related Expenses Rent expense for a building is reasonably allocated to a 
department on the basis of floor space it occupies. Location can often make some floor space 
more valuable than other space. Thus, the allocation method can charge departments that occupy 
more valuable space a higher expense per square foot. Ground floor retail space, for instance, is 
often more valuable than basement or upper-floor space because all customers pass departments 
near the entrance but fewer go beyond the first floor. When no precise measures of floor space 
values exist, basing allocations on data such as customer traffic and real estate assessments is help- 
ful. When a company owns its building, its expenses for depreciation, taxes, insurance, and other 
related building expenses are allocated like rent expense. 


Advertising Expenses Effective advertising of a department’s products increases its sales 
and customer traffic. Moreover, advertising products for some departments usually helps other 
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departments’ sales because customers also often buy unadvertised products. Thus, many stores 
treat advertising as an indirect expense allocated on the basis of each department’s proportion of 
total sales. For example, a department with 10% of a store’s total sales is assigned 10% of 
advertising expense. Another method is to analyze each advertisement to compute the Web/ 
newspaper space or TV/radio time devoted to the products of a department and charge that de- 
partment for the proportional costs of advertisements. Management must consider whether this 
more detailed and costly method is justified. 


Equipment and Machinery Depreciation Depreciation on equipment and machin- 
ery used only in one department is a direct expense of that department. Depreciation on equip- 
ment and machinery used by more than one department is an indirect expense to be allocated 
across departments. Accounting for each department’s depreciation expense requires a company 
to keep records showing which departments use specific assets. The number of hours that a de- 
partment uses equipment and machinery is a reasonable basis for allocating depreciation. 


Utilities Expenses Utilities expenses such as heating and lighting are usually allocated on 
the basis of floor space occupied by departments. This practice assumes their use is uniform 
across departments. When this is not so, a more involved allocation can be necessary, although 
there is often a trade-off between the usefulness of more precise allocations and the effort to 
compute them. Manufacturers often allocate electricity cost to departments on the basis of the 
horsepower of equipment located in each department. 


Service Department Expenses To generate revenues, operating departments require sup- 
port services provided by departments such as personnel, payroll, advertising, and purchasing. 
Such service departments are typically evaluated as cost centers because they do not produce 
revenues. (Evaluating them as profit centers requires the use of a system that “charges” user 
departments a price that then serves as the “revenue” generated by service departments.) 
A departmental accounting system can accumulate and report costs incurred directly by each 
service department for this purpose. The system then allocates a service department’s expenses to 
operating departments benefiting from them. This is often done, for example, using traditional 
two-stage cost allocation (see Exhibit 21.1). Exhibit 21.8 shows some commonly used bases for 
allocating service department expenses to operating departments. 


Service Department Common Allocation Bases 


Office expenses............... Number of employees or sales in each department 

Personnel expenses............ Number of employees in each department 

Payroll expenses .............. Number of employees in each department 

Advertising expenses .......... Sales or amount of advertising charged directly to each department 
Purchasing costs .............. Dollar amounts of purchases or number of purchase orders processed 
Cleaning expenses ............ Square feet of floor space occupied 

Maintenance expenses ......... Square feet of floor space occupied 


Departmental Income Statements 


An income statement can be prepared for each operating department once expenses have been 
assigned to it. Its expenses include both direct expenses and its share of indirect expenses. For 
this purpose, compiling all expenses incurred in service departments before assigning them to 
operating departments is useful. We illustrate the steps to prepare departmental income state- 
ments using A-1 Hardware and its five departments. Two of them (office and purchasing) are 
service departments and the other three (hardware, housewares, and appliances) are operating 
(selling) departments. Allocating costs to operating departments and preparing departmental 
income statements involves four steps. 


1. Accumulating direct expenses by department. 

2. Allocating indirect expenses across departments. 

3. Allocating service department expenses to operating department. 
4. Preparing departmental income statements. 
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Point: When a service department 
“charges” its user departments within a 
company, a transfer pricing system must be 
set up to determine the “revenue” from 
its services provided. 


EXHIBIT 21.8 


Bases for Allocating Service 
Department Expenses 





P Prepare departmental 
income statements and 
contribution reports. 
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EXHIBIT 21.9 


Step 1: Direct Expense 
Accumulation 


Point: We sometimes allocate service 
department costs across other service 
departments before allocating them to 
operating departments. This “step-wise” 
process is in advanced courses. 


’ 


EXHIBIT 21.10 


Step 2: Indirect Expense Allocation 


EXHIBIT 21.11 


Step 3: Service Department 
Expense Allocation to Operating 
Departments 
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Step I Step 1 accumulates direct expenses for each service and operating department as 
shown in Exhibit 21.9. Direct expenses include salaries, wages, and other expenses that each 
department incurs but does not share with any other department. This information is accumu- 
lated in departmental expense accounts. 


Accumulate Direct Expenses in Departmental Expense Accounts 





General office Purchasing Hardware Housewares 
ipa 
à. 

& 


Step 2 Step 2 allocates indirect expenses across all departments as shown in Exhibit 21.10. 
Indirect expenses can include items such as depreciation, rent, advertising, and any other 
expenses that cannot be directly assigned to a department. Indirect expenses are recorded in 
company expense accounts, an allocation base is identified for each expense, and costs are al- 
located using a departmental expense allocation spreadsheet described in step 3. 





Accumulate Indirect Expenses in Company Accounts and Allocate 





General office Purchasing Hardware Housewares Appliances 


i 


me > 





ah 





Step 3 Step 3 allocates expenses of the service departments (office and purchasing) to the 
operating departments. Service department costs are not allocated to other service departments. 
Exhibit 21.11 reflects the allocation of service department expenses using the allocation base(s). All 
of the direct and indirect expenses of service departments are allocated to operating departments.! 


General Office Department Expense Allocation 


General office Purchasing Hardware Housewares Appliances 


À 


aii 





Purchasing Department Expense Allocation 





Computations for both steps 2 and 3 are commonly made using a departmental expense alloca- 
tion spreadsheet as shown in Exhibit 21.12. The first two sections of this spreadsheet list direct 
expenses and indirect expenses by department. The third section lists the service department 
expenses and their allocations to operating departments. The allocation bases are identified in 
the second column, and total expense amounts are reported in the third column. 


Illustration of Steps I, 2, and 3 The departmental expense allocation spreadsheet is 
useful in implementing the first three steps. To illustrate, first (step 1) the three direct expenses 
of salaries, depreciation, and supplies are accumulated in each of the five departments. 


1 In some cases we allocate a service department’s expenses to other service departments when they use its services. 
For example, expenses of a payroll office benefit all service and operating departments and can be assigned to all 
departments. Nearly all examples and assignment materials in this book allocate service expenses only to operating 
departments for simplicity. 
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EXHIBIT 21.12 
Departmental Expense Allocation Spreadsheet 
@ File Edit View Insert Format Tools Data Window Help 
salen) BBS O- = -|O@ = & FF) My GAB) 100% ~| R) |i ssteweticsromn - 12 ~| B 7 U| SS By suca- 


A-1 HARDWARE 
Departmental Expense Allocations 
For Year Ended December 31, 2011 


Allocation of Expenses to Departments 
Expense General Purchas- Hard- House- Appli- 
Account Office ing ware wares ances 
Allocation Base Balance Dept. Dept. Dept. Dept. Dept. 


Direct expenses 
Salaries expense Payroll records $51,900 | $13,300) $8,200 | $15,600 |$ 7,000; $ 7,800 
Depreciation—Equipment Depreciation records 500 300 400 100 200 
Supplies expense Requisitions 200 100 300 | 200 100 
Indirect expenses 
Rent expense Amount and value of space..| 12,000 600 600 4,860 3,240 2,700 
Utilities expense 2,400 300 300 810 540 | 450 
Advertising expense... 1,000 500 300 200 
Insurance expense -| 2,500 400 600 | 400 
Total department expenses 15,300 11,980} 11,850 
Service department expenses | 
General office department (15,300) | 7,650 4,590 3,060 


Purchasing department a“ a = pa 90 
Total expenses allocated to 


operating departments $ 0 | $34,900 | $19,200) $18,100 








Second (step 2), the four indirect expenses of rent, utilities, advertising, and insurance 
are allocated to all departments using the allocation bases identified. For example, consider rent 
allocation. Exhibit 21.13 lists the five departments’ square footage of space occupied. 


EXHIBIT 21.13 








Floor Space Value of Insured Number of 

Department (Square Feet) Assets ($) Sales ($) | Purchase Orders Departments’ Allocation Bases 
General office ......... 1,500 $ 38,000 — 

Purchasing............ 1,500 19,000 ae 

Hardware ............ 4,050 85,500 $119,500 394 

Housewares .......... 2,700 57,000 71,700 267 

Appliances ........... 2,250 38,000 47,800 324 

Total e eee eraan 12,000 $237,500 $239,000 985 





* Purchasing department tracks purchase orders by department. 


The two service departments (office and purchasing) occupy 25% of the total space (3,000 sq. feet/ 
12,000 sq. feet). However, they are located near the back of the building, which is of lower 
value than space near the front that is occupied by operating departments. Management esti- 
mates that space near the back accounts for $1,200 of the total rent expense of $12,000. 
Exhibit 21.14 shows how we allocate the $1,200 rent expense between these two service 
departments in proportion to their square footage. Exhibit 21.14 shows a simple rule for cost 


Square Percent Allocated EXHIBIT 21.14 


Department Feet of Total Cost Allocating Indirect (Rent) Expense 


to Service Departments 
General office ........ 1,500 50.0% $ 600 


Purchasing ........... 1,500 50.0 600 
MOtals eval tence mares 3,000 100.0% $1,200 
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EXHIBIT 21.15 


Allocating Indirect (Rent) 
Expense to Operating Departments 


EXHIBIT 21.16 


Allocating Indirect (Utilities) 
Expense to All Departments 


EXHIBIT 21.17 


Allocating Indirect (Advertising) 
Expense to Operating Departments 


EXHIBIT 21.18 


Allocating Indirect (Insurance) 
Expense to All Departments 


EXHIBIT 21.19 


Allocating Service Department 
(General Office) Expenses to 
Operating Departments 
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allocations: Allocated cost = Percentage of allocation base X Total cost. We then allocate the re- 
maining $10,800 of rent expense to the three operating departments as shown in Exhibit 21.15. 





Square Percent Allocated 
Department Feet of Total Cost 
Hardware............ 4,050 45.0% $ 4,860 
Housewares .......... 2,700 30.0 3,240 
Appliances ........... 2,250 25.0 2,700 
WEB soccenngocobons 9,000 100.0% $10,800 








We continue step 2 by allocating the $2,400 of utilities expense to all departments based on the 
square footage occupied as shown in Exhibit 21.16. 





Square Percent Allocated 

Department Feet of Total Cost 

General office ........ 1,500 12.50% $ 300 
Purchasing ........... 1,500 12.50 300 
Hardware............ 4,050 33.75 810 
Housewares .......... 2,700 22.50 540 
Appliances ........... 2,250 18.75 450 
Totals e sears ts 12,000 100.00% $2,400 








Exhibit 21.17 shows the allocation of $1,000 of advertising expense to the three operating 
departments on the basis of sales dollars. We exclude service departments from this alloca- 
tion because they do not generate sales. 





Percent Allocated 
Department Sales of Total Cost 
Hardware men e $119,500 50.0% $ 500 
Housewares .......... 71,700 30.0 300 
Appliances ........... 47,800 20.0 200 
Totals: sk reae asa $239,000 100.0% $1,000 





To complete step 2 we allocate insurance expense to each service and operating department as 
shown in Exhibit 21.18. 





Value of Percent Allocated 
Department Insured Assets of Total Cost 
General office ......... $ 38,000 16.0% $ 400 
Purchasing............ 19,000 8.0 200 
Hardware seee oeeo 85,500 36.0 900 
Housewares .......... 57,000 24.0 600 
Appliances ........... 38,000 16.0 400 
Total stale cosets Srameneme ine $237,500 100.0% $2,500 








Third (step 3), total expenses of the two service departments are allocated to the three operating 
departments as shown in Exhibits 21.19 and 21.20. 


Percent Allocated 
Department Sales of Total Cost 
Hardware ............ $119,500 50.0% $ 7,650 
Housewares .......... 71,700 30.0 4,590 
Appliances............ 47,800 20.0 3,060 
Total erea ears $239,000 100.0% $15,300 
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Number of Percent Allocated 
Department Purchase Orders of Total Cost 
Hardware ............ 394 40.00% $3,880 
Housewares .......... 267 27.11 2,630 
Appliances”... 324 32.89 3,190 
Total! occa eei 985 100.00% $9,700 





Step 4 The departmental expense allocation spreadsheet can now be used to prepare perfor- 
mance reports for the company’s service and operating departments. The general office and 
purchasing departments are cost centers, and their managers will be evaluated on their control 
of costs. Actual amounts of service department expenses can be compared to budgeted amounts 
to help assess cost center manager performance. 

Amounts in the operating department columns are used to prepare departmental income 
statements as shown in Exhibit 21.21. This exhibit uses the spreadsheet for its operating ex- 
penses; information on sales and cost of goods sold comes from departmental records. 


A-I HARDWARE 
Departmental Income Statements 
For Year Ended December 31, 2011 























Hardware Housewares Appliances 
Department Department Department Combined 
Sales seychrea scarce A EE E EE $119,500 $71,700 $47,800 $239,000 
Cost of goods sold -oeeo eee eenaa 73,800 43,800 30,200 147,800 
Gross profit aer see casters Ee sere ere 45,700 27,900 17,600 91,200 
Operating expenses 
Salaries expense ................00005 15,600 7,000 7,800 30,400 
Depreciation expense—Equipment ...... 400 100 200 700 
Súppliestexpense so R 300 200 100 600 
Rentiexpense dunesi ennaa mana doses 4,860 3,240 2,700 10,800 
Utilities expense ssas oes ssecsoneass sss 810 540 450 1,800 
Advertising expense .................. 500 300 200 1,000 
Insurance expense.................05. 900 600 400 1,900 
Share of general office expenses ........ 7,650 4,590 3,060 15,300 
Share of purchasing expenses ........... 3,880 2,630 3,190 9,700 
Total operating expenses .............. 34,900 19,200 18,100 72,200 
Net income (loss) .................... $ 10,800 $ 8,700 $ (500) $19,000 














Departmental Contribution to Overhead 


Data from departmental income statements are not always best for evaluating each profit center’s 
performance, especially when indirect expenses are a large portion of total expenses and when 
weaknesses in assumptions and decisions in allocating indirect expenses can markedly affect 
net income. In these and other cases, we might better evaluate profit center performance using 
the departmental contribution to overhead, which is a report of the amount of sales less 
direct expenses.” We can also examine cost center performance by focusing on control of direct 
expenses. 


2 A department’s contribution is said to be “to overhead” because of the practice of considering all indirect expenses as 
overhead. Thus, the excess of a department’s sales over direct expenses is a contribution toward at least a portion of its 
total overhead. 
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EXHIBIT 21.20 


Allocating Service Department 
(Purchasing) Expenses to 
Operating Departments 


Example: If the $15,300 general office 
expenses in Exhibit 21.12 are allocated 
equally across departments, what is net 
income for the hardware department 
and for the combined company? Answer: 
Hardware income, $13,350; combined 
income, $19,000. 


EXHIBIT 21.21 


Departmental Income Statements 
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EXHIBIT 21.22 


Departmental Contribution 
to Overhead 


Point: Net income is the same in 
Exhibits 21.21 and 21.22.The method of 
reporting indirect expenses in Exhibit 
21.22 does not change total net income 
but does identify each department's con- 
tribution to overhead and net income. 
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A-I HARDWARE 
Income Statement Showing Departmental Contribution to Overhead 
For Year Ended December 31, 2011 


Hardware Housewares Appliances 
Department Department Department Combined 























Sales: eune nr cies aise sels sists sue EE E $119,500 $ 71,700 $47,800 $239,000 
Cost of goods sold ..................... 73,800 43,800 30,200 147,800 
Gross profita aar aea corse a a 45,700 27,900 17,600 91,200 
Direct expenses 
Salaries expense ..............00 00005 15,600 7,000 7,800 30,400 
Depreciation expense—Equipment ...... 400 100 200 700 
Suppliestexpense mnt tttet tert tetris 300 200 100 600 
Total direct expenses.................. 16,300 7,300 8,100 31,700 
Departmental contributions 
tö overhead. ooe ew ens@ uns oe $29,400 $20,600 $9,500 $59,500 
Indirect expenses 
Rentiexpense nire n ena a A E 10,800 
Utilities expense .................00.. 1,800 
Advertising expense................... 1,000 
Insurance expense.................00. 1,900 
General office department expense ...... 15,300 
Purchasing department expense......... 9,700 
Total indirect expenses ................ 40,500 
Nee ineoine 22 oc cure ee pate ere ee $19,000 
Contribution as percent of sales .......... 24.6% 28.7% 19.9% 24.9% 


The upper half of Exhibit 21.22 shows a departmental (profit center) contribution to overhead 
as part of an expanded income statement. This format is common when reporting departmental 
contributions to overhead. Using the information in Exhibits 21.21 and 21.22, we can evaluate 
the profitability of the three profit centers. For instance, let’s compare the performance of the 
appliances department as described in these two exhibits. Exhibit 21.21 shows a $500 net loss 
resulting from this department’s operations, but Exhibit 21.22 shows a $9,500 positive contribu- 
tion to overhead, which is 19.9% of the appliance department’s sales. The contribution of the 
appliances department is not as large as that of the other selling departments, but a $9,500 con- 
tribution to overhead is better than a $500 loss. This tells us that the appliances department 
is not a money loser. On the contrary, it is contributing $9,500 toward defraying total indirect 
expenses of $40,500. 









Quick Check Answers — p. 886 





6. If a company has two operating (selling) departments (shoes and hats) and two service 
departments (payroll and advertising), which of the following statements is correct? (a) Wages 
incurred in the payroll department are direct expenses of the shoe department, (b) Wages 
incurred in the payroll department are indirect expenses of the operating departments, or 
(c) Advertising department expenses are allocated to the other three departments. 

7. Which of the following bases can be used to allocate supervisors’ salaries across operating 
departments? (a) Hours spent in each department, (b) number of employees in each 
department, (c) sales achieved in each department, or (a) any of the above, depending on 
which information is most relevant and accessible. 

8. What three steps are used to allocate expenses to operating departments? 


9. An income statement showing departmental contribution to overhead, (a) subtracts indirect 
expenses from each department's revenues, (b) subtracts only direct expenses from each 
department's revenues, or (c) shows net income for each department. 
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EVALUATING INVESTMENT CENTER PERFORMANCE 


This section introduces both financial and nonfinancial measures of investment center 
performance. 


Financial Performance Evaluation Measures 


Investment center managers are typically evaluated using performance measures that combine 
income and assets. Consider the following data for ZTel, a company which operates two 
divisions: LCD and S-Phone. The LCD division manufactures liquid crystal display (LCD) 
touch-screen monitors and sells them for use in computers, cellular phones, and other products. 
The S-Phone division sells smartphones, mobile phones that also function as personal comput- 
ers, MP3 players, cameras, and global positioning satellite (GPS) systems. Exhibit 21.23 shows 
current year income and assets for those divisions. 


(Kejp) S-Phone 
Netincome seere are aaa a n $ 526,500 $ 417,600 
Average invested assets......... 2,500,000 1,850,000 


Investment Center Return on Total Assets One measure to evaluate division per- 
formance is the investment center return on total assets, also called return on investment 
(ROI). This measure is computed as follows 


Investment center net income 





Return on investment = : 
Investment center average invested assets 


The return on investment for the LCD division is 21% (rounded), computed as $526,500/ 
$2,500,000. The S-Phone division’s return on investment is 23% (rounded), computed as 
$417,600/$1,850,000. Though the LCD division earned more dollars of net income, it was less 
efficient in using its assets to generate income compared to the S-Phone division. 


Investment Center Residual Income Another way to evaluate division performance 
is to compute investment center residual income, which is computed as follows 


Investment center Target investment center 


Residual income = i E i 
esidual income net income net income 


Assume ZTel’s top management sets target net income at 8% of divisional assets. For an investment 
center, this hurdle rate is typically the cost of obtaining financing. Applying this hurdle rate using 
the data from Exhibit 21.23 yields the residual income for ZTel’s divisions in Exhibit 21.24. 


| Kelp) S-Phone 





INGtINCOMEes Fe Sexton ctoencte muah roeitrnnier: $526,500 $417,600 
Less: Target net income 
$2,500,000 X 8% .......... 2. eee eee ee 200,000 
SIS500005X 8% n as coercive ere 148,000 
Investment center residual income ......... $326,500 $269,600 








Unlike return on assets, residual income is expressed in dollars. The LCD division outperformed 
the S-Phone division on the basis of residual income. However, this result is due in part to the 
LCD division having a larger asset base than the S-Phone division. 








Al Analyze investment centers 
using return on assets, 
residual income, and 
balanced scorecard. 











EXHIBIT 21.23 


Investment Center Income 
and Assets 








EXHIBIT 21.24 


Investment Center Residual 
Income 
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Point: Residual income is also called 
economic value added (EVA). 


Point: One survey indicates that nearly 
60% of global companies use some form 
of a balanced scorecard. 


EXHIBIT 21.25 


Balanced Scorecard Performance 
Indicators 


Chapter 21 Cost Allocation and Performance Measurement 


Using residual income to evaluate division performance encourages division managers to 
accept all opportunities that return more than the target net income, thus increasing company 
value. For example, the S-Phone division might not want to accept a new customer that will 
provide a 15% return on investment, since that will reduce the S-Phone division’s overall return 
on investment (23% as shown above). However, the S-Phone division should accept this oppor- 
tunity because the new customer would increase residual income by providing net income above 
the target net income. 


Nonfinancial Performance Evaluation Measures 


Evaluating performance solely on financial measures such as return on investment or residual 
income has limitations. For example, some investment center managers might forgo profitable 
opportunities to keep their return on investment high. Also, residual income is less useful when 
comparing investment centers of different size. And, both return on investment and residual in- 
come can encourage managers to focus too heavily on short-term financial goals. 

In response to these limitations, companies consider nonfinancial measures. For example, a 
delivery company such as FedEx might track the percentage of on-time deliveries. The percent- 
age of defective tennis balls manufactured can be used to assess performance of Penn’s produc- 
tion managers. Walmart’s credit card screens commonly ask customers at check-out whether the 
cashier was friendly or the store was clean. This kind of information can help division managers 
run their divisions and help top management evaluate division manager performance. 


Balanced Scorecard The balanced scorecard is a system of performance measures, in- 
cluding nonfinancial measures, used to assess company and division manager performance. The 
balanced scorecard requires managers to think of their company from four perspectives: 


1. Customer: What do customers think of us? 
2. Internal processes: Which of our operations are critical to meeting customer needs? 
3. Innovation and learning: How can we improve? 
4. Financial: What do our owners think of us? 
The balanced scorecard collects information on several key performance indicators within each 


of the four perspectives. These key indicators vary across companies. Exhibit 21.25 lists com- 
mon performance measures. 











bea te Financial Results 





Internal Process 








e Defect rates 


t s e Employee satisfacti 
e # of new customers acquired œ Cycle time 


e Employee turnover 





e % of on-time deliveries e Product costs e $ spent on training es owt 

e % of sales from new products ¢ Labor hours per order ¢ # of new products e Cash flow 

e Time to fill orders e Production days with- e # of patents e Residual income 
e % of sales returned out an accident e $ spent on research © Stock price 






After selecting key performance indicators, companies collect data on each indicator and 
compare actual amounts to expected amounts to assess performance. For example, a company 
might have a goal of filling 98% of customer orders within two hours. Balanced scorecard re- 
ports are often presented in graphs or tables that can be updated frequently. Such timely infor- 
mation aids division managers in their decisions, and can be used by top management to evaluate 
division manager performance. 
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Customer Perspective Actual Goal 
Checkout success 62% 4 
Orders returned 2.2% A 
Customer satisfaction rating 9.5 4 
Number of customer complaints 142 4 





Exhibit 21.26 is an example of balanced scorecard reporting on the customer perspective for 
an Internet retailer. This scorecard reports for example that the retailer is getting 62% of its po- 
tential customers successfully through the checkout process, and that 2.2% of all orders are re- 
turned. The color of the arrows in the right-most column reveals whether the company is 
exceeding its goal (green), barely meeting the goal (yellow), or not meeting the goal (red). The 
direction of the arrows reveals any trend in performance: an upward arrow indicates improve- 
ment, a downward arrow indicates declining performance, and an arrow pointing sideways indi- 
cates no change. A review of these arrows’ color and direction suggests the retailer is meeting 
or exceeding its goals on checkout success, orders returned, and customer satisfaction. Further, 
checkout success and customer satisfaction are improving. The red arrow shows the company 
has received more customer complaints than was hoped for; however, the number of customer 
complaints is declining. A manager would combine this information with similar information on 
the internal process, innovation and learning, and financial perspectives to get an overall view of 
division performance. 


me 





O Decision Answer — p. 886 i & |! 


Center Manager Your center's usual return on total assets is 19%. You are considering two new invest- 
ments for your center. The first requires a $250,000 average investment and is expected to yield annual 
net income of $50,000. The second requires a $1 million average investment with an expected annual net 
income of $175,000. Do you pursue either? E 
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EXHIBIT 21.26 


Balanced Scorecard Reporting: 
Internet Retailer 


RESPONSIBILITY ACCOUNTING 


Departmental accounting reports often provide data used to evaluate a department’s performance, 
but are they useful in assessing how well a department manager performs? Neither departmental 
income nor its contribution to overhead may be useful because many expenses can be outside a 
manager’s control. Instead, we often evaluate a manager’s performance using responsibility ac- 
counting reports that describe a department’s activities in terms of controllable costs.° A cost is 
controllable if a manager has the power to determine or at least significantly affect the amount 
incurred. Uncontrollable costs are not within the manager’s control or influence. 


Controllable versus Direct Costs 


Controllable costs are not always the same as direct costs. Direct costs are readily traced to a 
department, but the department manager might or might not control their amounts. For exam- 
ple, department managers often have little or no control over depreciation expense because 


3 The terms cost and expense are often used interchangeably in managerial accounting, but they are not necessarily the 
same. Cost often refers to the monetary outlay to acquire some resource that can have present and future benefit. 
Expense usually refers to an expired cost. That is, as the benefit of a resource expires, a portion of its cost is written off 
as an expense. 








C 


Explain controllable costs 
and responsibility 
accounting. 
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EXHIBIT 21.27 
Organizational Responsibility Chart 


Executive 


Vice President 
Marketing 
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they cannot affect the amount of equipment assigned to their departments. Also, department 
managers rarely control their own salaries. However, they can control or influence items such 
as the cost of supplies used in their department. When evaluating managers’ performances, we 
should use data reflecting their departments’ outputs along with their controllable costs and 
expenses. 

Distinguishing between controllable and uncontrollable costs depends on the particular man- 
ager and time period under analysis. For example, the cost of property insurance is usually not 
controllable at the department manager’s level but by the executive responsible for obtaining the 
company’s insurance coverage. Likewise, this executive might not control costs resulting from 
insurance policies already in force. However, when a policy expires, this executive can renegoti- 
ate a replacement policy and then controls these costs. Therefore, all costs are controllable at 
some management level if the time period is sufficiently long. We must use good judgment in 
identifying controllable costs. 


Responsibility Accounting System 


A responsibility accounting system uses the concept of controllable costs to assign managers 
the responsibility for costs and expenses under their control. Prior to each reporting period, a 
company prepares plans that identify costs and expenses 


Boardiot under each manager’s control. These plans are called 
Directori responsibility accounting budgets. To ensure the co- 

| operation of managers and the reasonableness of bud- 
President gets, managers should be involved in preparing their 


budgets. 
S A responsibility accounting system also involves 
; performance reports. A responsibility accounting per- 


ae. formance report accumulates and reports costs and 
gece Preside expenses that a manager is responsible for and their bud- 





ae geted amounts. Management’s analysis of differences be- 

tween budgeted amounts and actual costs and expenses 

often results in corrective or strategic managerial actions. 

Upper-level management uses performance reports to 

Vice President evaluate the effectiveness of lower-level managers in con- 

pracen trolling costs and expenses and keeping them within bud- 
Consulting 


geted amounts. 


A responsibility accounting system recognizes that 
control over costs and expenses belongs to several lev- 





Manager 
Cost 
Management 
Department 


Point: Responsibility accounting does 
not place blame. Instead, responsibility 
accounting is used to identify opportuni- 
ties for improving performance. 


els of management. We illustrate this by considering the 

Manager Manager organization chart in Exhibit 21.27. The lines in this 

ey sour Sye chart connecting the managerial positions reflect chan- 
Department Department ; 

nels of authority. For example, the four department 

managers of this consulting firm (benchmarking, cost 

management, outsourcing, and service) are responsible for controllable costs and expenses 

incurred in their departments, but these same costs are subject to the overall control of the 

vice president (VP) for operational consulting. Similarly, this VP’s costs are subject to the 

control of the executive vice president (EVP) for operations, the president, and, ultimately, 

the board of directors. 

At lower levels, managers have limited responsibility and relatively little control over costs 
and expenses. Performance reports for low-level management typically cover few controllable 
costs. Responsibility and control broaden for higher-level managers; therefore, their reports 
span a wider range of costs. However, reports to higher-level managers seldom contain the de- 
tails reported to their subordinates but are summarized for two reasons: (1) lower-level manag- 
ers are often responsible for these detailed costs and (2) detailed reports can obscure broader, 
more important issues facing a company. 

Exhibit 21.28 shows summarized performance reports for the three management levels iden- 
tified in Exhibit 21.27. Exhibit 21.28 shows that costs under the control of the benchmarking 
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Executive Vice President, Operations For July 

Budgeted Actual Over (Under) 
Controllable Costs Amount Amount Budget 
Salaries, VPs"- tern. (eee: 6. se es ie $ 80,000 $ 80,000 $ 0 
Quality control costs e R erie 21,000 22,400 1,400 
@fficeicosts ........... E eee eee 29,500 28,800 (700) 
Operational consulting .................. 276,700 279,500 2,800 
Strategic consulting ..................00000- 390,000 380,600 (9,400) 
Toal e. e E Settee. « cicle « «eves $ 797,200 $ 791,300 $ (5,900) 
Vice President, Operational Consulting For July 

Budgeted Actual Over (Under) 
Controllable Costs Amount Amount Budget 
Salaries, department managers ............... $ 75,000 $ 78,000 $ 3,000 
Depreciation errant ee ec 5 oes 10,600 10,600 0 
Insurance: ......:. . 2 nee ea ee 6,800 6,300 (500) 
Benchmarking department .............. 79,600 79,900 300 
Cost management department ............... 61,500 60,200 (1,300) 
Outsourcing department...................- 24,300 24,700 400 
Service department ........ 0.0.0.0... 0000s 18,900 19,800 900 
RCS 5 GRIM sts 6 0 on E E $276,700 $279,500 $2,800 
Manager, Benchmarking Department For July 

Budgeted Actual Over (Under) 
Controllable Costs Amount Amount Budget 
Salaries oono e .. oe cee $ 51,600 $ 52,500 $ 900 
Supplies sc... . . oriei eet eee peepee 8,000 7,800 (200) 
Scher controllable costSsgeee ... gee eacs 20,000 19,600 (400) 
Totals n... ee Coe ee ew es $ 79,600 $ 79,900 $ 300 











department manager are totaled and included among controllable costs of the VP for operational 
consulting. Also, costs under the control of the VP are totaled and included among controllable 
costs of the EVP for operations. In this way, a responsibility accounting system provides rele- 
vant information for each management level. 

Technological advances increase our ability to produce vast amounts of information that of- 
ten exceed our ability to use it. Good managers select relevant data for planning and controlling 
the areas under their responsibility. A good responsibility accounting system makes every effort 
to provide relevant information to the right person (the one who controls the cost) at the right 
time (before a cost is out of control). 


Summary of Cost Allocation 


Exhibit 21.29 summarizes the cost allocation techniques shown in this chapter. These methods 
focus on different types of costs, as managers need different information for different 
decisions. 





Cost Definition Accounting Task Managerial Decision 

Overhead costs ............. Assign overhead to individual jobs Product costing and pricing 
Indirect expenses............ Assign indirect expenses to departments Evaluate department performance 
Uncontrollable costs ......... Remove uncontrollable costs from Evaluate department manager 


responsibility accounting reports performance 
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EXHIBIT 21.28 


Responsibility Accounting 
Performance Reports 


Point: Responsibility accounting usually 
divides a company into subunits, or 
responsibility centers. A center manager is 
evaluated on how well the center per- 
forms, as reported in responsibility ac- 
counting reports. 


EXHIBIT 21.29 
Cost Allocation Methods 
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Quick Check Answers — p. 886 





10. Are the reports of departmental net income and the departmental contribution to overhead 
useful in assessing a department manager's performance? Explain. 


11. Performance reports to evaluate managers should (a) include data about controllable 
expenses, (b) compare actual results with budgeted levels, or (c) both (a) and (b). 


GLOBAL VIEW 





L’Oreal is an international cosmetics company incorporated in France. With multiple brands and opera- 
tions in over 100 countries, the company uses concepts of departmental accounting and controllable costs 
to evaluate performance. For example, a recent annual report shows the following for the major divisions 
in its Cosmetics branch: 





Division Operating Profit (€ millions) 
Consumer products .......... €1,578 

Professional products ......... 519 

Luxury products ............. 766 

Active cosmetics ............. 259 

Other cosmetics ............. _ (12) €3,110 
Nonallocated costs ........... (502) 
Cosmetics branch total ....... €2,608 





For L’Oreal, nonallocated costs include costs that are not controllable by division managers, including 
fundamental research and development and costs of service operations like insurance and banking. Exclud- 
ing noncontrollable costs enables L’Oreal to prepare more meaningful division performance evaluations. 


Investment Center Profit Margin and Investment Turnover 








We can further examine investment center (division) performance by splitting return on investment into 


A naze nvo stment profit margin and investment turnover as follows 


centers using profit margin 
and investment turnover. 














Return on investment = Profit margin x Investment turnover 
Investment center net income _ Investment center net income $ Investment center sales 
Investment center average assets Investment center sales Investment center average assets 


Profit margin measures the income earned per dollar of sales. Investment turnover measures how 
efficiently an investment center generates sales from its invested assets. Higher profit margin and 
higher investment turnover indicate better performance. To illustrate, consider Best Buy which reports in 
Exhibit 21.30 results for two divisions (segments): Domestic and International. 


EXHIBIT 21.30 ($ millions) Domestic International 

Best Buy Division Sales, Income, 

and Assets E E E E E $37,314 $12,380 
Netincome ooe eea ea 2,071 164 


Average invested assets ........ 9,745 7,319 
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Profit margin and investment turnover for its Domestic and International divisions are computed and 
shown in Exhibit 21.31: 


($ millions) Domestic International 


Profit Margin 
$2,071/$37,314 .......... 
$164/$12,380 ............ 
Investment Turnover 
$37,314/9,745 3.83 
$12 380/7319 eee ae 1.69 


1.32% 


Best Buy’s Domestic division generates 5.55 cents of profit per $1 of sales, while its International division 
generates only 1.32 cents of profit per dollar of sales. Its Domestic division also uses its assets more effi- 
ciently; its investment turnover of 3.83 is over twice that of its International division’s 1.69. Top manage- 
ment can use profit margin and investment turnover to evaluate the performance of division managers. The 
measures can also aid management when considering further investment in its divisions. 


Answer — p. 886 





©) Decision 


Division Manager You manage a division in a highly competitive industry. You will receive a cash 
bonus if your division achieves an ROI above 12%. Your division’s profit margin is 7%, equal to the industry 
average, and your division's investment turnover is 1.5. What actions can you take to increase your chance 
of receiving the bonus? E 
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EXHIBIT 21.31 
Best Buy Division Profit Margin and 
Investment Turnover 


DEMONSTRATION PROBLEM 


Management requests departmental income statements for Hacker’s Haven, a computer store that has five 
departments. Three are operating departments (hardware, software, and repairs) and two are service depart- 
ments (general office and purchasing). 


General 

Office Purchasing Hardware Software Repairs 
Salestc 2s Ae orem ee — — $960,000 $600,000 $840,000 
Cost of goods sold ........ — — 500,000 300,000 200,000 

Direct expenses 
Payroll oore ase sennae $60,000 $45,000 80,000 25,000 325,000 
Depreciation ........... 6,000 7,200 33,000 4,200 9,600 
SUppHeS soar aisaen ees 15,000 10,000 10,000 2,000 25,000 


The departments incur several indirect expenses. To prepare departmental income statements, the indirect 
expenses must be allocated across the five departments. Then the expenses of the two service departments 
must be allocated to the three operating departments. Total cost amounts and the allocation bases for each 
indirect expense follow. 


Indirect Expense Total Cost Allocation Basis 
RONG fig ae aona a E E $150,000 Square footage occupied 
Weilities So Aes cise crest eeens 50,000 Square footage occupied 
Advertising ................ 125,000 Dollars of sales 
Insúrance a a eae ee 30,000 Value of assets insured 
Service departments 

General office ............ 2 Number of employees 


Purchasing eee caste = ? Dollars of cost of goods sold 
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The following additional information is needed for indirect expense allocations. 


Department 


Insured 
Sales Assets 


Employees 


Cost of 


Goods Sold 





General office ........ 
Purchasing ........... 


Hardware............ 








$ 60,000 

72,000 
$ 960,000 330,000 5 $ 500,000 
600,000 42,000 5 300,000 
840,000 96,000 10 200,000 
$2,400,000 $600,000 20 $1,000,000 














|. Prepare a departmental expense allocation spreadsheet for Hacker’s Haven. 


2. Prepare a departmental income statement reporting net income for each operating department and for 
all operating departments combined. 


PLANNING THE SOLUTION 


© Set up and complete four tables to allocate the indirect expenses—one each for rent, utilities, advertis- 


ing, and insurance. 


© Allocate the departments’ indirect expenses using a spreadsheet like the one in Exhibit 21.12. Enter the 
given amounts of the direct expenses for each department. Then enter the allocated amounts of the in- 
direct expenses that you computed. 

© Complete two tables for allocating the general office and purchasing department costs to the three 
operating departments. Enter these amounts on the spreadsheet and determine the total expenses 


allocated to the three operating departments. 


@ Prepare departmental income statements like the one in Exhibit 21.21. Show sales, cost of goods sold, 
gross profit, individual expenses, and net income for each of the three operating departments and for the 


combined company. 


SOLUTIONTO DEMONSTRATION PROBLEM 


Allocations of the four indirect expenses across the five departments. 














Square Percent Allocated 
Rent Feet of Total Cost 
General office ........ 500 5.0% $ 7,500 
Purchasing ........... 500 5.0 7,500 
Hardware...) sc0.ss95 4,000 40.0 60,000 
Software ............ 3,000 30.0 45,000 
Repairs aee 2,000 20.0 30,000 
Totals aars enea 10,000 100.0% $150,000 
Sales Percent Allocated 
Advertising Dollars of Total Cost 
Hardware........... $ 960,000 40.0% $ 50,000 
Software............ 600,000 25.0 31,250 
Repairs lessees 840,000 35.0 43,750 
Totals oases $2,400,000 100.0% $125,000 




















Square Percent Allocated 
Utilities Feet of Total Cost 
General office ........ 500 5.0% $ 2,500 
Purchasing ........... 500 5.0 2,500 
Hardware ............ 4,000 40.0 20,000 
Software ............ 3,000 30.0 15,000 
Repaint o e onsen 2,000 20.0 10,000 
Totals een eae 10,000 100.0% $50,000 
Assets Percent Allocated 
Insurance Insured of Total Cost 
General office ........ $ 60,000 10.0% $ 3,000 
Purchasing ........... 72,000 12.0 3,600 
Hardware ........... 330,000 55.0 16,500 
Software 7 see. 4. eae 42,000 7.0 2,100 
Repaint Si E mr AAEREN 96,000 16.0 4,800 
Totals. ee enaere inak $600,000 100.0% $30,000 
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I. Allocations of service department expenses to the three operating departments. 


General Office Percent Allocated Purchasing Cost of Percent Allocated 
Allocations to Employees of Total Cost Allocations to Goods Sold of Total Cost 
Hardware: 05222665006 5 25.0% $23,500 Handwanes2cs.sie src. eve $ 500,000 50.0% $37,900 
SoftWare: eseese ane aes 5 25.0 23,500 Softwares oee oeae sesir 300,000 30.0 22,740 
Repairs meee soree ecre sk 10 50.0 47,000 RepallSien ccc sone wens 200,000 20.0 15,160 
Totals esera aeus 20 100.0% $94,000 Totalen an $1,000,000 100.0% $75,800 








HACKER’S HAVEN 
Departmental Expense Allocations 
For Year Ended December 31,2011 


Expense General 
Allocation Account Office Purchasing Hardware Software Repairs 
Base Balance Dept. Dept. Dept. Dept. Dept. 





Direct Expenses 





























Payrol a eeen a oe ornare cece saree $ 535,000 $ 60,000 $ 45,000 $ 80,000 $ 25,000 $ 325,000 

Depreciation sre cesernnsrenren irar: 60,000 6,000 7,200 33,000 4,200 9,600 

Supplies aae ie ren EEE EEEN 62,000 15,000 10,000 10,000 2,000 25,000 
Indirect Expenses 

Rentene aoa er aE E E A EREE Square ft. 150,000 7,500 7,500 60,000 45,000 30,000 

Uäilities nese orena ni ae E EEE Square ft. 50,000 2,500 2,500 20,000 15,000 10,000 

Advertising ene ne rere ea EEE Sales 125,000 — — 50,000 31,250 43,750 

IMSUFANCE ceee nassaan anina are aui Assets 30,000 3,000 3,600 16,500 2,100 4,800 
Total expenses oeeo aenn E A E E casas 1,012,000 94,000 75,800 269,500 124,550 448,150 
Service Department Expenses | 

General office: iia eene e eree ee Employees (94,000) 23 %00 23 %00 47,000 

vee l ky oaa _ 5k 

urchasing oee eee seven crevasse anaes Goods sold (75,800) 37,900 22,740 15,160 

Total expenses allocated 

to operating departments.............. $1,012,000 $ 0 $ 0 $330,900 $170,790 $510,310 








2. Departmental income statements for Hacker’s Haven. 


HACKER’S HAVEN 
Departmental Income Statements 
For Year Ended December 31,2011 


Hardware Software Repairs Combined 











Sales E E E $ 960,000 $ 600,000 $ 840,000 $2,400,000 
Cost of goods sold ............. 500,000 300,000 200,000 1,000,000 
Gross profiteor ar e screens 460,000 300,000 640,000 1,400,000 
Expenses 
Payroll meea nane a 80,000 25,000 325,000 430,000 
Depreciation k e a irr: 33,000 4,200 9,600 46,800 
Supplies: ine ere e 10,000 2,000 25,000 37,000 
Rentene ia ae T 60,000 45,000 30,000 135,000 
Weilities ee e 20,000 15,000 10,000 45,000 
Advertising enian ee as 50,000 31,250 43,750 125,000 
Ipsurance sine eeaeee ae 16,500 2,100 4,800 23,400 
Share of general office ........ 23,500 23,500 47,000 94,000 
Share of purchasing ........... 37,900 22,740 15,160 75,800 
Total expenses ............... 330,900 170,790 510,310 1,012,000 





Netiincome: ooer secs $129,100 $129,210 $129,690 $388,000 
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APPENDIX 


IA 


Transfer Pricing 








C Explain transfer pricing and 
methods to set transfer 
prices. 











Point: Transfer pricing can impact com- 
pany profits when divisions are located in 
countries with different tax rates; this is 
covered in advanced courses. 


EXHIBIT 21A.1 


LCD Division Manufacturing 
Information—Monitors 


Divisions in decentralized companies sometimes do business with one another. For example, a separate 
division of Harley-Davidson manufactures its plastic and fiberglass parts used in the company’s motor- 
cycles. Anheuser-Busch’s metal container division makes cans and lids used in its brewing operations, 
and also sells cans and lids to soft-drink companies. A division of Prince produces strings used in tennis 
rackets made by Prince and other manufacturers. 

Determining the price that should be used to record transfers between divisions in the same company 
is the focus of this appendix. Because these transactions are transfers within the same company, the price 
to record them is called the transfer price. In decentralized organizations, division managers have input 
on or decide those prices. Transfer prices can be used in cost, profit, and investment centers. Since these 
transfers are not with customers outside the company, the transfer price has no direct impact on the com- 
pany’s overall profits. However, transfer prices can impact performance evaluations and, if set incorrectly, 
lead to bad decisions. 


Alternative Transfer Prices Exhibit 21A.1 reports data on the LCD division of ZTel. LCD man- 
ufactures liquid crystal display (LCD) touch-screen monitors for use in ZTel’s S-Phone division’s smart- 
phones, which sell for $400 each. The monitors can also be used in other products. So, LCD can sell its 
monitors to buyers other than S-Phone. Likewise, the S-Phone division can purchase monitors from sup- 
pliers other than LCD. 


Production capacity -<e eeaeee ee e ee 100,000 units 
Selling price per unit to outside customers ......... $80 
Variable manufacturing costs per unit ............. $40 
Fixed manufacturing costs...................500. $2,000,000 













My department loses money 
if the transfer price is less 
than $40 per monitor. 


| won’t pay more than 
the $80 market price 
to buy this from LCD. 








i - $80 Market Price 
—_ per Unit 


$0 $40 Variable 
Manufacturing 
Cost per Unit 

-‘+———___ Negotiation Range ———>| 





Exhibit 21A.1 reveals the range of transfer prices for transfers of monitors from LCD to S-Phone. The 
manager of LCD wants to report a division profit; thus, this manager will not accept a transfer price less 
than $40 (variable manufacturing cost per unit) because doing so would cause the division to lose money 
on each monitor transferred. The LCD manager will only consider transfer prices of $40 or more. On the 
other hand, the S-Phone division manager also wants to report a division profit. Thus, this manager will 
not pay more than $80 per monitor because similar monitors can be bought from outside suppliers at that 
price. The S-Phone manager will only consider transfer prices of $80 or less. As any transfer price between 
$40 and $80 per monitor is possible, how does ZTel determine the transfer price? The answer depends in 
part on whether the LCD division has excess capacity to manufacture monitors. 
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No Excess Capacity Assume the LCD division can sell every monitor it produces, and thus is producing 
100,000 units. In that case, a market-based transfer price of $80 per monitor is preferred. At that price, 
the LCD division manager is willing to either transfer monitors to S-Phone or sell to outside customers. 
The S-Phone manager cannot buy monitors for less than $80 from outside suppliers, so the $80 price is 
acceptable. Further, with a transfer price of $80 per monitor, top management of ZTel is indifferent to 
S-Phone buying from LCD or buying similar-quality monitors from outside suppliers. 

With no excess capacity, the LCD manager will not accept a transfer price less than $80 per monitor. For 
example, suppose the S-Phone manager suggests a transfer price of $70 per monitor. At that price the LCD 
manager incurs an unnecessary opportunity cost of $10 per monitor (computed as $80 market price minus 
$70 transfer price). This would lower the LCD division’s income and hurt its performance evaluation. 


Excess Capacity Assume that the LCD division has excess capacity. For example, the LCD division 
might currently be producing only 80,000 units. Because LCD has $2,000,000 of fixed manufacturing 
costs, both LCD and the top management of ZTel prefer that S-Phone purchases its monitors from LCD. 
For example, if S-Phone purchases its monitors from an outside supplier at the market price of $80 each, 
LCD manufactures no units. Then, LCD reports a division loss equal to its fixed costs, and ZTel overall 
reports a lower net income as its costs are higher. Consequently, with excess capacity, LCD should accept 
any transfer price of $40 per unit or greater and S-Phone should purchase monitors from LCD. This will 
allow LCD to recover some (or all) of its fixed costs and increase ZTel’s overall profits. For example, if a 
transfer price of $50 per monitor is used, the S-Phone manager is pleased to buy from LCD, since that 
price is below the market price of $80. For each monitor transferred from LCD to S-Phone at $50, the 
LCD division receives a contribution margin of $10 (computed as $50 transfer price less $40 variable 
cost) to contribute towards recovering its fixed costs. This form of transfer pricing is called cost-based 
transfer pricing. Under this approach the transfer price might be based on variable costs, total costs, or 
variable costs plus a markup. Determining the transfer price under excess capacity is complex and is cov- 
ered in advanced courses. 


Additional Issues in Transfer Pricing Several additional issues arise in determining transfer prices which 
include the following: 


@ No market price exists. Sometimes there is no market price for the product being transferred. The 
product might be a key component that requires additional conversion costs at the next stage and is not 
easily replicated by an outside company. For example, there is no market for a console for a Nissan 
Maxima and there is no substitute console Nissan can use in assembling a Maxima. In this case a 
market-based transfer price cannot be used. 


® Cost control. To provide incentives for cost control, transfer prices might be based on standard, rather 
than actual costs. For example, if a transfer price of actual variable costs plus a markup of $20 per unit 
is used in the case above, LCD has no incentive to control its costs. 


@ Division managers’ negotiation. With excess capacity, division managers will often negotiate a trans- 
fer price that lies between the variable cost per unit and the market price per unit. In this case, the nego- 
tiated transfer price and resulting departmental performance reports reflect, in part, the negotiating 
skills of the respective division managers. This might not be best for overall company performance. 


@ Nonfinancial factors. Factors such as quality control, reduced lead times, and impact on employee 
morale can be important factors in determining transfer prices. 
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Transfer Pricing Approaches 


Used by Companies 





Negotiated 
17% 


APPENDIX 


Joint Costs and Their Allocation 


iB 





Most manufacturing processes involve joint costs, which refer to costs incurred to produce or purchase 
two or more products at the same time. A joint cost is like an indirect expense in the sense that more than 
one cost object share it. For example, a sawmill company incurs a joint cost when it buys logs that it cuts 
into lumber as shown in Exhibit 21B.1. The joint cost includes the logs (raw material) and its cutting 
(conversion) into boards classified as Clear, Select, No. 1 Common, No. 2 Common, No. 3 Common, and 
other types of lumber and by-products. 

When a joint cost is incurred, a question arises as to whether to allocate it to different products result- 
ing from it. The answer is that when management wishes to estimate the costs of individual products, joint 








C 


Describe allocation of joint 
costs across products. 
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EXHIBIT 21B.1 


Joint Products from Logs 


EXHIBIT 21B.2 


Allocating Joint Costs on a 
Physical Basis 


EXHIBIT 21B.3 


Allocating Joint Costs on a 
Value Basis 
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Joint Products 


costs are included and must be allocated to 


I these joint products. However, when man- 
Clear easy 4 A 
i 7 45 agement needs information to help decide 
l o* whether to sell a product at a certain point 
I .” Select i i i 
Joint Cost 1 aoe” eee J in the production process or to process it 
i siss" further, the joint costs are ignored. 
ek of Sa =s....=..2=2=> No.1 Common l Financial statements prepared accord- 
oos: aaan ing to GAAP must assign joint costs to 
& = 


I “ee, Saaana products. To do this, management must 
I Saan, = No.2 Common decide how to allocate joint costs across 
I 


, saan products benefiting from these costs. If 
l Split-off “* No.3 Common some products are sold and others remain 
1. Point in inventory, allocating joint costs involves 
assigning costs to both cost of goods sold 

and ending inventory. 

The two usual methods to allocate joint costs are the (1) physical basis and (2) the value basis. The 
physical basis typically involves allocating joint cost using physical characteristics such as the ratio 
of pounds, cubic feet, or gallons of each joint product to the total pounds, cubic feet, or gallons of all 
joint products flowing from the cost. This method is not preferred because the resulting cost allocations 
do not reflect the relative market values the joint cost generates. The preferred approach is the value 
basis, which allocates joint cost in proportion to the sales value of the output produced by the process 
at the “split-off point”; see Exhibit 21B.1. 


Physical Basis Allocation of Joint Cost To illustrate the physical basis of allocating a joint cost, we con- 
sider a sawmill that bought logs for $30,000. When cut, these logs produce 100,000 board feet of lumber 
in the grades and amounts shown in Exhibit 21B.2. The logs produce 20,000 board feet of No. 3 Common 
lumber, which is 20% of the total. With physical allocation, the No. 3 Common lumber is assigned 20% 
of the $30,000 cost of the logs, or $6,000 ($30,000 X 20%). Because this low-grade lumber sells for 
$4,000, this allocation gives a $2,000 loss from its production and sale. The physical basis for allocating 
joint costs does not reflect the extra value flowing into some products or the inferior value flowing into 
others. That is, the portion of a log that produces Clear and Select grade lumber is worth more than the 
portion used to produce the three grades of common lumber, but the physical basis fails to reflect this. 











Board Feet Percent Allocated Sales Gross 
Grade of Lumber Produced of Total Cost Value Profit 
Clear and Select............ 10,000 10.0% $ 3,000 $12,000 $ 9,000 
No. | Common ............ 30,000 30.0 9,000 18,000 9,000 
No.2 Common ...........- 40,000 40.0 12,000 16,000 4,000 
No.3 Common ............ 20,000 20.0 6,000 4,000 (2,000) 
Totals: wh eee eraen i leave 100,000 100.0% $30,000 $50,000 $20,000 














Value Basis Allocation of Joint Cost Exhibit 21B.3 illustrates the value basis method of allocation. It 
determines the percents of the total costs allocated to each grade by the ratio of each grade’s sales value to 
the total sales value of $50,000 (sales value is the unit selling price multiplied by the number of units 
produced). The Clear and Select lumber grades receive 24% of the total cost ($12,000/$50,000) instead of 
the 10% portion using a physical basis. The No. 3 Common lumber receives only 8% of the total cost, or 
$2,400, which is much less than the $6,000 assigned to it using the physical basis. 


Sales Percent Allocated Gross 
Grade of Lumber Value of Total Cost Profit 
Clear and Select ........... $12,000 24.0% $ 7,200 $ 4,800 
No. | Common............ 18,000 36.0 10,800 7,200 
No.2 Common............ 16,000 32.0 9,600 6,400 
No.3 Common............ 4,000 8.0 2,400 1,600 





Wlotalsi a cen ER $50,000 100.0% $30,000 $20,000 
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An outcome of value basis allocation is that each grade produces exactly the same 40% gross profit at the 
split-off point. This 40% rate equals the gross profit rate from selling all the lumber made from the $30,000 
logs for a combined price of $50,000. 









Quick Check 





Answers — p. 886 


12. A company produces three products, B1, B2, and B3. The joint cost incurred for the current 
month for these products is $180,000. The following data relate to this month's production: 





Product Units Produced Unit Sales Value 
Bl 96,000 $3.00 
B2 64,000 6.00 
B3 32,000 9.00 


The amount of joint cost allocated to product B3 using the value basis allocation is (a) $30,000, 
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Example: Refer to Exhibit 21B.3. 
If the sales value of Clear and Select 
lumber is changed to $10,000, what is 
the revised ratio of the market value 
of No. | Common to the total? 
Answer: $18,000/$48,000 = 37.5% 


(b) $54,000, or (c) $90,000. 


Summary 


C1 Distinguish between direct and indirect expenses and iden- 

tify bases for allocating indirect expenses to departments. 
Direct expenses are traced to a specific department and are incurred 
for the sole benefit of that department. Indirect expenses benefit 
more than one department. Indirect expenses are allocated to depart- 
ments when computing departmental net income. Ideally, we allo- 
cate indirect expenses by using a cause-effect relation for the 
allocation base. When a cause-effect relation is not identifiable, 
each indirect expense is allocated on a basis reflecting the relative 
benefit received by each department. 


C2 Explain controllable costs and responsibility accounting. A 

controllable cost is one that is influenced by a specific man- 
agement level. The total expenses of operating a department often 
include some items a department manager does not control. Respon- 
sibility accounting systems provide information for evaluating the 
performance of department managers. A responsibility accounting 
system’s performance reports for evaluating department managers 
should include only the expenses (and revenues) that each manager 
controls. 


C3 Explain transfer pricing and methods to set transfer prices. 

Transfer prices are used to record transfers of items between 
divisions of the same company. Transfer prices can be based on costs 
or market prices, or can be negotiated by division managers. 


C4 Describe allocation of joint costs across products. A joint 

cost refers to costs incurred to produce or purchase two or 
more products at the same time. When income statements are pre- 
pared, joint costs are usually allocated to the resulting joint products 
using either a physical or value basis. 


Al Analyze investment centers using return on assets, residual 

income, and balanced scorecard. A financial measure often 
used to evaluate an investment center manager is the investment 
center return on total assets, also called return on investment. This 
measure is computed as the center’s net income divided by the cen- 
ter’s average total assets. Residual income, computed as investment 
center net income minus a target net income is an alternative 


financial measure of investment center performance. A balanced 
scorecard uses a combination of financial and non-financial mea- 
sures to evaluate performance. 


A2 Analyze investment centers using profit margin and invest- 

ment turnover. Return on investment can also be computed as 
profit margin times investment turnover. Profit margin (equal to net 
income/sales) measures the income earned per dollar of sales and 
investment turnover (equal to sales/assets) measures how efficiently 
a division uses its assets. 


P Assign overhead costs using two-stage cost allocation. In the 
traditional two-stage cost allocation procedure, service depart- 
ment costs are first assigned to operating departments. Then, in the 
second stage, a predetermined overhead allocation rate is computed for 
each operating department and is used to assign overhead to output. 


Assign overhead costs using activity-based costing. In 

activity-based costing, the costs of related activities are col- 
lected and then pooled in some logical manner into activity cost 
pools. After all activity costs have been accumulated in an activity 
cost pool account, users of the activity, termed cost objects, are 
assigned a portion of the total activity cost using a cost driver 
(allocation base). 


P3 Prepare departmental income statements and contribution 

reports. Each profit center (department) is assigned its ex- 
penses to yield its own income statement. These costs include its di- 
rect expenses and its share of indirect expenses. The departmental 
income statement lists its revenues and costs of goods sold to deter- 
mine gross profit. Its operating expenses (direct expenses and its 
indirect expenses allocated to the department) are deducted from 
gross profit to yield departmental net income. The departmental 
contribution report is similar to the departmental income statement 
in terms of computing the gross profit for each department. Then the 
direct operating expenses for each department are deducted from 
gross profit to determine the contribution generated by each depart- 
ment. Indirect operating expenses are deducted in total from the 
company’s combined contribution. 





886 Chapter 21 


Guidance Answers to Decision Maker and Decision Ethics 


Director of Operations You should collect details on overhead 
items and review them to see whether direct labor drives these costs. 
If it does not, overhead might be improperly assigned to departments. 
The situation also provides an opportunity to consider other overhead 
allocation bases, including use of activity-based costing. 


Accounting Officer You should not author a report that you 
disagree with. You are responsible for ascertaining all the facts of 
ABC (implementation procedures, advantages and disadvantages, 
and costs). You should then approach your supervisor with these facts 
and suggest that you would like to modify the report to request, for 
example, a pilot test. The pilot test will allow you to further assess 
the suitability of ABC. Your suggestion might be rejected, at which 
time you may wish to speak with a more senior-level manager. 


Center Manager We must first realize that the two investment 
opportunities are not comparable on the basis of absolute dollars of 
income or on assets. For instance, the second investment provides a 


Guidance Answers to Quick Checks 


1. Cost drivers are the factors that have a cause-effect relation with 
costs (or activities that pertain to costs). 


2.d 


3. A departmental accounting system provides information used to 
evaluate the performance of departments. A responsibility 
accounting system provides information used to evaluate the 
performance of department managers. 

d 


5. A cost center, such as a service department, incurs costs without 
directly generating revenues. A profit center, such as a product 
division, incurs costs but also generates revenues. 


6. b 


A 
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higher income in absolute dollars but requires a higher investment. 
Accordingly, we need to compute return on total assets for each 
alternative: (1) $50,000 + $250,000 = 20%, and (2) $175,000 + 
$1 million = 17.5%. Alternative 1 has the higher return and is 
preferred over alternative 2. Do you pursue one, both, or neither? 
Because alternative 1’s return is higher than the center’s usual return 
of 19%, it should be pursued, assuming its risks are acceptable. Also, 
since alternative 1 requires a small investment, top management is 
likely to be more agreeable to pursuing it. Alternative 2’s return is 
lower than the usual 19% and is not likely to be acceptable. 


Division Manager Your division’s ROI without further action is 
10.5% (equal to 7% X 1.5). In a highly competitive industry, it is dif- 
ficult to increase profit margins by raising prices. Your division might 
be better able to control its costs to increase its profit margin. In addi- 
tion, you might engage in a marketing program to increase sales with- 
out increasing your division’s invested assets. Investment turnover and 
thus ROI will increase if the marketing campaign attracts customers. 


8. (1) Assign the direct expenses to each department. (2) Allocate 
indirect expenses to all departments. (3) Allocate the service 
department expenses to the operating departments. 

9. b 


10. No, because many expenses that enter into these calculations 
are beyond the manager’s control, and managers should not be 
evaluated using costs they do not control. 

11. c 


12. b; $180,000 x ([32,000 x $9]/[96,000 x $3 
+ 64,000 x $6 + 32,000 x $9]) = $54,000. 
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Activity-based costing (ABC) (p. 861) 
Activity cost driver (p. 861) 

Activity cost pool (p. 861) 

Balanced scorecard (p. 874) 
Controllable costs (p. 875) 

Cost-based transfer pricing (p. 883) 
Cost center (p. 865) 

Departmental accounting system (p. 864) 


Hurdle rate (p. 873) 


income (p. 873) 


assets (p. 873) 


Departmental contribution to 


overhead (p. 871) Joint cost (p. 883) 


Direct expenses (p. 865) 


Indirect expenses (p. 865) 
Investment center (p. 865) 
Investment center residual 


Investment center return on total 


Investment turnover (p. 878) 


Market-based transfer price (p. 883) 
Negotiated transfer price (p. 883) 

Profit center (p. 865) 

Profit margin (p. 878) 

Responsibility accounting budget (p. 876) 
Responsibility accounting performance 
report (p. 876) 

Responsibility accounting system (p. 864) 
Transfer price (p. 882) 

Uncontrollable costs (p. 875) 
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Multiple Choice Quiz Answers on p. 905 mhhe.com/wildFAP20e 





Additional Quiz Questions are available at the book’s Website. 


1. A retailer has three departments—housewares, appliances, and 
clothing—and buys advertising that benefits all departments. Ad- 
vertising expense is $150,000 for the year, and departmental sales 
for the year follow: housewares, $356,250; appliances, $641,250; 
clothing, $427,500. How much advertising expense is allocated 
to appliances if allocation is based on departmental sales? 

< $37,500 

- $67,500 

- $45,000 

- $150,000 

- $641,250 

2. An activity-based costing system 

a. Does not require the level of detail that a traditional costing 
system requires. 

- Does not enable the calculation of unit cost data. 

c. Allocates costs to products on the basis of activities per- 
formed on them. 

d. Cannot be used by a service company. 

e. Allocates costs to products based on the number of direct 
labor hours used. 

3. A company produces two products, Grey and Red. The 
following information is available relating to those two prod- 
ucts. Assume that the company’s total setup cost is $162,000. 
Using activity-based costing, how much setup cost is allocated 
to each unit of Grey? 


oa2anano 


so 


Grey Red 
Units produced .................. 500 40,000 
Number of setups ................ 50 100 
Direct labor hours per unit ........ 15 15 


A(B) Superscript letter A (B) denotes assignments based on Appendix 21A (21B). 
Icon denotes assignments that involve decision making. 


a. $1,080 
b. $ 72 
c. $ 162 
d. $2,000 
e. $ 108 


. A company operates three retail departments as profit centers, 
and the following information is available for each. Which 
department has the largest dollar amount of departmental 
contribution to overhead and what is the dollar amount 
contributed? 





Allocated 

Cost of Direct Indirect 

Department Sales Goods Sold Expenses [Expenses 
X.... $500,000 $350,000 $50,000 $40,000 
Vises 200,000 75,000 20,000 50,000 
Tiere 350,000 150,000 75,000 10,000 


a. Department Y, $ 55,000 
b. Department Z, $125,000 
c. Department X, $500,000 
d. Department Z, $200,000 
e. Department X, $ 60,000 


. Using the data in question 4, Department X’s contribution to 


overhead as a percentage of sales is 
- 20% 
- 30% 
. 12% 
- 48% 
-= 32% 
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Discussion Questions 


1. Why are many companies divided into departments? 

2. Complete the following for a traditional two-stage allocation 
system: In the first stage, service department costs are assigned 
to departments. In the second stage, a predetermined 
overhead rate is computed for each operating department and 
used to assign overhead to —____. 

3. What is the difference between operating departments and ser- 
vice departments? 





4. What is activity-based costing? What is its goal? 

5. n Identify at least four typical cost pools for activity-based 
costing in most organizations. 

6. In activity-based costing, costs in a cost pool are allocated 
to _____ using predetermined overhead rates. 


7. 


8. 


9. 


10. 


11 


What company circumstances especially encourage use of 
activity-based costing? 


What are two main goals in managerial accounting for re- 
porting on and analyzing departments? 

Is it possible to evaluate a cost center’s profitability? 
Explain. 

What is the difference between direct and indirect expenses? 


: Suggest a reasonable basis for allocating each of the 


following indirect expenses to departments: (a) salary of a 
supervisor who manages several departments, (b) rent, (c) heat, 
(d) electricity for lighting, (e) janitorial services, (f) advertising, 
(g) expired insurance on equipment, and (h) property taxes on 
equipment. 
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12. Research In Motion has many departments. How is PPIM 
a department’s contribution to overhead measured? 

Q What are controllable costs? 

Controllable and uncontrollable costs must be identified with a 
particular _____ and a definite period. 

B Why should managers be closely involved in preparing 
their responsibility accounting budgets? 


13. 
14. 





15. 


| Nokia aims to give its managers timely cost 
a eee © y OS NOKIA 
reports. In responsibility accounting, who receives 

timely cost reports and specific cost information? Explain. 


16. 


174 What is a transfer price? Under what conditions is a market- 
based transfer price most likely to be used? 


QUICK STUDY 
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18.8 What is a joint cost? How are joint costs usually allocated 
among the products produced from them? 

198 Give two examples of products with joint costs. 

20. Each retail store of Apple has several depart- 
ments. Why is it useful for its management to (a) col- Apple 
lect accounting information about each department and 
(b) treat each department as a profit center? 

21. Palm delivers its products to locations around 
the world. List three controllable and three uncon- 
trollable costs for its delivery department. 


m connect 


In each blank next to the following terms, place the identifying letter of its best description. 





1. _____ Operating department A. Holds manager responsible for revenues, costs, and 
QS 21-1 2. Profit center investments. 
Allocation and measurement 3. Responsibility accounting B. Does not directly manufacture products but contrib- 
terms system utes to profitability of the entire company. 
C1 4. Cost center C. Incurs costs and also generates revenues. 
5. ____ Investment center D. Provides information used to evaluate the performance 
6. ____ Departmental accounting of a department. 
system E. Incurs costs without directly yielding revenues. 
7. _______ Service department F. Provides information used to evaluate the performance 
of a department manager. 
G. Engages directly in manufacturing or in making sales 
directly to customers. 
QS 21-2 For each of the following types of indirect expenses and service department expenses, identify one 


Basis for cost allocation 


allocation basis that could be used to distribute it to the departments indicated. 


Cl 1. Electric utility expenses of all departments. 
. General office department expenses of the operating departments. 


2 
3. Maintenance department expenses of the operating departments. 
4 


. Computer service expenses of production scheduling for operating departments. 





QS 21-3 
Activity-based costing and 
overhead cost allocation 


The following is taken from Maxwell Co.’s internal records of its factory with two operating departments. 
The cost driver for indirect labor and supplies is direct labor costs, and the cost driver for the remaining 
overhead items is number of hours of machine use. Compute the total amount of overhead cost allocated to 


P? Operating Department 1 using activity-based costing. 


Direct Labor Machine Use Hours 


Operating department | ......... 
Operating department 2......... 
Totals i565 se aces 


$10,400 
9,600 
$20,000 


2,200 
3,000 
5,200 








Factory overhead costs 


Rent and utilities 


Indirect labor 


General office expense e a nerone e a eee 


Depreciation—Equipment ......essresessessrersseer: 


Supplies 


Total factory overhead 


Check Dept. 1 allocation, $8,130 


$ 7,100 
3,700 
2,700 
4,500 

300 
$18,300 
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Use the information in the following table to compute each department’s contribution to overhead (both in 
dollars and as a percent). Which department contributes the largest dollar amount to total overhead? Which 
contributes the highest percent (as a percent of sales)? Round percents to one decimal. 
































QS 21-4 
Departmental contribution 
to overhead 





P3 

Dept. AN Dept. B Dept. C 
Sales arenai a aa rE E EE DE $53,000 $170,000 $84,000 
Cost of goods sold .............. 34,185 103,700 49,560 
Gross) Profito ee ter sretne eentenari 18,815 66,300 34,440 
Total direct expenses ............ 6,360 37,060 8,736 
Contribution to overhead ........ $ $ $ 
Contribution percent ............ % % % 

Compute return on assets for each of these Best Buy divisions (each is an investment center). Comment QOS 21-5 


on the relative performance of each investment center. Round percents to one decimal. 


Investment Center Net Income Average Assets Return on Assets 
Cameras and camcorders ........... $4,500,000 $20,000,000 
Phones and communications......... 1,500,000 12,500,000 
Computers and accessories ......... 800,000 10,000,000 


Investment center analysis 


i i 





Refer to information in QS 21-5. Assume a target income of 12% of average invested assets. Compute 
residual income for each of Best Buy’s divisions. 


QS 21-6 


Computing residual income 


Al 





A company’s shipping division (an investment center) has sales of $4,700,000, net income of $916,000, 
and average invested assets of $3,000,000. Compute the division’s profit margin and investment 
turnover. 


QS 21-7 
Computing performance 
measures A2 





Fill in the blanks in the schedule below for two separate investment centers A and B. 





QS 21-8 


Performance measures 





Investment Center A1 A2 
A B 

Oa A E A AR p $6,400,000 

Netiincome a a riety: $ 252,000 gamn 

Average invested assets ........ $1,400,000 

Protitimargink e e a 6% Co 

Investment turnover........... 1.6 

Return on assets.............. n 10% 

Classify each of the performance measures below into the most likely balanced scorecard perspective it @QS 21-9 


relates to. Label your answers using C (customer), P (internal process), I (innovation and growth), or F 
(financial). 


1. Number of new products introduced 

2. Length of time raw materials are in inventory 
. Profit margin 

. Customer wait time 

. Change in market share 

Employee training sessions attended 


NOD WwW 


Number of days of employee absences 


co 


. Customer satisfaction index 


Performance measures— 
balanced scorecard 


Al 
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QS 21-10 


Performance measures— 


Walt Disney reports the following information for its two Parks and Resorts divisions. 








balanced scorecard East Coast West Coast 
Al Current year Prior year Current year Prior year 
Hotel occupancy rates ........ 89% 86% 92% 93% 
Assume Walt Disney uses a balanced scorecard and sets a target of 90% occupancy in its resorts. Using 
Exhibit 21.26 as a guide, show how the company’s performance on hotel occupancy would appear on a 
balanced scorecard report. 
QS 21-114 The Windshield division of Cargo Co. makes windshields for use in Cargo’s Assembly division. The 


Determining transfer prices 
without excess capacity 


C3 


Windshield division incurs variable costs of $350 per windshield and has capacity to make 100,000 
windshields per year. The market price is $600 per windshield. The Windshield division incurs total fixed 
costs of $3,000,000 per year. If the Windshield division is operating at full capacity, what transfer price 
should be used on transfers between the Windshield and Assembly divisions? Explain. 





QS 21-124 
Determining transfer prices with 
excess capacity C3 


Refer to information in QS 21-11. If the Windshield division has excess capacity, what is the range of possible 
transfer prices that could be used on transfers between the Windshield and Assembly divisions? Explain. 





QS 21-138 
Joint cost allocation 


(4 


A company purchases a 10,000 square foot commercial building for $400,000 and spends an additional 
$65,000 to divide the space into two separate rental units and prepare it for rent. Unit A, which has the 
desirable location on the corner and contains 2,500 square feet, will be rented for $2.00 per square foot. 
Unit B contains 7,500 square feet and will be rented for $1.50 per square foot. How much of the joint cost 
should be assigned to Unit B using the value basis of allocation? 





QS 21-14 
Rent expense allocated 
to departments 


P1 


Check Allocated to Paint Dept., 
$20,800 


Auto Market pays $128,000 rent each year for its two-story building. The space in this building is occupied 
by five departments as specified here. 


Paint department ............ 1,200 square feet of first-floor space 


Engine department ........... 3,600 square feet of first-floor space 
Window department ......... 1,920 square feet of second-floor space 
Electrical department ......... 1,056 square feet of second-floor space 


Accessory department ........ 1,824 square feet of second-floor space 


The company allocates 65% of total rent expense to the first floor and 35% to the second floor, and then 
allocates rent expense for each floor to the departments occupying that floor on the basis of space occupied. 
Determine the rent expense to be allocated to each department. (Round percents to the nearest one-tenth 
and dollar amounts to the nearest whole dollar.) 





QS 21-15 


Return on investment 


"© 


EXERCISES 


Exercise 21-1 
Departmental expense 
allocations 


P1 


For a recent year L’Oreal reported operating profit of €3,110 (in millions) for its Cosmetics division. 
Total assets were €11,314 at the beginning of the year and €12,988 (in millions) at the end of the year. 
Compute return on investment for the year. State your answer as a percent, rounded to one decimal. 


m connect’ 


Won Han Co. has four departments: materials, personnel, manufacturing, and packaging. In a recent 
month, the four departments incurred three shared indirect expenses. The amounts of these indirect 
expenses and the bases used to allocate them follow. 


Indirect Expense Cost Allocation Base 
SUPERVISION A eerie $ 75,000 Number of employees 
Utilities ae rer neers 60,000 Square feet occupied 
Insunancegrennnttn rn rktt: 16,500 Value of assets in use 
(otal ere $151,500 
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Departmental data for the company’s recent reporting period follow. 





Department Employees Square Feet Asset Values 
Materials ............ 18 27,000 $ 6,000 
Personnel ..<...554<0<: 6 4,500 1,200 
Manufacturing ........ 66 45,000 37,800 
Packaging ............ _30 13,500 15,000 
Total nec sassen: 120 90,000 $60,000 








(1) Use this information to allocate each of the three indirect expenses across the four departments. 
(2) Prepare a summary table that reports the indirect expenses assigned to each of the four departments. 
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Check (2)Total of $30,900 assigned 
to Materials Dept. 





Pane Company produces two types of glass shelving, rounded edge and squared edge, on the same 
production line. For the current period, the company reports the following data. 











Rounded Edge Squared Edge Total 
Direct materials eee oorno EENE ow $ 9,500 $21,600 $ 31,100 
Direct labor i sane aeeie aeo ae ave aie sees 6,100 11,900 18,000 
Overhead (300% of direct labor cost) ......... 18,300 35,700 54,000 
Total cOsttrecee acces e E E E $33,900 $69,200 $103,100 
Quantity produced a tt reer 10,500 ft. 14,100 ft. 
(SITS CSE PEPE a E $ 3.23 $ 4.91 











Pane’s controller wishes to apply activity-based costing (ABC) to allocate the $54,000 of overhead costs 
incurred by the two product lines to see whether cost per foot would change markedly from that reported 
above. She has collected the following information. 


Supervision AA tee err E yer ters $ 2,160 
Depreciation of machinery ..............0 ET 28,840 
Assembly linepreparatio m iaaa cece cece eee eee 23,000 
Total overhead! sanere viene ee eee ee Pea ee $54,000 





She has also collected the following information about the cost drivers for each category (cost pool) and 
the amount of each driver used by the two product lines. 


Exercise 21-2 
Activity-based costing 
of overhead 


z A 





Usage 
Overhead Cost Category 
(Activity Cost Pool) Driver Rounded Edge Squared Edge Total 
SUPERVISION) a e a a Direct labor cost($) $6,100 $11,900 $18,000 
Depreciation of machinery ........ Machine hours 300 hours 700 hours 1,000 hours 
Assembly line preparation ......... Setups (number) 31 times 94 times 125 times 


Use this information to (1) assign these three overhead cost pools to each of the two products using ABC, 
(2) determine average cost per foot for each of the two products using ABC, and (3) compare the average 
cost per foot under ABC with the average cost per foot under the current method for each product. For part 3, 
explain why a difference between the two cost allocation methods exists. 


Check (2) Rounded edge, $2.92; 
Squared edge, $5.14 





Below are departmental income statements for a guitar manufacturer. The manufacturer is considering 
dropping its electric guitar department since it has a net loss. The company classifies advertising, rent, and 
utilities expenses as indirect. (1) Prepare a departmental contribution report that shows each department’s 
contribution to overhead. (2) Based on contribution to overhead, should the electric guitar department be 
eliminated? 


Exercise 21-3 
Departmental contribution report 


P3 
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BEST GUITAR 
Departmental Income Statements 


For Year Ended December 31, 2011 





Acoustic Electric 
Salese ane ties nome A mame erasers ET $101,500 $85,000 
Cost of goods: sold oo eene wie sie stare 45,675 46,750 
Gross Profe A S E E A EE 55,825 38,250 
Operating expenses 
Advertising expense .................. 5,075 4,250 
Depreciation expense-equipment ....... 10,150 8,500 
Salaries expense .............20 000005 20,300 17,000 
Suppliestexpense er etnienterrsier: 2,030 1,700 
Rentiex pense? seere as e eae 7,105 5,950 
Utilities expense.................0005 3,045 2,550 
Total operating expenses ................ 47,705 39,950 
Net income (loss) ................... $ 8,120 ($1,700) 











Exercise 21-4 
Departmental expense 
allocation spreadsheet 


P1 


Check Total expenses allocated to 
Cycles Dept., $167,769 


Overroad Cycle Shop has two service departments (advertising and administration) and two operating 
departments (cycles and clothing). During 2011, the departments had the following direct expenses and 
occupied the following amount of floor space. 


Department Direct Expenses Square Feet 
Advertising .......... $ 16,000 1,088 
Administrative ........ 18,500 1,152 
Gy cles oeenn ecer na: 101,600 6,336 
Clothing eee 11,900 4,224 


The advertising department developed and distributed 100 advertisements during the year. Of these, 76 
promoted cycles and 24 promoted clothing. The store sold $300,000 of merchandise during the year. Of 
this amount, $225,000 is from the cycles department, and $75,000 is from the clothing department. The 
utilities expense of $64,000 is an indirect expense to all departments. Prepare a departmental expense 
allocation spreadsheet for Overroad Cycle Shop. The spreadsheet should assign (1) direct expenses to 
each of the four departments, (2) the $64,000 of utilities expense to the four departments on the basis of 
floor space occupied, (3) the advertising department’s expenses to the two operating departments on the 
basis of the number of ads placed that promoted a department’s products, and (4) the administrative 
department’s expenses to the two operating departments based on the amount of sales. Provide supporting 
computations for the expense allocations. 





Exercise 21-5 

Service department expenses 
allocated to operating 
departments P3 


The following is a partially completed lower section of a departmental expense allocation spreadsheet for 
Bookworm Bookstore. It reports the total amounts of direct and indirect expenses allocated to its five 
departments. Complete the spreadsheet by allocating the expenses of the two service departments 
(advertising and purchasing) to the three operating departments. 








Total department expenses. 
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Advertising and purchasing department expenses are allocated to operating departments on the basis of 
dollar sales and purchase orders, respectively. Information about the allocation bases for the three 
operating departments follows. 


Department Sales Purchase Orders 
Bookstrene yc tyen esr $448,000 424 
Magazines............ 144,000 312 
Newspapers.......... 208,000 264 
WOE osvoccossococas $800,000 1,000 
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Check Total expenses allocated to 
Books Dept., $450,040 





Monica Gellar works in both the jewelry department and the hosiery department of a retail store. Gellar 
assists customers in both departments and arranges and stocks merchandise in both departments. The store 
allocates Gellar’s $30,000 annual wages between the two departments based on a sample of the time 
worked in the two departments. The sample is obtained from a diary of hours worked that Gellar kept in a 
randomly chosen two-week period. The diary showed the following hours and activities spent in the two 
departments. Allocate Gellar’s annual wages between the two departments. (Round percents to one decimal.) 


Sellingainijewel syadepaktmen ter me tine A A ee een re nears 64 hours 
Arranging and stocking merchandise in jewelry department......................... 6 hours 
Sellingginshosicnyadepantnen tare hint tere ree treet E ret 14 hours 
Arranging and stocking merchandise in hosiery department .....................0.. 12 hours 
Idle time spent waiting for a customer to enter one of the selling departments ........ 4 hours 


Exercise 21-6 
Indirect payroll expense 
allocated to departments 


C1 


Check Assign $8,130 to Hosiery 





Bob Daniels manages an auto dealership’s service department. The recent month’s income statement for 
his department follows. (1) Analyze the items on the income statement and identify those that definitely 
should be included on a performance report used to evaluate Daniels’s performance. List them and explain 
why you chose them. (2) List and explain the items that should definitely be excluded. (3) List the items 
that are not definitely included or excluded and explain why they fall into that category. 


Revenues 

Sales of parts aera eona sis E $144,000 

Sales of Services oa ona hice E E E en 210,000 $354,000 
Costs and expenses 

Cost of parts sold cernes eae ea e ers 60,000 

Building depreciation...................005 18,600 

Income taxes allocated to department......... 17,400 

Interest on long-term debt .................. 15,000 

Manager's salary vad emesos vere casas ave 6 sie tiers 24,000 

Payroll taxes orae keie s ENRE Eae air esos 16,200 

Supplies sss ore cresscavecrravers) sysusvsns araysvavava a areas 31,800 

Weilities:. joa scieinvaaels Oars mall a E TRT 8,800 

Wages (hounly) (sacs ese sss series cere esta sions 32,000 

Total costs and expenses .................0.. 223,800 
Departmental net income..................... $130,200 


Exercise 21-7 
Managerial performance 
evaluation 


z ÅA 





You must prepare a return on investment analysis for the regional manager of Out-and-In Burgers. This 
growing chain is trying to decide which outlet of two alternatives to open. The first location (A) requires a 
$500,000 investment and is expected to yield annual net income of $80,000. The second location (B) re- 
quires a $200,000 investment and is expected to yield annual net income of $38,000. Compute the return on 
investment for each Out-and-In Burgers alternative and then make your recommendation in a one-half page 
memorandum to the regional manager. (The chain currently generates an 18% return on total assets.) 


Exercise 21-8 
Investment center analysis 


A 
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Exercise 21-9 
Computing performance 
measures 


Al 


Comart, a retailer of consumer goods, provides the following information on two of its departments (each 
considered an investment center). 


Net Average 
Investment Center Sales Income Invested Assets 
Electronics eee e a $20,000,000 $1,500,000 $ 7,500,000 
Sporting goods............... 16,000,000 1,600,000 10,000,000 


(1) Compute return on investment for each department. Using return on investment, which department is 
most efficient at using assets to generate returns for the company? (2) Assume a target income level of 
12% of average invested assets. Compute residual income for each department. Which department gener- 
ated the most residual income for the company? (3) Assume the Electronics department is presented with 
a new investment opportunity that will yield a 15% return on assets. Should the new investment opportunity 
be accepted? Explain. 





Exercise 21-10 
Computing performance 
measures A2 


Refer to information in Exercise 21-9. Compute profit margin and investment turnover for each depart- 
ment. Which department generates the most net income per dollar of sales? Which department is most 
efficient at generating sales from average invested assets? 





Exercise 21-11 
Performance measures— 
balanced scorecard 


Al 


MidCoast Airlines uses the following performance measures. Classify each of the performance measures 
below into the most likely balanced scorecard perspective it relates to. Label your answers using C (cus- 
tomer), P (internal process), I (innovation and growth), or F (financial). 


1. Flight attendant training sessions attended 
Customer complaints 

Percentage of on-time departures 

Market value 

Percentage of ground crew trained 

Return on investment 

On-time flight percentage 

Accidents or safety incidents per mile flown 


O0 Or eee 


Number of reports of mishandled or lost baggage 
10. Cash flow from operations 

11. Time airplane is on ground between flights 

12. Airplane miles per gallon of fuel 

13. Revenue per seat 

14. Cost of leasing airplanes 





Exercise 21-124 


Determining transfer prices 


C3 


The Trailer department of Soni Bicycles makes bike trailers that attach to bicycles and can carry children or 
cargo. The trailers have a retail price of $100 each. Each trailer incurs $40 of variable manufacturing costs. The 
Trailer department has capacity for 40,000 trailers per year, and incurs fixed costs of $800,000 per year. 


Required 


1. Assume the Assembly division of Soni Bicycles wants to buy 10,000 trailers per year from the Trailer 
division. If the Trailer division can sell all of the trailers it manufactures to outside customers, what 
price should be used on transfers between Soni Bicycle’s divisions? Explain. 


2. Assume the Trailer division currently only sells 20,000 trailers to outside customers, and the Assem- 
bly division wants to buy 10,000 trailers per year from the Trailer division. What is the range of ac- 
ceptable prices that could be used on transfers between Soni Bicycle’s divisions? Explain. 

3. Assume transfer prices of either $40 per trailer or $70 per trailer are being considered. Comment on 
the preferred transfer prices from the perspectives of the Trailer division manager, the Assembly 
division manager, and the top management of Soni Bicycles. 





Exercise 21-138 


Joint real estate costs assigned 


(4 


Tidy Home Properties is developing a subdivision that includes 300 home lots. The 225 lots in the Garden 
section are below a ridge and do not have views of the neighboring gardens and hills; the 75 lots in the 
Premier section offer unobstructed views. The expected selling price for each Garden lot is $50,000 and 
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for each Premier lot is $100,000. The developer acquired the land for $2,500,000 and spent another 
$2,000,000 on street and utilities improvements. Assign the joint land and improvement costs to the lots 
using the value basis of allocation and determine the average cost per lot. 


895 


Check Total Garden cost, 
$2,700,000 





Pike Seafood Company purchases lobsters and processes them into tails and flakes. It sells the lobster 
tails for $20 per pound and the flakes for $15 per pound. On average, 100 pounds of lobster are processed into 
57 pounds of tails and 24 pounds of flakes, with 19 pounds of waste. Assume that the company purchased 
3,000 pounds of lobster for $6.00 per pound and processed the lobsters with an additional labor cost of $1,800. 
No materials or labor costs are assigned to the waste. If 1,510 pounds of tails and 710 pounds of flakes are 
sold, what is (1) the allocated cost of the sold items and (2) the allocated cost of the ending inventory? The 
company allocates joint costs on a value basis. (Round the dollar cost per pound to the nearest thousandth.) 


Exercise 21-145 
Joint product costs assigned 


(4 


Check (2) Inventory cost, $1,826 





L’Oreal reports the following for a recent year for the major divisions in its Cosmetics branch. 


Total Assets 


Total Assets 








(€ millions) Sales Income End of Year Beginning of Year 
Professional products ........ € 2,472 € 519 € 2,516 € 2,440 
Consumer products ......... 8,355 1,578 5,496 5,361 
Luxury products ............ 4,170 766 4,059 2,695 
Active cosmetics ............ 1,289 259 817 818 
Total 2s fae ce ncaa a €16,286 €3,122 €12,888 €11,314 














1. Compute profit margin for each division. State your answers as percents, rounded to two decimal 
places. Which L’ Oreal division has the highest profit margin? 

2. Compute investment turnover for each division. Round your answers to two decimal places. Which 
L’ Oreal division has the best investment turnover? 


m connect 


City Bank has several departments that occupy both floors of a two-story building. The departmental ac- 
counting system has a single account, Building Occupancy Cost, in its ledger. The types and amounts of 
occupancy costs recorded in this account for the current period follow. 


Depreciation—Building............. $18,000 
Interest—Building mortgage......... 27,000 
Taxes—Building and land ........... 8,000 
Gas (heating) expense.............. 2,500 
RishtingtexDens Cian teatti tats trent. 3,000 
Maintenance expense .............. 5,500 
Total occupancy cost .............. $64,000 





The building has 4,000 square feet on each floor. In prior periods, the accounting manager merely divided the 
$64,000 occupancy cost by 8,000 square feet to find an average cost of $8 per square foot and then charged 
each department a building occupancy cost equal to this rate times the number of square feet that it occupied. 
Laura Diaz manages a first-floor department that occupies 1,000 square feet, and Lauren Wright manages 
a second-floor department that occupies 1,800 square feet of floor space. In discussing the departmental 
reports, the second-floor manager questions whether using the same rate per square foot for all departments 
makes sense because the first-floor space is more valuable. This manager also references a recent real estate 
study of average local rental costs for similar space that shows first-floor space worth $30 per square foot and 
second-floor space worth $20 per square foot (excluding costs for heating, lighting, and maintenance). 


Required 

1. Allocate occupancy costs to the Diaz and Wright departments using the current allocation method. 

2. Allocate the depreciation, interest, and taxes occupancy costs to the Diaz and Wright departments in 
proportion to the relative market values of the floor space. Allocate the heating, lighting, and mainte- 
nance costs to the Diaz and Wright departments in proportion to the square feet occupied (ignoring 
floor space market values). 


Exercise 21-15 
Profit margin and investment 
turnover 


“@ 


PROBLEM SETA 


Problem 21-1A 
Allocation of building occupancy 
costs to departments 


"A 


eXcel 


mhhe.com/wildFAP20e 


Check (1) Total allocated to Diaz 
and Wright, $22,400 (2) Total 
occupancy cost to Diaz, $9,330 
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Analysis Component 


3. Which allocation method would you prefer if you were a manager of a second-floor department? 





Explain. 
Problem 21-2A We Care is an outpatient surgical clinic that was profitable for many years, but Medicare has cut its 
Activity-based costing reimbursements by as much as 50%. As a result, the clinic wants to better understand its costs. It de- 
P? fl ) cides to prepare an activity-based cost analysis, including an estimate of the average cost of both gen- 
eral surgery and orthopedic surgery. The clinic’s three cost centers and their cost drivers follow. 

Cost Center Cost Cost Driver Driver Quantity 

Professional salaries................ $1,500,000 Professional hours 10,000 

Patient services and supplies......... 25,000 Number of patients 500 

Buildingicosterprnn rr rr titre rr att 150,000 Square feet 1,500 


The two main surgical units and their related data follow. 


Service Hours Square Feet* Patients 
General surgery............ 2,500 500 400 
Orthopedic surgery......... 7,500 1,000 100 


* Orthopedic surgery requires more space for patients, supplies, and equipment. 


Required 

1. Compute the cost per cost driver for each of the three cost centers. 
Check (2) Average cost of general 2. Use the results from part 1 to allocate costs from each of the three cost centers to both the general 
(orthopedic) surgery, $1,113 ($12,300) surgery and the orthopedic surgery units. Compute total cost and average cost per patient for both the 
per patient general surgery and the orthopedic surgery units. 


Analysis Component 


3. Without providing computations, would the average cost of general surgery be higher or lower if all 
center costs were allocated based on the number of patients? Explain. 





Problem 21-3A Time-To-See Company began operations in January 2011 with two operating (selling) departments and 
Departmental income one service (office) department. Its departmental income statements follow. 
statements; forecasts 


P3 TIME-TO-SEE COMPANY 


Departmental Income Statements 


For Year Ended December 31,2011 
eXcel Clock Mirror Combined 


mhhe.com/wildFAP20e 














Sal ESen E a E Sa EE E EAN clays era EEN $122,500 $52,500 $175,000 
Cost of goods sold oe receno aa e sees 60,000 32,000 92,000 
Gross Profit. oare aeea e e a a E 62,500 20,500 83,000 
Direct expenses 
Salesisalani e Sree A cross min earn AAE 20,000 7,000 27,000 
Advertising. soa eene e E E E TES 1,200 500 1,700 
Store süpplies used iter tien 900 400 1,300 
Depreciation—Equipment ................. 1,500 300 1,800 
Total direct expenses...............0000005 23,600 8,200 31,800 
Allocated expenses 
Rentiexpense seers. 4e eaeoe a ea 7,020 3,780 10,800 
Wilities expense: i.ccc cs. < ereere ele crsvevs eevee 2,600 1,400 4,000 
Share of office department expenses ......... 10,500 4,500 15,000 
Total allocated expenses ................... 20,120 9,680 29,800 
Total expenses enerne n E E 43,720 17,880 61,600 





Netincome moeroe alae sein cier soe musi ereieyre eters eererers $ 18,780 $ 2,620 $ 21,400 
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Time-To-See plans to open a third department in January 2012 that will sell paintings. Management pre- 
dicts that the new department will generate $35,000 in sales with a 55% gross profit margin and will re- 
quire the following direct expenses: sales salaries, $8,000; advertising, $800; store supplies, $500; and 
equipment depreciation, $200. It will fit the new department into the current rented space by taking some 
square footage from the other two departments. When opened the new painting department will fill one- 
fifth of the space presently used by the clock department and one-sixth used by the mirror department. 
Management does not predict any increase in utilities costs, which are allocated to the departments in 
proportion to occupied space (or rent expense). The company allocates office department expenses to the 
operating departments in proportion to their sales. It expects the painting department to increase total of- 
fice department expenses by $7,000. Since the painting department will bring new customers into the 
store, management expects sales in both the clock and mirror departments to increase by 7%. No changes 
for those departments’ gross profit percents or their direct expenses are expected except for store supplies 
used, which will increase in proportion to sales. 


Required 


Prepare departmental income statements that show the company’s predicted results of operations for cal- 
endar year 2012 for the three operating (selling) departments and their combined totals. (Round percents 
to the nearest one-tenth and dollar amounts to the nearest whole dollar.) 
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Check 2012 forecasted combined 
net income (sales), $29,869 
($222,250) 





Becky Hoefer, the plant manager of Travel Far’s Indiana plant, is responsible for all of that plant’s costs 
other than her own salary. The plant has two operating departments and one service department. The 
camper and trailer operating departments manufacture different products and have their own managers. 
The office department, which Hoefer also manages, provides services equally to the two operating de- 
partments. A budget is prepared for each operating department and the office department. The company’s 
responsibility accounting system must assemble information to present budgeted and actual costs in 
performance reports for each operating department manager and the plant manager. Each performance 
report includes only those costs that a particular operating department manager can control: raw materi- 
als, wages, supplies used, and equipment depreciation. The plant manager is responsible for the depart- 
ment managers’ salaries, utilities, building rent, office salaries other than her own, and other office costs 
plus all costs controlled by the two operating department managers. The annual departmental budgets 
and actual costs for the two operating departments follow. 








Budget Actual 

Campers Trailers Combined (Campers Trailers Combined 
Raw materials ............. $160,000 $250,000 $ 410,000 $159,400 $246,500 $ 405,900 
Employee wages ........... 99,000 191,000 290,000 102,300 193,700 296,000 
Dept. manager salary ....... 40,000 44,000 84,000 41,000 47,000 88,000 
Supplies used .............. 34,000 83,000 117,000 31,900 84,600 116,500 
Depreciation—Equip. ....... 58,000 110,000 168,000 58,000 110,000 168,000 
Utilities ce3 sacutsi amuses ee 2,800 4,200 7,000 2,700 3,800 6,500 
Building rent .............. 5,000 8,000 13,000 4,800 7,200 12,000 
Office department costs ..... 56,000 56,000 112,000 54,450 54,450 108,900 
Totals cene eere cere are $454,800 $746,200 $1,201,000 $454,550 $747,250 $1,201,800 





The office department’s annual budget and its actual costs follow. 


Budget Actual 


Plant manager salary ......... $ 60,000 $ 62,000 
Other office salaries ......... 30,000 27,700 
Other office costs ........... 22,000 19,200 
Totals Toe ene e a S $112,000 $108,900 


Problem 21-4A 
Responsibility accounting 
performance reports; 
controllable and budgeted costs 


(2 
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Check (1a) $600 total over budget 


(1c) Indiana plant controllable 
costs, $1,200 total under budget 
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Required 
1. Prepare responsibility accounting performance reports like those in Exhibit 21.28 that list costs con- 
trolled by the following: 
a. Manager of the camper department. 
b. Manager of the trailer department. 
c. Manager of the Indiana plant. 


In each report, include the budgeted and actual costs and show the amount that each actual cost is over 
or under the budgeted amount. 


Analysis Component 


2. Did the plant manager or the operating department managers better manage costs? Explain. 





Problem 21-5A® 
Allocation of joint costs 


“A 


Check (1) $89,910 tree pruning and 
care costs allocated to No. 2 


(2) Net income from No. 1 & 
No. 2 peaches, $216,000 & $144,144 


PROBLEM SET B 


Problem 21-1B 
Allocation of building occupancy 
costs to departments 


"A 


Bloom Orchards produced a good crop of peaches this year. After preparing the following income state- 
ment, the company believes it should have given its No. 3 peaches to charity and saved its efforts. 


|:] ote) Ke) fon TIE 
Income Statement 


For Year Ended December 31, 2011 
No. | No. 2 No.3 Combined 





Sales (by grade) 








No. 1: 300,000 Ibs. @ $1.50/Ib ................ $450,000 

No. 2: 300,000 Ibs. @ $1.00/Ib ................ $300,000 

No. 3: 750,000 Ibs. @ $0.20/Ib ................ $ 150,000 

Totalisales e $900,000 
Costs 

Tree pruning and care @ $0.20/Ib ............. 60,000 60,000 150,000 270,000 

Picking, sorting, and grading @ $0.12/Ib......... 36,000 36,000 90,000 162,000 

Delivery costs $0.03/Ib ...................05. 9,000 9,000 22,500 40,500 

Utell CESS covcoegnoscoesnonooconeouveddase 105,000 105,000 262,500 472,500 
Netincome) (loss) a r tite tern ntti $345,000 $195,000 $(112,500) $427,500 








In preparing this statement, the company allocated joint costs among the grades on a physical basis as an 
equal amount per pound. The company’s delivery cost records show that $30,000 of the $40,500 relates to 
crating the No. 1 and No. 2 peaches and hauling them to the buyer. The remaining $10,500 of delivery 
costs is for crating the No. 3 peaches and hauling them to the cannery. 


Required 


1. Prepare reports showing cost allocations on a sales value basis to the three grades of peaches. Separate 
the delivery costs into the amounts directly identifiable with each grade. Then allocate any shared de- 
livery costs on the basis of the relative sales value of each grade. 


2. Using your answers to part 1, prepare an income statement using the joint costs allocated on a sales 
value basis. 


Analysis Component 


3. Do you think delivery costs fit the definition of a joint cost? Explain. 


Dixon’s has several departments that occupy all floors of a two-story building that includes a basement 
floor. Dixon rented this building under a long-term lease negotiated when rental rates were low. The de- 
partmental accounting system has a single account, Building Occupancy Cost, in its ledger. The types and 
amounts of occupancy costs recorded in this account for the current period follow. 


Building rent ............... $300,000 
Lighting expense ............ 24,000 
Cleaning expense ........... 16,000 


Total occupancy cost ........ $340,000 
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The building has 7,500 square feet on each of the upper two floors but only 5,000 square feet in the base- 
ment. In prior periods, the accounting manager merely divided the $340,000 occupancy cost by 20,000 
square feet to find an average cost of $17 per square foot and then charged each department a building 
occupancy cost equal to this rate times the number of square feet that it occupies. 

Alex Ferrero manages a department that occupies 2,000 square feet of basement floor space. In dis- 
cussing the departmental reports with other managers, she questions whether using the same rate per 
square foot for all departments makes sense because different floor space has different values. Ferrero 
checked a recent real estate report of average local rental costs for similar space that shows first-floor 
space worth $40 per square foot, second-floor space worth $20 per square foot, and basement space worth 
$10 per square foot (excluding costs for lighting and cleaning). 


Required 


1. Allocate occupancy costs to Ferrero’s department using the current allocation method. 


2. Allocate the building rent cost to Ferrero’s department in proportion to the relative market value of the 
floor space. Allocate to Ferrero’s department the lighting and heating costs in proportion to the square 
feet occupied (ignoring floor space market values). Then, compute the total occupancy cost allocated 
to Ferrero’s department. 


Analysis Component 


3. Which allocation method would you prefer if you were a manager of a basement department? 
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Check Total costs allocated to 
Ferrero’s Dept., (1) $34,000; 

(2) Total occupancy cost to Ferrero 
$16,000 





Prairie Landscaping has enjoyed profits for many years, but new competition has cut service revenue by 
as much as 30%. As a result, the company wants to better understand its costs. It decides to prepare an 
activity-based cost analysis, including an estimate of the average cost of both general landscaping 
services and custom design landscaping services. The company’s three cost centers and their cost drivers 
follow. 


Cost Center Cost Cost Driver Driver Quantity 
Professional salaries ........ $500,000 Professional hours 10,000 
Customer supplies ......... 125,000 Number of customers 500 
Building cost .............. 150,000 Square feet 1,500 
The two main landscaping units and their related data follow. 
Service Hours Square Feet* Customers 
General landscaping............... 2,500 500 400 
Custom design landscaping ......... 7,500 1,000 100 


* Custom design landscaping requires more space for equipment, supplies, and planning. 


Required 
1. Compute the cost per cost driver for each of the three cost centers. 


2. Use the results from part 1 to allocate costs from each of the three cost centers to both the general 
landscaping and the custom design landscaping units. Compute total cost and average cost per cus- 
tomer for both the general landscaping and the custom design landscaping units. 


Analysis Component 


3. Without providing computations, would the average cost of general landscaping be higher or lower if 
all center costs were allocated based on the number of customers? Explain. 


Problem 21-2B 
Activity-based costing 


A 


Check (2) Average cost of general 
(custom) landscaping, $68750 
($5,000) per customer 





Hollywood Entertainment began operations in January 2011 with two operating (selling) departments and 
one service (office) department. Its departmental income statements follow. 


Problem 21-3B 
Departmental income 


statements; forecasts P3 


900 


Check 2012 forecasted movies net 
income (sales), $64,885 ($594,000) 
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HOLLYWOOD ENTERTAINMENT 
Departmental Income Statements 


For Year Ended December 31, 2011 
Movies Video Games Combined 




















Sales hace E E cimietiele ote $540,000 $180,000 $720,000 
Cost of goods sold .................00 ee eee 378,000 138,600 516,600 
Gross profit cisnee eneee MEn a tuyere ene eins 162,000 41,400 203,400 
Direct expenses 
Sales salaries: oane reee a dark anes arse we 35,000 14,000 49,000 
Advertising eee ae toes cr aaa e AEE a suse 10,500 5,500 16,000 
Store supplies used sasn e osos ane mos s asa es 3,300 700 4,000 
Depreciation—Equipment ................. 4,200 2,800 7,000 
Total direct expenses.................0000. 53,000 23,000 76,000 
Allocated expenses 
Rent expense oieee m A isie 29,520 6,480 36,000 
Utilities expense nusos sienien easa 4,100 900 5,000 
Share of office department expenses ......... 39,000 14,000 53,000 
Total allocated expenses ................... 72,620 21,380 94,000 
Totalkexpenses) rarae oae EE a E 125,620 44,380 170,000 
Netincome(loss) me eene eter ntoet ttt ten $ 36,380 $ (2,980) $ 33,400 








The company plans to open a third department in January 2012 that will sell compact discs. Management 
predicts that the new department will generate $250,000 in sales with a 35% gross profit margin and will 
require the following direct expenses: sales salaries, $18,000; advertising, $10,000; store supplies, 
$1,500; and equipment depreciation, $1,000. The company will fit the new department into the current 
rented space by taking some square footage from the other two departments. When opened, the new 
compact disc department will fill one-fourth of the space presently used by the movie department and 
one-third of the space used by the video game department. Management does not predict any increase in 
utilities costs, which are allocated to the departments in proportion to occupied space (or rent expense). 
The company allocates office department expenses to the operating departments in proportion to their 
sales. It expects the compact disc department to increase total office department expenses by $8,000. 
Since the compact disc department will bring new customers into the store, management expects sales in 
both the movie and video game departments to increase by 10%. No changes for those departments’ 
gross profit percents or for their direct expenses are expected, except for store supplies used, which will 
increase in proportion to sales. 


Required 


Prepare departmental income statements that show the company’s predicted results of operations for cal- 
endar year 2012 for the three operating (selling) departments and their combined totals. (Round percents 
to the nearest one-tenth and dollar amounts to the nearest whole dollar.) 





Problem 21-4B 
Responsibility accounting 
performance reports; 
controllable and budgeted costs 


(2 


Aaron Braun, the plant manager of SOS Co.’s Chicago plant, is responsible for all of that plant’s costs 
other than his own salary. The plant has two operating departments and one service department. The 
refrigerator and dishwasher operating departments manufacture different products and have their own 
managers. The office department, which Braun also manages, provides services equally to the two operat- 
ing departments. A monthly budget is prepared for each operating department and the office department. 
The company’s responsibility accounting system must assemble information to present budgeted and ac- 
tual costs in performance reports for each operating department manager and the plant manager. Each 
performance report includes only those costs that a particular operating department manager can control: 
raw materials, wages, supplies used, and equipment depreciation. The plant manager is responsible for the 
department managers’ salaries, utilities, building rent, office salaries other than his own, and other office 
costs plus all costs controlled by the two operating department managers. The April departmental budgets 
and actual costs for the two operating departments follow. 


Chapter 21 Cost Allocation and Performance Measurement 901 


Budget Actual 





Refrigerators Dishwashers Combined Refrigerators Dishwashers Combined 











Raw materials ................. $400,000 $200,000 $ 600,000 $375,000 $200,000 $ 575,000 
Employee wages ............... 172,000 80,000 252,000 174,700 76,800 251,500 
Dept. manager salary ........... 55,000 49,000 104,000 55,000 46,500 101,500 
Supplies used .................. 15,000 9,000 24,000 14,000 10,000 24,000 
Depreciation—Equip. ........... 53,000 37,000 90,000 53,000 37,000 90,000 
Utilities ea enee ee o e 30,000 18,000 48,000 34,500 20,700 55,200 
Building rent .................. 63,000 17,000 80,000 61,000 15,000 76,000 
Office department costs ......... 70,500 70,500 141,000 75,000 75,000 150,000 
MOtalsiaces sas wnsvenosaeuscen sess aos $858,500 $480,500 $1,339,000 $842,200 $481,000 $1,323,200 











The office department’s budget and its actual costs for April follow. 


Budget Actual 


Plant manager salary ......... $ 80,000 $ 85,000 
Other office salaries ......... 40,000 35,200 
Other office costs ........... 21,000 29,800 
otal vies rcs cae eetere nese $141,000 $150,000 


Required 


1. Prepare responsibility accounting performance reports like those in Exhibit 21.28 that list costs con- 
trolled by the following: 


a. Manager of the refrigerator department. Check (1a) $23,300 total under 
b. Manager of the dishwasher department. budget 
c. Manager of the Chicago plant. (1c) Chicago plant 


In each report, include the budgeted and actual costs for the month and show the amount by which each Controllable costs, $20,800 total 
actual cost is over or under the budgeted amount. MoeT DURET 


Analysis Component 


2. Did the plant manager or the operating department managers better manage costs? Explain. 





Sarah and Stew Salsa own and operate a tomato grove. After preparing the following income statement, Problem 21-5B® 
Sarah believes they should have offered the No. 3 tomatoes to the public for free and saved themselves Allocation of joint costs 


time and money. C4 


SARAH AND STEW SALSA 
Income Statement 
For Year Ended December 31, 2011 





No. I b No.3 Combined 


Sales (by grade) 





No. 1: 400,000 Ibs.@ $1.50/Ib m $600,000 

No. 2: 300.000 lbs. @ Sil O0/Ibia ramen re serie ree ernie ere $300,000 

No. 3: 100,000 Ibs. @ $0.30/Ib ..............0. 0 cee $ 30,000 

Motalisalesiiis sR oa se owen heats aid ar sae ERT EI E OR S $930,000 
Costs 

Land preparation, seeding, and cultivating @ $0.50/Ib ......... 200,000 150,000 50,000 400,000 

Harvesting, sorting, and grading @ $0.02/Ib................... 8,000 6,000 2,000 16,000 

Delivery- costi @ SOMBE ert a eer tae 4,000 3,000 1,000 8,000 

MATHS anccovessdcduoavdsoweouacogpaueonuENaooGDaod 212,000 159,000 53,000 424,000 





NetincomeillosS) Ee A $388,000 $141,000 $(23,000) $506,000 
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Check (1) $512 harvesting, sorting 
and grading costs allocated to No. 3 


(2) Net income from No. 1 & 
No. 2 tomatoes, $327,011 & $163,301 


SERIAL PROBLEM 


Business Solutions 


P1 P2 
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In preparing this statement, Sarah and Stew allocated joint costs among the grades on a physical basis as 
an equal amount per pound. Also, their delivery cost records show that $7,000 of the $8,000 relates to 
crating the No. 1 and No. 2 tomatoes and hauling them to the buyer. The remaining $1,000 of delivery 
costs is for crating the No. 3 tomatoes and hauling them to the cannery. 


Required 


1. Prepare reports showing cost allocations on a sales value basis to the three grades of tomatoes. Sepa- 
rate the delivery costs into the amounts directly identifiable with each grade. Then allocate any shared 
delivery costs on the basis of the relative sales value of each grade. (Round percents to the nearest one- 
tenth and dollar amounts to the nearest whole dollar.) 


2. Using your answers to part 1, prepare an income statement using the joint costs allocated on a sales 
value basis. 


Analysis Component 


3. Do you think delivery costs fit the definition of a joint cost? Explain. 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
the Working Papers that accompany the book.) 


SP 21 After reading an article about activity-based costing in a trade journal for the furniture industry, 
Santana Rey wondered if it was time to critically analyze overhead costs at Business Solutions. In a recent 
month, Rey found that setup costs, inspection costs, and utility costs made up most of its overhead. Ad- 
ditional information about overhead follows. 


Activity Cost Driver 
Setting up machines............ $20,000 25 batches 
Inspecting components ......... $ 7,500 5,000 parts 
Providing utilities .............. $10,000 5,000 machine hours 


Overhead has been applied to output at a rate of 50% of direct labor costs. The following data pertain to 
Job 6.15. 


Direct materials.......... $2,500 Number of parts......... 400 parts 
Direct labor e 452000052 $3,500 Machine hours........... 600 machine hours 
BateheSene ere eneren ea 2 batches 

Required 


1. What is the total cost of Job 6.15 if Business Solutions applies overhead at 50% of direct labor cost? 
2. What is the total cost of Job 6.15 if Business Solutions uses activity-based costing? 


3. Which approach to assigning overhead gives a better representation of the costs incurred to produce 
Job 6.15? Explain. 


Beyond the Numbers 


REPORTING IN 
ACTION 


A 


RIM 


BTN 21-1 Review Research In Motion’s income statement in Appendix A and identify its revenues for 
the years ended February 27, 2010, February 28, 2009, and March 1, 2008. For the year ended February 
27, 2010, Research In Motion reports the following product revenue mix. (Assume that its product reve- 
nue mix is the same for each of the three years reported when answering the requirements.) 


Devices Service Software Other 


81% 14% 2% 3% 
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Required 
1. Compute the amount of revenue from each of its product lines for the years ended February 27, 2010, 
February 28, 2009, and March 1, 2008. 


2. If Research In Motion wishes to evaluate each of its product lines, how can it allocate its operating 
expenses to each of them to determine each product line’s profitability? 


Fast Forward 


3. Access Research In Motion’s annual report for a fiscal year ending after February 27, 2010, from its 
Website (RIM.com) or the SEC’s EDGAR database (sec.gov). Compute its revenues for its product 
lines for the most recent year(s). Compare those results to those from part 1. How has its product mix 
changed? 
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BTN 21-2 Research In Motion, Apple, and Palm compete across the world in several markets. 


Required 


1. Design a three-tier responsibility accounting organizational chart assuming that you have available 
internal information for all three companies. Use Exhibit 21.27 as an example. The goal of this assign- 
ment is to design a reporting framework for the companies; numbers are not required. Limit your 
reporting framework to sales activity only. 

2. Explain why it is important to have similar performance reports when comparing performance within 
a company (and across different companies). Be specific in your response. 


COMPARATIVE 
ANALYSIS 


om i | 


RIM 
Apple 
Palm 





BTN 21-3 Senior Security Co. offers a range of security services for senior citizens. Each type of ser- 
vice is considered within a separate department. Mary Pincus, the overall manager, is compensated partly 
on the basis of departmental performance by staying within the quarterly cost budget. She often revises 
operations to make sure departments stay within budget. Says Pincus, “I will not go over budget even if it 
means slightly compromising the level and quality of service. These are minor compromises that don’t 
significantly affect my clients, at least in the short term.” 


Required 

1. Is there an ethical concern in this situation? If so, which parties are affected? Explain. 
2. Can Mary Pincus take action to eliminate or reduce any ethical concerns? Explain. 

3. What is Senior Security’s ethical responsibility in offering professional services? 


ETHICS CHALLENGE 


"A 





BTN 21-4 Home Station is a national home improvement chain with more than 100 stores throughout 
the country. The manager of each store receives a salary plus a bonus equal to a percent of the store’s net 


income for the reporting period. The following net income calculation is on the Denver store manager’s 
performance report for the recent monthly period. 


Salesian ae sain eras $2,500,000 
Cost of goods sold ............ 800,000 
Wages expense ............... 500,000 
Utilities expense .............. 200,000 
Home office expense .......... 75,000 
Net income sn acd cee eenas ros $ 925,000 
Manager's bonus (0.5%) ........ $4,625 


In previous periods, the bonus had also been 0.5%, but the performance report had not included any 


charges for the home office expense, which is now assigned to each store as a percent of its sales. 


Required 


Assume that you are the national office manager. Write a one-half page memorandum to your store man- 


agers explaining why home office expense is in the new performance report. 


COMMUNICATING 
IN PRACTICE 


"A 
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TAKING ITTO 
THE NET 


"O 


BTN 21-5 This chapter described and used spreadsheets to prepare various managerial reports (see 
Exhibit 21-12). You can download from Websites various tutorials showing how spreadsheets are used 
in managerial accounting and other business applications. 


Required 
1. Link to the Website Lacher.com. Select “Excel Examples.” Identify and list three tutorials for 
review. 


2. Describe in a one-half page memorandum to your instructor how the applications described in each 
tutorial are helpful in business and managerial decision making. 





TEAMWORK IN 
ACTION 


zA 


BTN 21-6 Activity-based costing (ABC) is increasingly popular as a useful managerial tool to (1) mea- 
sure the cost of resources consumed and (2) assign cost to products and services. This managerial tool has 
been available to accounting and business decision makers for more than 25 years. 


Required 


Break into teams and identify at least three likely reasons that activity-based costing has gained popularity 
in recent years. Be prepared to present your answers in a class discussion. (Hint: What changes have oc- 
curred in products and services over the past 25 years?) 





ENTREPRENEURIAL 
DECISION 


"AP 


HITTING THE ROAD 


Ci 2 A 


BTN 21-7 Skullcandy sells headphones and other audio-mobile accessories and apparel. The company’s 
plans call for continued expansion into other types of products. 


Required 

1. How can Skullcandy use departmental income statements to assist in understanding and controlling 
operations? 

2. Are departmental income statements always the best measure of a department’s performance? 
Explain. 

3. Provide examples of nonfinancial performace indicators Skullcandy might use as part of a balanced 
scorecard system of performance evaluation. 


BTN 21-8 Visit a local movie theater and check out both its concession area and its showing areas. The 
manager of a theater must confront questions such as: 


@ How much return do we earn on concessions? 
@® What types of movies generate the greatest sales? 
® What types of movies generate the greatest net income? 


Required 

Assume that you are the new accounting manager for a 16-screen movie theater. You are to set up a 

responsibility accounting reporting framework for the theater. 

1. Recommend how to segment the different departments of a movie theater for responsibility 
reporting. 

2. Propose an expense allocation system for heat, rent, insurance, and maintenance costs of the theater. 





GLOBAL DECISION 


"O 


BTN 21-9 Selected product data from Nokia (www.Nokia.com) follow. 


Net Sales Operating Income 


Product Segment for 
Year Ended (EURm) 


NOKIA 


December 31,2009 December 31,2008 December 31,2009 December 31, 2008 





€27,841 €35,084 €3,314 €5,816 
579 318 (344) (153) 


Nokia Siemens Networks ........ 12,564 15,308 (1,639) (301) 
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Required 


1. Compute the percentage growth in net sales for each product line from fiscal year 2008 to 2009. 
Round percents to one decimal. 


N 


Which product line’s net sales grew the fastest? 
3. Which segment was the most profitable? 
4. How can Nokia’s managers use this information? 


ANSWERS TO MULTIPLE CHOICE QUIZ 


-à 
. 


b; [$641,250/($356,250 + $641,250 + $427,500)] X $150,000 = $67,500 
2 (8 

3. e; $162,000 X 50/150 setups = $54,000; $54,000/500 units = $108 per Grey 
unit. (Red is $2.70 per unit.) 














4. b; 
Department Department Department 
Xx Y Z 

Sales osii ianei irnik $500,000 $200,000 $350,000 
Cost of goods sold ......... 350,000 75,000 150,000 
Gross profit............... 150,000 125,000 200,000 
Direct expenses............ 50,000 20,000 75,000 
Departmental 

contribution............. $100,000 $105,000 $125,000 











5. a; $100,000/$500,000 = 20% 





} } Cost-Volume-Protit Analysis 


A Look Back 








A Look at This Chapter A Look Ahead 


Chapter 21 focused on cost allocation, This chapter shows how information on Chapter 23 introduces and describes the 

activity-based costing, and performance both costs and sales behavior is useful to budgeting process and its importance to 

measurement. We identified ways to managers in performing cost-volume-profit management. It also explains the master 
measure and analyze company activities, analysis. This analysis is an important part budget and its usefulness to the planning 
its departments, and its managers. of successful management and sound of future company activities. 


business decisions. 


CAP 








CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Describe different types of cost A Compute the contribution margin and P1 Determine cost estimates using 
behavior in relation to production describe what it reveals about a the scatter diagram, high-low, and 
and sales volume. (p. 908) company's cost structure. (p. 914) regression methods of estimating 
: ee : . costs. (p. 911) 
C2 Describe several applications of cost- A Analyze changes in sales using the 


volume-profit analysis. (p. 919) degree of operating leverage. (p. 924) P? Compute the break-even point for a 


single product company. (p. 915) 


LP22 


P3 Graph costs and sales for a single 
product company. (p. 916) 


P4 Compute the break-even point for a 
multiproduct company. (p. 921) 





of, mM 
Decision Insight 


BOSTON, MS—Working at a music store, John Earle's co-workers 
coined new nicknames for him on an almost daily basis: Johnny 
Appleseed, Johnny Pancakes, Johnny Cupcakes. As a joke, John 
printed up a few t-shirts with the Johnny Cupcakes nickname for 
the heavy-metal band he played in. The shirts, based on a skull 
and crossbones design with a cupcake replacing the skull, drew 
attention, and John dropped his heavy-metal dreams to start his 
company, Cul Inc. (JohnnyCupcakes.com). 

John was always a small-scale serial entrepreneur, operating 
lemonade stands, peddling glow sticks on the beach near his 
home, and selling packs of pranks and magic tricks. Like his 
itching powder prank that went awry at his school, “the Johnny 
Cupcakes brand started as a complete joke,” admits John. One 
day John's mother Lorraine interrupted his band’s tour to tell 
him he had a real business on his hands. Now, the company’s 
designs—like a Statue of Liberty holding a cupcake, Marilyn 
Monroe with a tiny cupcake-shaped mole, and the cupcakes 
and crossbones motif—attract a cult following. By the time 
John opened his first store, over 500 people had lined up to get 
in (See photo above). 

Though still a prankster, John knows that successful entre- 
preneurs must understand cost behavior to succeed. Identifying 
fixed and variable costs is key to understanding break-even 





“People ask for my autograph. . . it’s unbelievable” 
— JOHN EARLE 


points and maintaining the right mix of t-shirt choices. With 
t-shirts selling at prices between $40-$70 each, John focuses 
on making limited editions to keep demand high. In performing 
cost-volume-profit analyses, John's mother Lorraine, the com- 
pany's chief financial officer, typically estimates sales at about 
half the amount John does. “A large gap between our estimates 
is pretty typical, but John is happy when we beat our break-even 
points and produce profits,’ says Lorraine. Johnny Cupcakes 
recently expanded into other product lines, including button- 
down shirts, jackets, sweaters, and baseball caps. With a diverse 
product line, an understanding of contribution margins and 
how costs relate to volume and profits become even more 
important. 

From a handful of gag t-shirts made as a joke, Johnny 
Cupcakes now boasts sales of $3.4 million per year. “| never 
expected it to get this big,” John says, encouraging potential 
entrepreneurs to get out and make it happen. “| work very hard,” 
he says, “and | enjoy every minute of it.” 


[Sources: Johnny Cupcakes Website, January 2011; Boston Globe, 
October 2007; Businessweek.com, August 2008; Inc magazine, May 2010; 
NPR.org, August 2006] 





Chapter Preview 





This chapter describes different types of costs and shows how _ this type of analysis to forecast what will happen if changes are 
changes in a company’s operating volume affect these costs. The made to costs, sales volume, selling prices, or product mix. They 
chapter also analyzes a company’s costs and sales to explain how then use these forecasts to select the best business strategy for 
different operating strategies affect profit or loss. Managers use the company. 


Cost-Volume-Profit Analysis 


Identifying Cost Measuring Cost Using Break-Even Applying Cost-Volume- 
Behavior Behavior Analysis Profit Analysis 


e Fixed costs e Scatter diagrams e Computing e Computing income 
e Variable costs * High-low method contribution margin from sales and costs 
e Mixed costs e Least-squares e Computing break-even e Computing sales for 
e Step-wise costs regression e Preparing a cost- target income 
e Curvilinear costs e Comparison of cost volume-profit chart e Computing margin of 
estimation methods e Making assumptions safety 
in cost-volume-profit e Using sensitivity 
analysis analysis 


e Computing multiprod- 
uct break-even 





IDENTIFYING COST BEHAVIOR 


Planning a company’s future activities and events is a crucial phase in successful management. 
One of the first steps in planning is to predict the volume of activity, the costs to be incurred, 
sales to be made, and profit to be received. An important tool to help managers carry out this 
step is cost-volume-profit (CVP) analysis, which helps them predict how changes in costs and 
sales levels affect income. In its basic form, CVP analysis involves computing the sales level at 
which a company neither earns an income nor incurs a loss, called the break-even point. For this 

Point: Profit is another term for income. reason, this basic form of cost-volume-profit analysis is often called break-even analysis. Man- 
agers use variations of CVP analysis to answer questions such as these: 


@ What sales volume is needed to earn a target income? 

@ What is the change in income if selling prices decline and sales volume increases? 
@ How much does income increase if we install a new machine to reduce labor costs? 
@ What is the income effect if we change the sales mix of our products or services? 


Consequently, cost-volume-profit analysis is useful in a wide range of business decisions. 

Conventional cost-volume-profit analysis requires management to classify all costs as either 
fixed or variable with respect to production or sales volume. The remainder of this section dis- 
cusses the concepts of fixed and variable cost behavior as they relate to CVP analysis. 


@ Decision Insight 





No Free Lunch Hardly a week goes by without a company advertising a free product with the purchase of 
another. Examples are a free printer with a digital camera purchase or a free monitor with a computer purchase. 
Can these companies break even, let alone earn profits? We are reminded of the no-free-lunch adage, meaning 
that companies expect profits from the companion or add-on purchase to make up for the free product. Ei 


C1 Describe different types of Fixed Costs . ; i . i 
cost behavior in relation to | A fixed cost remains unchanged in amount when the volume of activity varies from period to 
production and sales period within a relevant range. For example, $5,000 in monthly rent paid for a factory building 
volume remains the same whether the factory operates with a single eight-hour shift or around the clock 
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with three shifts. This means that rent cost is the same each month at any level of output from zero 
to the plant’s full productive capacity. Notice that while total fixed cost does not change as the 
level of production changes, the fixed cost per unit of output decreases as volume increases. For 
instance, if 20 units are produced when monthly rent is $5,000, the average rent cost per unit is 
$250 (computed as $5,000/20 units). When production 
increases to 100 units per month, the average cost per 
unit decreases to $50 (computed as $5,000/100 units). 
The average cost decreases to $10 per unit if production 
increases to 500 units per month. Common examples 
of fixed costs include depreciation, property taxes, of- 
fice salaries, and many service department costs. 

When production volume and costs are graphed, 
units of product are usually plotted on the horizontal 
axis and dollars of cost are plotted on the vertical axis. 
Fixed costs then are represented as a horizontal line be- 
cause they remain constant at all levels of production. 
To illustrate, the graph in Exhibit 22.1 shows that fixed 
costs remain at $32,000 at all production levels up to the 
company’s monthly capacity of 2,000 units of output. The relevant range for fixed costs in Exhibit 
22.1 is 0 to 2,000 units. If the relevant range changes (that is, production capacity extends beyond 
this range), the amount of fixed costs will likely change. 


Monthly 
Capacity 
$80,000 
—— Fixed Costs, 
70,000 f- $32,000 
60,000 —— Variable Costs, 
$20 per unit 


50,000 
40,000 


Cost 





30,000 
20,000 
10,000 





0 200 400 600 800 1,000 1,200 1,400 1,600 1,800 2,000 
Volume (Units) 


Variable Costs 


A variable cost changes in proportion to changes in volume of activity. The direct materials cost 
of a product is one example of a variable cost. If one unit of product requires materials costing 
$20, total materials costs are $200 when 10 units of product are manufactured, $400 for 20 units, 
$600 for 30 units, and so on. Notice that variable cost per unit remains constant but the total 
amount of variable cost changes with the level of production. In addition to direct materials, 
common variable costs include direct labor (if employees are paid per unit), sales commissions, 
shipping costs, and some overhead costs. 

When variable costs are plotted on a graph of cost and volume, they appear as a straight line 
starting at the zero cost level. This straight line is upward (positive) sloping. The line rises as vol- 
ume of activity increases. A variable cost line using a $20 per unit cost is graphed in Exhibit 22.1. 


Mixed Costs 


A mixed cost includes both fixed and variable cost components. For example, compensation for 
sales representatives often includes a fixed monthly salary and a variable commission based on 
sales. The total cost line in Exhibit 22.1 is a mixed cost. Like a fixed cost, it is greater than zero 
when volume is zero; but unlike a fixed cost, it increases steadily in proportion to increases in 
volume. The mixed cost line in Exhibit 22.1 starts on the vertical axis at the $32,000 fixed cost 
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Example: If the fixed cost line in 
Exhibit 22.1 is shifted upward, does 
the total cost line shift up, down, or 
remain in the same place? Answer: It 
shifts up by the same amount. 


EXHIBIT 22.1 


Relations of Fixed and 
Variable Costs to Volume 


Example: If the level of fixed costs in 
Exhibit 22.1 changes, does the slope of 
the total cost line change? Answer: No, 
the slope doesn’t change. The total 
cost line is simply shifted upward or 
downward. 


Point: Fixed costs are constant in total 
but vary (decline) per unit as more units 
are produced. Variable costs vary in total 
but are fixed per unit. 


Variable Costs 


‘$20,000 
70,000 
80,000 
50,000 
40,000 
30,000 F 
20,000 
10,000 

o 
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EXHIBIT 22.2 


Step-Wise and 
Curvilinear Costs 


Point: Computer spreadsheets are 
important and effective tools for CVP 
analysis and for analyzing alternative 
“what-if” strategies. 


Point: Cost-volume-profit analysis 
helped Rod Canion, Jim Harris, and 

Bill Murto raise start-up capital of 

$20 million to launch Compaq Com- 
puter. They showed that break-even vol- 
umes were attainable within the first year. 
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point. Thus, at the zero volume level, total cost equals the fixed costs. As the activity level in- 
creases, the mixed cost line increases at an amount equal to the variable cost per unit. This line 
is highest when volume of activity is at 2,000 units (the end point of the relevant range). In CVP 
analysis, mixed costs are often separated into fixed and variable components. The fixed compo- 
nent is added to other fixed costs, and the variable component is added to other variable costs. 


Step-Wise Costs 


A step-wise cost reflects a step pattern in costs. Salaries of production supervisors often behave 
in a step-wise manner in that their salaries are fixed within a relevant range of the current pro- 
duction volume. However, if production volume expands significantly (for example, with the 
addition of another shift), additional supervisors must be hired. This means that the total cost for 
supervisory salaries goes up by a lump-sum amount. Similarly, if volume takes another signifi- 
cant step up, supervisory salaries will increase by another lump sum. This behavior reflects 
a step-wise cost, also known as a stair-step cost, which is graphed in Exhibit 22.2. See how 
the step-wise cost line is flat within ranges (steps). Then, when volume significantly changes, it 
shifts to another level for that range (step). 


Relevant Range 


Monthly 
$160,000 Capacity 


140,000 
120,000 
100,000 
80,000 
60,000 
40,000 
20,000 


Cost 





0 200 400 600 800 1,000 1,200 1,400 1,600 1,800 2,000 
Volume (Units) 


In a conventional CVP analysis, a step-wise cost is usually treated as either a fixed cost or a 
variable cost. This treatment involves manager judgment and depends on the width of the range 
and the expected volume. To illustrate, suppose after the production of every 25 snowboards, an 
operator lubricates the finishing machine. The cost of this lubricant reflects a step-wise pattern. 
Also, suppose that after the production of every 1,000 units, the snowboard cutting tool is re- 
placed. Again, this is a step-wise cost. Note that the range of 25 snowboards is much narrower 
than the range of 1,000 snowboards. Some managers might treat the lubricant cost as a variable 
cost and the cutting tool cost as a fixed cost. 


Curvilinear Costs 


A variable cost, as explained, is a linear cost; that is, it increases at a constant rate as volume of 
activity increases. A curvilinear cost, also called a nonlinear cost, increases at a nonconstant 
rate as volume increases. When graphed, curvilinear costs appear as a curved line. Exhibit 22.2 
shows a curvilinear cost beginning at zero when production is zero and then increasing at differ- 
ent rates. 

An example of a curvilinear cost is total direct labor cost when workers are paid by the hour. 
At low to medium levels of production, adding more employees allows each of them to special- 
ize by doing certain tasks repeatedly instead of doing several different tasks. This often yields 
additional units of output at lower costs. A point is eventually reached at which adding more 
employees creates inefficiencies. For instance, a large crew demands more time and effort in 
communicating and coordinating their efforts. While adding employees in this case increases 
output, the labor cost per unit increases, and the total labor cost goes up at a steeper slope. This 
pattern is seen in Exhibit 22.2 where the curvilinear cost curve starts at zero, rises, flattens out, 
and then increases at a faster rate as output nears the maximum. 
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Quick Check Answers — p. 928 [vi 


1. Which of the following statements is typically true? (a) Variable cost per unit increases as 
volume increases, (b) fixed cost per unit decreases as volume increases, or (c) a curvilinear 
cost includes both fixed and variable elements. 


2. Describe the behavior of a fixed cost. 
3. If cost per unit of activity remains constant (fixed), why is it called a variable cost? 
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MEASURING COST BEHAVIOR 


Identifying and measuring cost behavior requires careful analysis and judgment. An important 
part of this process is to identify costs that can be classified as either fixed or variable, which 
often requires analysis of past cost behavior. Three methods are commonly used to analyze past 
costs: scatter diagrams, high-low method, and least-squares regression. Each method is dis- 
cussed in this section using the unit and cost data shown in Exhibit 22.3, which are taken from 
a start-up company that uses units produced as the activity base in estimating cost behavior. 


Month Units Produced _ Total Cost 
Janviaryernesr eet 17,500 $20,500 
February....... 27,500 21,500 
Manche eter 25,000 25,000 
April lice ere snes csve 35,000 21,500 
May. fires tan: 47,500 25,500 
Júne srcne sre vets 22,500 18,500 
yeee 30,000 23,500 
August ........ 52,500 28,500 
September ..... 37,500 26,000 
October....... 57,500 26,000 
November ..... 62,500 31,000 
December ..... 67,500 29,000 


Scatter Diagrams 


Scatter diagrams display past cost and unit data in graphical form. In preparing a scatter dia- 
gram, units are plotted on the horizontal axis and cost is plotted on the vertical axis. Each 
individual point on a scatter diagram reflects the cost and number of units for a prior period. 
In Exhibit 22.4, the prior 12 months’ costs and numbers of units are graphed. Each point 
reflects total costs incurred and units produced for one of those months. For instance, the point 
labeled March had units produced of 25,000 and costs of $25,000. 


$40,000 
— Estimated Line of 
35,000 Cost Behavior 
30,000 —— Estimated Fixed Cost 
Component ($16,000) 


25,000 
20,000 


Cost 





15,000 
10,000 
5,000 





0 
0 10,000 20,000 30,000 40,000 50,000 60,000 70,000 80,000 


Volume (Units) 








P Determine cost estimates 
using the scatter diagram, 
high-low, and regression 
methods of estimating 
costs. 











EXHIBIT 22.3 


Data for Estimating 
Cost Behavior 


EXHIBIT 22.4 


Scatter Diagram 
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EXHIBIT 22.5 


Variable Cost per Unit 
(Scatter Diagram) 


Example: In Exhibits 22.4 and 
22.5, if units are projected at 
30,000, what is the predicted cost? 
Answer: Approximately $22,000. 


Point: Note that the high-low 
method identifies the high and low 


points of the volume (activity) base, 


and the costs linked with those 
extremes—which may not be the 
highest and lowest costs. 


EXHIBIT 22.6 


Variable Cost per Unit 
(High-Low Method) 


Cost 
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The estimated line of cost behavior is drawn on a scatter diagram to reflect the relation be- 
tween cost and unit volume. This line best visually “fits” the points in a scatter diagram. Fitting 
this line demands judgment. The line drawn in Exhibit 22.4 intersects the vertical axis at 
approximately $16,000, which reflects fixed cost. To compute variable cost per unit, or the slope, 
we perform three steps. First, we select any two points on the horizontal axis (units), say 0 and 
40,000. Second, we draw a vertical line from each of these points to intersect the estimated line 
of cost behavior. The point on the vertical axis (cost) corresponding to the 40,000 units point that 
intersects the estimated line is roughly $24,000. Similarly, the cost corresponding to zero units is 
$16,000 (the fixed cost point). Third, we compute the slope of the line, or variable cost, as the 
change in cost divided by the change in units. Exhibit 22.5 shows this computation. 


Change in cost — $24,000 — $16,000 _ $8,000 
40,000 — 0 40,000 





T? = $0.20 it 
Change in units $0.20 per uni 


Variable cost is $0.20 per unit. Thus, the cost equation that management will use to estimate 
costs for different unit levels is $16,000 plus $0.20 per unit. 


High-Low Method 


The high-low method is a way to estimate the cost equation by graphically connecting the two 
cost amounts at the highest and lowest unit volumes. In our case, the lowest number of units is 
17,500, and the highest is 67,500. The costs corresponding to these unit volumes are $20,500 
and $29,000, respectively (see the data in Exhibit 22.3). The estimated line of cost behavior for 
the high-low method is then drawn by connecting these two points on the scatter diagram cor- 
responding to the lowest and highest unit volumes as follows. 





$40,000 I 
— High-Low Line of 
99,000 Cost Behavior 
30,000 —— Estimated Fixed Cost 
Component ($17,525) 
25,000 
20,000 
15,000 
10,000 
5,000 





0 
0 10,000 20,000 30,000 40,000 50,000 60,000 70,000 80,000 
Volume (Units) 


The variable cost per unit is determined as the change in cost divided by the change in units and 
uses the data from the high and low unit volumes. This results in a slope, or variable cost per 
unit, of $0.17 as computed in Exhibit 22.6. 


Change in cost — $29,000 — $20,500 _ $8,500 
Change in units 67,500 — 17,500 50,000 





= $0.17 per unit 


To estimate the fixed cost for the high-low method, we use the knowledge that total cost equals 
fixed cost plus variable cost per unit times the number of units. Then we pick either the high or 
low point to determine the fixed cost. This computation is shown in Exhibit 22.7—-where we 
use the high point (67,500 units) in determining the fixed cost of $17,525. Use of the low 
point (17,500 units) yields the same fixed cost estimate: $20,500 = Fixed cost + ($0.17 per 
unit X 17,500), or Fixed cost = $17,525. 
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Total cost = Fixed cost + (Variable cost xX Units) 
$29,000 = Fixed cost + ($0.17 per unit X 67,500 units) 


Then, Fixed cost = $17,525 


Thus, the cost equation used to estimate costs at different units is $17,525 plus $0.17 per unit. 
This cost equation differs slightly from that determined from the scatter diagram method. A 
deficiency of the high-low method is that it ignores all cost points except the highest and lowest. 
The result is less precision because the high-low method uses the most extreme points rather 
than the more usual conditions likely to recur. 


Least-Squares Regression 


Least-squares regression is a statistical method for identifying cost behavior. For our purposes, 
we use the cost equation estimated from this method but leave the computational details for 
more advanced courses. Such computations for least-squares regression are readily done using 
most spreadsheet programs or calculators. We illustrate this using Excel® in Appendix 22A. 

The regression cost equation for the data presented in Exhibit 22.3 is $16,947 plus $0.19 per 
unit; that is, the fixed cost is estimated as $16,947 and the variable cost at $0.19 per unit. Both 
costs are reflected in the following graph. 


$40,000 
— Regression Line of 


35,000 Cost Behavior 

30,000 o —— Estimated Fixed Cost 
2 Component ($16,947) 

25,000 O 


20,000 


Cost 


15,000 
10,000 
5,000 
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Comparison of Cost Estimation Methods 


The three cost estimation methods result in slightly different estimates of fixed and variable 
costs as summarized in Exhibit 22.8. Estimates from the scatter diagram are based on a visual 
fit of the cost line and are subject to interpretation. Estimates from the high-low method use 
only two sets of values corresponding to the lowest and highest unit volumes. Estimates from 
least-squares regression use a statistical technique and all available data points. 


Estimation Method Fixed Cost Variable Cost 
Scatter diagram ................ $16,000 $0.20 per unit 
High-low method .............. 17,525 0.17 per unit 
Least-squares regression......... 16,947 0.19 per unit 


We must remember that all three methods use past data. Thus, cost estimates resulting from 
these methods are only as good as the data used for estimation. Managers must establish that the 
data are reliable in deriving cost estimates for the future. 





EXHIBIT 22.7 
Fixed Cost (High-Low Method) 


EXHIBIT 22.8 


Comparison of Cost 
Estimation Methods 
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Quick Check Answers — p. 928 [ví 


4. Which of the following methods is likely to yield the most precise estimated line of cost 
behavior? (a) High-low, (b) least-squares regression, or (c) scatter diagram. 


5. What is the primary weakness of the high-low method? 


6. Using conventional CVP analysis, a mixed cost should be (a) disregarded, (b) treated as a fixed 
cost, or (c) separated into fixed and variable components. 


USING BREAK-EVEN ANALYSIS 





Al Compute the contribution 
margin and describe 
what it reveals about a 
company’s cost structure. 











EXHIBIT 22.9 
Contribution Margin per Unit 


EXHIBIT 22.10 
Contribution Margin Ratio 





Break-even analysis is a special case of cost-volume-profit analysis. This section describes 
break-even analysis by computing the break-even point and preparing a CVP (or break-even) 
chart. 


Contribution Margin and Its Measures 


We explained how managers classify costs by behavior. This often refers to classifying costs as 
being fixed or variable with respect to volume of activity. In manufacturing companies, volume 
of activity usually refers to the number of units produced. We then classify a cost as either fixed 
or variable, depending on whether total cost changes as the number of units produced changes. 
Once we separate costs by behavior, we can then compute a product’s contribution margin. 
Contribution margin per unit, or unit contribution margin, is the amount by which a product’s 
unit selling price exceeds its total unit variable cost. This excess amount contributes to covering 
fixed costs and generating profits on a per unit basis. Exhibit 22.9 shows the contribution mar- 
gin per unit formula. 


Contribution margin per unit = Sales price per unit — Total variable cost per unit 


The contribution margin ratio, which is the percent of a unit’s selling price that exceeds 
total unit variable cost, is also useful for business decisions. It can be interpreted as the percent 
of each sales dollar that remains after deducting the total unit variable cost. Exhibit 22.10 shows 
the formula for the contribution margin ratio. 


Contribution margin per unit 





Contribution margin ratio = 7 = 
Sales price per unit 


To illustrate the use of contribution margin, let’s consider Rydell, which sells footballs for $100 
per unit and incurs variable costs of $70 per unit sold. Its fixed costs are $24,000 per month with 
monthly capacity of 1,800 units (footballs). Rydell’s contribution margin per unit is $30, which 
is computed as follows. 


Selling price per unit ................ $100 
Variable cost per unit ............... 70 
Contribution margin per unit ......... $ 30 


Its contribution margin ratio is 30%, computed as $30/$100. This reveals that for each unit sold, 
Rydell has $30 that contributes to covering fixed cost and profit. If we consider sales in dollars, 
a contribution margin of 30% implies that for each $1 in sales, Rydell has $0.30 that contributes 
to fixed cost and profit. 
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© Decision 


Answer — p. 927 





Sales Manager You are evaluating orders from two customers but can accept only one of the orders 
because of your company’s limited capacity. The first order is for 100 units of a product with a contribution 
margin ratio of 60% and a selling price of $1,000. The second order is for 500 units of a product with a 
contribution margin ratio of 20% and a selling price of $800. The incremental fixed costs are the same for 
both orders. Which order do you accept? W 


Computing the Break-Even Point 


The break-even point is the sales level at which a company neither earns a profit nor incurs a 
loss. The concept of break-even is applicable to nearly all organizations, activities, and events. 
One of the most important items of information when launching a project is whether it will 
break even—that is, whether sales will at least cover total costs. The break-even point can be 
expressed in either units or dollars of sales. 

To illustrate the computation of break-even analysis, let’s again look at Rydell, which sells 
footballs for $100 per unit and incurs $70 of variable costs per unit sold. Its fixed costs are 
$24,000 per month. Rydell breaks even for the month when it sells 800 footballs (sales volume 
of $80,000). We compute this break-even point using the formula in Exhibit 22.11. This formula 
uses the contribution margin per unit, which for Rydell is $30 ($100 — $70). From this we can 
compute the break-even sales volume as $24,000/$30, or 800 units per month. 


Fixed costs 





Break-even point in units = == = = 
Contribution margin per unit 


At a price of $100 per unit, monthly sales of 800 units yield sales dollars of $80,000 (called 
break-even sales dollars). This $80,000 break-even sales can be computed directly using the 
formula in Exhibit 22.12. 


Fixed costs 





Break-even point in dollars = a z z 
Contribution margin ratio 


Rydell’s break-even point in dollars is computed as $24,000/0.30, or $80,000 of monthly sales. 
To verify that Rydell’s break-even point equals $80,000 (or 800 units), we prepare a simplified 
income statement in Exhibit 22.13. It shows that the $80,000 revenue from sales of 800 units 
exactly equals the sum of variable and fixed costs. 


RYDELL COMPANY 


Contribution Margin Income Statement (at Break-Even) 
For Month Ended January 31, 2011 





Sales (800 units at $100 each) ............... $80,000 
Variable costs (800 units at $70 each) ......... 56,000 
Contribution margin .................... 24,000 
Fixed costs i toners AEA nec A ANAA 24,000 
Neétincome Bec ok eae a E ES $ 0 








The statement in Exhibit 22.13 is called a contribution margin income statement. It differs in 
format from a conventional income statement in two ways. First, it separately classifies costs 
and expenses as variable or fixed. Second, it reports contribution margin (Sales — Variable costs). 
The contribution margin income statement format is used in this chapter’s assignment materials 
because of its usefulness in CVP analysis. 
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P Compute the break-even 
point for a single product 
company. 











EXHIBIT 22.11 


Formula for Computing 
Break-Even Sales (in Units) 


EXHIBIT 22.12 


Formula for Computing 
Break-Even Sales (in Dollars) 


Point: Even if a company operates at a 
level in excess of its break-even point, 
management may decide to stop operat- 
ing because it is not earning a reasonable 
return on investment. 


EXHIBIT 22.13 


Contribution Margin 
Income Statement for 
Break-Even Sales 


Point: A contribution margin income 
statement is also referred to as a variable 
costing income statement. This differs 
from the traditional absorption costing 
approach where all product costs are as- 
signed to units sold and to units in ending 
inventory. Recall that variable costing 
expenses all fixed product costs. Thus, 
income for the two approaches differs 
depending on the level of finished goods 
inventory; the lower inventory is, the 
more similar the two approaches are. 


916 Chapter 22 Cost-Volume-Profit Analysis 


Preparing a Cost-Volume-Profit Chart 


Exhibit 22.14 is a graph of Rydell’s cost-volume-profit relations. This graph is called a cost- 
volume-profit (CVP) chart, or a break-even chart or break-even graph. The horizontal axis is 
the number of units produced and sold and the vertical axis is dollars of sales and costs. The 
lines in the chart depict both sales and costs at different output levels. 





p Graph costs and sales for a 
single product company. 
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We follow three steps to prepare a CVP chart, which can also be drawn with computer programs 
that convert numeric data to graphs: 


1. Plot fixed costs on the vertical axis ($24,000 for Rydell). Draw a horizontal line at this 
level to show that fixed costs remain unchanged regardless of output volume (drawing this 
fixed cost line is not essential to the chart). 


2. Draw the total (variable plus fixed) costs line for a relevant range of volume levels. This 
line starts at the fixed costs level on the vertical axis because total costs equal fixed costs 
at zero volume. The slope of the total cost line equals the variable cost per unit ($70). To 
draw the line, compute the total costs for any volume level, and connect this point with the 
vertical axis intercept ($24,000). Do not draw this line beyond the productive capacity for 
the planning period (1,800 units for Rydell). 


3. Draw the sales line. Start at the origin (zero units and zero dollars of sales) and make the slope 
of this line equal to the selling price per unit ($100). To sketch the line, compute dollar sales 
for any volume level and connect this point with the origin. Do not extend this line beyond the 


Examples In Exhibit 22.14, the productive capacity. Total sales will be at the highest level at maximum capacity. 
sales line intersects the total cost line at 


al a tt git se The total costs line and the sales line intersect at 800 units in Exhibit 22.14, which is the break- 
by 20% to $120 per Kae pen even point—the point where total dollar sales of $80,000 equals the sum of both fixed and vari- 
$24,000/($120 — $70) = 480 units able costs ($80,000). 

On either side of the break-even point, the vertical distance between the sales line and the 
total costs line at any specific volume reflects the profit or loss expected at that point. At volume 
levels to the left of the break-even point, this vertical distance is the amount of the expected loss 
because the total costs line is above the total sales line. At volume levels to the right of the 
break-even point, the vertical distance represents the expected profit because the total sales line 


is above the total costs line. 


Z) Decision Answer — p. 927 





Operations Manager As a start-up manufacturer, you wish to identify the behavior of manufacturing 
costs to develop a production cost budget. You know three methods can be used to identify cost behavior 
from past data, but past data are unavailable because this is a start-up. What do you do? E 
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Making Assumptions in Cost-Volume-Profit Analysis 


Cost-volume-profit analysis assumes that relations can normally be expressed as simple lines 
similar to those in Exhibits 22.4 and 22.14. Such assumptions allow users to answer several 
important questions, but the usefulness of the answers depends on the validity of three assump- 
tions: (1) constant selling price per unit, (2) constant variable costs per unit, and (3) constant 
total fixed costs. These assumptions are not always realistic, but CVP analysis can be very use- 
ful for business decision making even when its assumptions are not strictly met. This section 
discusses these assumptions and other issues for CVP analysis. 


Working with Assumptions The behavior of individual costs and sales often is not 
perfectly consistent with CVP assumptions. If the expected costs and sales behavior differ from 
the assumptions, the results of CVP analysis can be limited. Still, we can perform useful analy- 
ses in spite of limitations with these assumptions for several reasons. 


Summing costs can offset individual deviations. Deviations from assumptions with indi- 
vidual costs are often minor when these costs are summed. That is, individual variable cost 
items may not be perfectly variable, but when we sum these variable costs, their individual 
deviations can offset each other. This means the assumption of variable cost behavior can be 
proper for total variable costs. Similarly, an assumption that total fixed costs are constant can 
be proper even when individual fixed cost items are not exactly constant. 


CVP is applied to a relevant range of operations. Sales, variable costs, and fixed costs often 
are reasonably reflected in straight lines on a graph when the assumptions are applied over a 
relevant range. The relevant range of operations is the normal operating range for a business. 
Except for unusually difficult or prosperous times, management typically plans for operations 
within a range of volume neither close to zero nor at maximum capacity. The relevant range 
excludes extremely high and low operating levels that are unlikely to occur. The validity of as- 
suming that a specific cost is fixed or variable is more acceptable when operations are within the 
relevant range. As shown in Exhibit 22.2, a curvilinear cost can be treated as variable and linear 
if the relevant range covers volumes where it has a nearly constant slope. If the normal range of 
activity changes, some costs might need reclassification. 


CVP analysis yields estimates. CVP analysis yields approximate answers to questions about 
costs, volumes, and profits. These answers do not have to be precise because the analysis makes 
rough estimates about the future. As long as managers understand that CVP analysis gives esti- 
mates, it can be a useful tool for starting the planning process. Other qualitative factors also 
must be considered. 


Working with Output Measures CVP analysis usually describes the level of activity 
in terms of sales volume, which can be expressed in terms of either units sold or dollar sales. 
However, other measures of output exist. For instance, a manufacturer can use the number of 
units produced as a measure of output. Also, to simplify analysis, we sometimes assume that the 
production level is the same as the sales level. That is, inventory levels do not change. This often 
is justified by arguing that CVP analysis provides only approximations. 


Quick Check Answers — p. 928 [ví 


7. Fixed cost divided by the contribution margin ratio yields the (a) break-even point in dollars, 
(b) contribution margin per unit, or (c) break-even point in units. 

8. A company sells a product for $90 per unit with variable costs of $54 per unit. What is the 
contribution margin ratio? 

9. Refer to Quick Check (8). If fixed costs for the period are $90,000, what is the break-even 
point in dollars? 

10. What three basic assumptions are used in CVP analysis? 
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Example: If the selling price declines, 
what happens to the break-even point? 
Answer: It increases. 
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Working with Changes in Estimates Because CVP analysis uses estimates, knowing 
how changes in those estimates impact break-even is useful. For example, a manager might 
form three estimates for each of the components of break-even: optimistic, most likely, and 
pessimistic. Then ranges of break-even points in units can be computed using the formula in 
Exhibit 22.11. 

To illustrate, assume Rydell’s managers provide the set of estimates in Exhibit 22.15. 


EXHIBIT 22.15 Selling Price Variable Cost Total Fixed 
Alternative Estimates for per Unit per Unit Costs 
Break-Even Analysis 


Optimistic ......... $105 $68 $21,000 
Most likely ......... 100 70 24,000 
Pessimistic ......... 95 72 27,000 


If, for example, Rydell’s managers believe they can raise the selling price of a football to $105, 
without any change in variable or fixed costs, then the revised contribution margin per football 
is $35, and the revised break-even in units follows in Exhibit 22.16. 


EXHIBIT 22.16 


Revised Break-Even in Units 


Revised break-even _ $24,000 


point in units $35 686 units 


EXHIBIT 22.17 Repeating this calculation using each of the other eight separate estimates above, and graphing 


Soaiter Disgrams Break EvSh the results, yields the three scatter diagrams in Exhibit 22.17. 


Points for Alternative Estimates 
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These scatter diagrams show how changes in selling prices, variable costs, and fixed costs im- 
pact break-even. When selling prices can be increased without impacting costs, break-even de- 
; creases. When competition drives selling prices down, and the company cannot reduce costs, 
Point: This analysis changed only one break : I ‘ ith iabl fixed if th b d 
rrac ita ine manasa can erami reak-even increases. Increases in either variable or fixed costs, if they cannot be passed on to 
how combinations of changes in estimates customers via higher selling prices, will increase break-even. If costs can be reduced and selling 
Nell leipaes breakeven prices held constant, the break-even decreases. 








APPLYING COST-VOLUME-PROFIT ANALYSIS 


Managers consider a variety of strategies in planning business operations. Cost-volume-profit 
analysis is useful in helping managers evaluate the likely effects of these strategies, which is the 
focus of this section. 


Chapter 22 Cost-Volume-Profit Analysis 


Computing Income from Sales and Costs 


An important question managers often need an answer to is “What is the predicted income 
from a predicted level of sales?” To answer this, we look at four variables in CVP analysis. 
These variables and their relations to income (pretax) are shown in Exhibit 22.18. We use 
these relations to compute expected income from predicted sales and cost levels. 


Sales 


— Variable costs 





Contribution margin 


— Fixed costs 





Income (pretax) 


To illustrate, let’s assume that Rydell’s management expects to sell 1,500 units in January 2011. 
What is the amount of income if this sales level is achieved? Following Exhibit 22.18, we 
compute Rydell’s expected income in Exhibit 22.19. 


RYDELL COMPANY 


Contribution Margin Income Statement 
For Month Ended January 31,2011 





Sales (1,500 units at $100 each) ............... $150,000 
Variable costs (1,500 units at $70 each) ......... 105,000 
Gontributionimanginy creer eee sire 45,000 
Fixed COSTS nce oae a Oa x sea ane Saas 24,000 
Incomes (pretax)! eneee ae neta sancti erecanee ayia $ 21,000 





The $21,000 income is pretax. To find the amount of after-tax income from selling 1,500 units, 
management must apply the proper tax rate. Assume that the tax rate is 25%. Then we can 
prepare the after-tax income statement shown in Exhibit 22.20. We can also compute pretax 
income as after-tax income divided by (1 — tax rate); for Rydell, this is $15,750/(1 — 0.25), or 
$21,000. 


RYDELL COMPANY 


Contribution Margin Income Statement 
For Month Ended January 31,2011 





Sales (1,500 units at $100 each) ............... $150,000 
Variable costs (1,500 units at $70 each)......... 105,000 
Contribution margini. a e 45,000 
Fixed EOstS nae soe naw E A EAE 24,000 
Pretacincomes. seen ae Se e eens 21,000 
Incomestaxesi(2576) aa E 5,250 
Net income (after tax) or a $ 15,750 





Management then assesses whether this income is an adequate return on assets invested. 
Management should also consider whether sales and income can be increased by raising or low- 
ering prices. CVP analysis is a good tool for addressing these kinds of “what-if” questions. 


Computing Sales for aTarget Income 


Many companies’ annual plans are based on certain income targets (sometimes called budgets). 
Rydell’s income target for this year is to increase income by 10% over the prior year. When 
prior year income is known, Rydell easily computes its target income. CVP analysis helps to 
determine the sales level needed to achieve the target income. Computing this sales level is im- 
portant because planning for the year is then based on this level. We use the formula shown in 
Exhibit 22.21 to compute sales for a target after-tax income. 
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C Describe several 
applications of cost- 





volume-profit analysis. 








EXHIBIT 22.18 


Income Relations in 
CVP Analysis 


EXHIBIT 22.19 


Computing Expected Pretax 
Income from Expected Sales 


EXHIBIT 22.20 


Computing Expected After-Tax 
Income from Expected Sales 










"How many 
units must | sell 
to earn $50,000?" 
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EXHIBIT 22.21 


Computing Sales (Dollars) for 
a Target After-Tax Income 


EXHIBIT 22.22 


Rydell’s Dollar Sales for a 
Target Income 


Point: Break-even is a special case 

of the formulas in Exhibits 22.21 and 
22.23; simply set target pretax income to 
$0 and the formulas reduce to those in 
Exhibits 22.11 and 22.12. 


EXHIBIT 22.23 


Computing Sales (Units) 
for a Target After-Tax 
Income 


EXHIBIT 22.24 


Computing Margin of Safety 
(in Percent) 
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Fixed rn Target pretax 
costs income 
Contribution margin ratio 





Dollar sales at target after-tax income = 


To illustrate, Rydell has monthly fixed costs of $24,000 and a 30% contribution margin ratio. 
Assume that it sets a target monthly after-tax income of $9,000 when the tax rate is 25%. This 
means the pretax income is targeted at $12,000 [$9,000/(1 — 0.25)] with a tax expense of 
$3,000. Using the formula in Exhibit 22.21, we find that $120,000 of sales are needed to pro- 
duce a $9,000 after-tax income as shown in Exhibit 22.22. 


24,000 + $12,000 
Dollar sales at target after-tax income = 3 30 > = $120,000 
‘0 





We can alternatively compute unit sales instead of dollar sales. To do this, we substitute contri- 
bution margin per unit for the contribution margin ratio in the denominator. This gives the num- 
ber of units to sell to reach the target after-tax income. Exhibit 22.23 illustrates this for Rydell. 
The two computations in Exhibits 22.22 and 22.23 are equivalent because sales of 1,200 units at 
$100 per unit equal $120,000 of sales. 


Fixed a Target pretax 
costs income 
Contribution margin per unit 
_ $24,000 + $12,000 
$30 





Unit sales at target after-tax income = 





= 1,200 units 


Computing the Margin of Safety 


All companies wish to sell more than the break-even number of units. The excess of expected 
sales over the break-even sales level is called a company’s margin of safety, the amount that 
sales can drop before the company incurs a loss. It can be expressed in units, dollars, or even as 
a percent of the predicted level of sales. To illustrate, if Rydell’s expected sales are $100,000, 
the margin of safety is $20,000 above break-even sales of $80,000. As a percent, the margin of 
safety is 20% of expected sales as shown in Exhibit 22.24. 


Expected sales — Break-even sales 





Margin of safety (in percent) = 
Expected sales 


_ $100,000 — $80,000 
$100,000 





= 20% 


Management must assess whether the margin of safety is adequate in light of factors such as 
sales variability, competition, consumer tastes, and economic conditions. 





O Decision 


Supervisor Your team is conducting a cost-volume-profit analysis for a new product. Different sales 
projections have different incomes. One member suggests picking numbers yielding favorable income be- 
cause any estimate is “as good as any other” Another member points to a scatter diagram of 20 months’ 
production on a comparable product and suggests dropping unfavorable data points for cost estimation. 
What do you do? W 


Answer — p. 927 
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Using Sensitivity Analysis 


Earlier we showed how changing one of the estimates in a CVP analysis impacts break-even. We 
can also examine strategies that impact several estimates in the CVP analysis. For instance, we 
might want to know what happens to income if we automate a currently manual process. We can 
use CVP analysis to predict income if we can describe how these changes affect a company’s 
fixed costs, variable costs, selling price, and volume. 

To illustrate, assume that Rydell Company is looking into buying a new machine that would 
increase monthly fixed costs from $24,000 to $30,000 but decrease variable costs from $70 per 
unit to $60 per unit. The machine is used to produce output whose selling price will remain 
unchanged at $100. This results in increases in both the unit contribution margin and the contri- 
bution margin ratio. The revised contribution margin per unit is $40 ($100 — $60), and the re- 
vised contribution margin ratio is 40% of selling price ($40/$100). Using CVP analysis, 
Rydell’s revised break-even point in dollars would be $75,000 as computed in Exhibit 22.25. 


Revised break-even _ Revised fixed costs $30,000 
point in dollars ~ Revised contribution margin ratio 40% 





= $75,000 


The revised fixed costs and the revised contribution margin ratio can be used to address other 
issues including computation of (1) expected income for a given sales level and (2) the sales 
level needed to earn a target income. Once again, we can use sensitivity analysis to generate 
different sets of revenue and cost estimates that are optimistic, pessimistic, and most likely. Dif- 
ferent CVP analyses based on these estimates provide different scenarios that management can 
analyze and use in planning business strategy. 


@ Decision | 





Eco-CVP Auto makers are increasingly offering hybrid cars, in- 
cluding the Ford Fusion, Toyota Prius, and Nissan Altima Hybrid. 
Hybrids yield better gas mileage and generate fewer greenhouse 
gases, but they are priced higher. Are hybrid models economically 
feasible for buyers? A study by Edmunds.com shows it take sev- 
eral years for consumers to break even (save enough money on 
gas to offset the higher purchase price) on most hybrid models. E 


47 3E 


On bı 
attory power alone 





Quick Check Answers — p. 928 [v 





11. A company has fixed costs of $50,000 and a 25% contribution margin ratio. What dollar 
sales are necessary to achieve an after-tax net income of $120,000 if the tax rate is 20%? 
(a) $800,000, (b) $680,000, or (c) $600,000. 

12. If a company’s contribution margin ratio decreases from 50% to 25%, what can be said about 
the unit sales needed to achieve the same target income level? 


13. What is a company’s margin of safety? 


Computing a Multiproduct Break-Even Point 


To this point, we have looked only at cases where the company sells a single product or service. 
This was to keep the basic CVP analysis simple. However, many companies sell multiple prod- 
ucts or services, and we can modify the CVP analysis for use in these cases. An important as- 
sumption in a multiproduct setting is that the sales mix of different products is known and 
remains constant during the planning period. Sales mix is the ratio (proportion) of the sales 
volumes for the various products. For instance, if a company normally sells 10,000 footballs, 
5,000 softballs, and 4,000 basketballs per month, its sales mix can be expressed as 10:5:4 for 
footballs, softballs, and basketballs. 
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Example: If fixed costs decline, 
what happens to the break-even 
point? Answer: It decreases. 


EXHIBIT 22.25 


Revising Break-even When 
Changes Occur 





P 





Compute the break-even 
point for a multiproduct 
company. 
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Point: Selling prices and variable 
costs are usually expressed in per 
unit amounts. Fixed costs are 
usually expressed in total amounts. 


EXHIBIT 22.26 


Break-Even Point in 
Composite Units 


Point: The break-even point in 
dollars for Exhibit 22.26 is 
$192,000/($64/$160) = $480,000. 


EXHIBIT 22.27 


Weighted-Average 
Contribution Margin 
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To apply multiproduct CVP analysis, we can estimate the break-even point by using a 
composite unit, which consists of a specific number of units of each product in proportion to 
their expected sales mix. Multiproduct CVP analysis treats this composite unit as a single prod- 
uct. To illustrate, let’s look at Hair-Today, a styling salon that offers three cuts: basic, ultra, and 
budget in the ratio of 4 basic units to 2 ultra units to 1 budget unit (expressed as 4:2:1). Manage- 
ment wants to estimate its break-even point for next year. Unit selling prices for these three cuts 
are basic, $20; ultra, $32; and budget, $16. Using the 4:2:1 sales mix, the selling price of a com- 
posite unit of the three products is computed as follows. 


4 units of basic @ $20 per unit.......... $ 80 
2 units of ultra @ $32 per unit.......... 64 
l unit of budget @ $16 per unit......... __ 16 
Selling price of a composite unit......... $160 


Hair-Today’s fixed costs are $192,000 per year, and its variable costs of the three products are 
basic, $13; ultra, $18.00; and budget, $8.00. Variable costs for a composite unit of these prod- 
ucts follow. 


4 units of basic @ $13 per unit............ $52 
2 units of ultra @ $18 per unit............ 36 
| unit of budget @ $8 per unit............ _ 8 
Variable costs of a composite unit ......... $96 


Hair-Today’s $64 contribution margin for a composite unit is computed by subtracting the vari- 
able costs of a composite unit ($96) from its selling price ($160). We then use the contribution 
margin to determine Hair-Today’s break-even point in composite units in Exhibit 22.26. 


Fixed costs 





Break-even point in composite units = are : = = 
Contribution margin per composite unit 


192,000 ' F 
= es = 3,000 composite units 


This computation implies that Hair-Today breaks even when it sells 3,000 composite units. To 
determine how many units of each product it must sell to break even, we multiply the number of 
units of each product in the composite by 3,000 as follows. 


Basic: 4X 3,000 ........ 12,000 units 
Ultra: 2X 3,000 ........ 6,000 units 
Budget: | X 3,000 ........ 3,000 units 


Instead of computing contribution margin per composite unit, a company can compute a 
weighted-average contribution margin. Given the 4:2:1 product mix, basic cuts comprise 57.14% 
(computed as 4/7) of the company’s haircuts, ultra makes up 28.57% of its business, and budget 
cuts comprise 14.29%. The weighted-average contribution margin follows in Exhibit 22.27. 





Unit x Percentage = Weighted unit 
contribution of contribution 
margin sales mix margin 
Basica e e esr quint suet E AE EA R $7 57.14% $4.000 
Ultrat oie ee a e E EE EEA E EENES 14 28.57 4.000 
Budget an onnaa aa a aE eet toma ations 8 14.29 1.143 


Weighted-average contribution margin ....... $9.143 


Chapter 22 Cost-Volume-Profit Analysis 


The company’s break-even point in units is computed in Exhibit 22.28 as follows: 


Fixed costs 





Break-even point in units = 
p Weighted-average contribution margin 


$192,000 


= 21 i 
$9.143 ,000 units 


We see that the weighted-average contribution margin method yields 21,000 whole units as the 
break-even amount, the same total as the composite unit approach. 

Exhibit 22.29 verifies the results for composite units by showing Hair-Today’s sales and 
costs at this break-even point using a contribution margin income statement. 














HAIR-TODAY 
Forecasted Contribution Margin Income Statement (at Break-even) 
Basic Ultra Budget Totals 

Sales 

Basic (12,000 @ $20).......... $240,000 

Ultra (6,000 @ $32)........... $192,000 

Budget (3,000 @ $16) ......... $48,000 

Notalksalessam pear ee eee $480,000 
Variable costs 

Basic (12,000 @ $13).......... 156,000 

Ultra (6,000 @ $18)........... 108,000 

Budget (3,000 @ $8) .......... 24,000 

Total variable costs............ 288,000 
Contribution margin ............ $ 84,000 $ 84,000 $24,000 192,000 
Fixed costs e mena dancer mon a 192,000 
Netincome soara aee RAE E $ 0 


A CVP analysis using composite units can be used to answer a variety of planning questions. 
Once a product mix is set, all answers are based on the assumption that the mix remains con- 
stant at all relevant sales levels as other factors in the analysis do. We also can vary the sales mix 
to see what happens under alternative strategies. 


Answer — p. 928 





© Decision 


Entrepreneur A CVP analysis indicates that your start-up, which markets electronic products, will break 
even with the current sales mix and price levels. You have a target income in mind. What analysis might 
you perform to assess the likelihood of achieving this income? E 


Quick Check Answers — p. 928 KA 


14. The sales mix of a company's two products, X and Y, is 2:1. Unit variable costs for both 
products are $2, and unit sales prices are $5 for X and $4 for Y. What is the contribution 
margin per composite unit? (a) $5, (b) $10, or (c) $8. 

15. What additional assumption about sales mix must be made in doing a conventional CVP 
analysis for a company that produces and sells more than one product? 
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EXHIBIT 22.28 


Break-Even in Units using 
Weighted-Average 
Contribution Margin 


EXHIBIT 22.29 


Multiproduct Break-Even 
Income Statement 
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GLOBAL VIEW 





Survey evidence shows that many German companies have elaborate and detailed cost accounting sys- 
tems. Over 90 percent of companies surveyed report their systems focus on contribution margin. This 
focus helps German companies like Volkswagen control costs and plan their production levels. Recently, 
Volkswagen announced it expects its Spanish brand Seat to break even within five years. For 2009, the 
Seat brand lost €339 million on sales of 307, 502 units. 





Decision Analysis OQO Degree of Operating Leverage 





CVP analysis is especially useful when management begins the planning process and wishes to predict 
outcomes of alternative strategies. These strategies can involve changes in selling prices, fixed costs, vari- 
able costs, sales volume, and product mix. Managers are interested in seeing the effects of changes in 
some or all of these factors. 

One goal of all managers is to get maximum benefits from their fixed costs. Managers would like to 
use 100% of their output capacity so that fixed costs are spread over the largest number of units. This 
would decrease fixed cost per unit and increase income. The extent, or relative size, of fixed costs in the 
total cost structure is known as operating leverage. Companies having a higher proportion of fixed costs 
in their total cost structure are said to have higher operating leverage. An example of this is a company that 
chooses to automate its processes instead of using direct labor, increasing its fixed costs and lowering its 
variable costs. A useful managerial measure to help assess the effect of changes in the level of sales on 
income is the degree of operating leverage (DOL) defined in Exhibit 22.30. 


A Analyze changes in 
sales using the degree 
of operating leverage. 











EXHIBIT 22.30 


Degree of Operating Leverage 


DOL = Total contribution margin (in dollars)/Pretax income 


To illustrate, let’s return to Rydell Company. At a sales level of 1,200 units, Rydell’s total contribution 
margin is $36,000 (1,200 units X $30 contribution margin per unit). Its pretax income, after subtracting 
fixed costs of $24,000, is $12,000 ($36,000 — $24,000). Rydell’s degree of operating leverage at this sales 
level is 3.0, computed as contribution margin divided by pretax income ($36,000/$12,000). We then use 
DOL to measure the effect of changes in the level of sales on pretax income. For instance, suppose Rydell 
expects sales to increase by 10%. If this increase is within the relevant range of operations, we can expect 
this 10% increase in sales to result in a 30% increase in pretax income computed as DOL multiplied by the 
increase in sales (3.0 X 10%). Similar analyses can be done for expected decreases in sales. 


DEMONSTRATION PROBLEM 


Sport Caps Co. manufactures and sells caps for different sporting events. The fixed costs of operating the 
company are $150,000 per month, and the variable costs for caps are $5 per unit. The caps are sold for 
$8 per unit. The fixed costs provide a production capacity of up to 100,000 caps per month. 


Required 

I. Use the formulas in the chapter to compute the following: 
a. Contribution margin per cap. 
b. Break-even point in terms of the number of caps produced and sold. 
c. Amount of net income at 30,000 caps sold per month (ignore taxes). 
d. Amount of net income at 85,000 caps sold per month (ignore taxes). 
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e. Number of caps to be produced and sold to provide $45,000 of after-tax income, assuming an 
income tax rate of 25%. 

2. Draw a CVP chart for the company, showing cap output on the horizontal axis. Identify (a) the break- 
even point and (b) the amount of pretax income when the level of cap production is 70,000. (Omit the 
fixed cost line.) 

3. Use the formulas in the chapter to compute the 
a. Contribution margin ratio. 

b. Break-even point in terms of sales dollars. 

c. Amount of net income at $250,000 of sales per month (ignore taxes). 

d. Amount of net income at $600,000 of sales per month (ignore taxes). 

e. Dollars of sales needed to provide $45,000 of after-tax income, assuming an income tax rate of 25%. 


PLANNING THE SOLUTION 


@ Identify the formulas in the chapter for the required items expressed in units and solve them using the 
data given in the problem. 

@ Draw a CVP chart that reflects the facts in the problem. The horizontal axis should plot the volume in 
units up to 100,000, and the vertical axis should plot the total dollars up to $800,000. Plot the total cost 
line as upward sloping, starting at the fixed cost level ($150,000) on the vertical axis and increasing 
until it reaches $650,000 at the maximum volume of 100,000 units. Verify that the break-even point 
(where the two lines cross) equals the amount you computed in part 1. 

@ Identify the formulas in the chapter for the required items expressed in dollars and solve them using the 
data given in the problem. 


SOLUTION TO DEMONSTRATION PROBLEM 





l. a. Contribution margin per cap = Selling price per unit — Variable cost per unit 
= $8 —$5 = $3 
b. Break-even point in caps = - Eo costs = Uoo 0u = 50,000 caps 
Contribution margin per cap $3 ———— 
c. Net income at 30,000 caps sold = (Units X Contribution margin per unit) — Fixed costs 
= (30,000 x $3) — $150,000 = $(60,000) loss 
d. Net income at 85,000 caps sold = (Units X Contribution margin per unit) — Fixed costs 
= (85,000 x $3) — $150,000 = $105,000 profit 
e. Pretax income = $45,000/(1 — 0.25) = $60,000 
Income taxes = $60,000 x 25% = $15,000 


Fixed costs + Target pretax income 





Units needed for $45,000 income = a ; 
Contribution margin per cap 


150,000 + $60,000 
= $ 33 $ = 70,000 caps 





2. CVP chart. 
Monthly 


Capacity 


$800,000 
700,000 


— Total Costs 


—— Sales 


Profit at 70,000 Units 


600,000 
500,000 
400,000 


Dollars 


300,000 
200,000 


100,000 
0 
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Contribution margin per unit $3 





3. a. Contribution margin ratio = 0.375, or 37.5% 











Selling price per unit “gg S 
Fixed costs $150,000 
i - int i = = = $400,000 
a Contribution margin ratio 37.5% $400,000 
c. Net income at sales of $250,000 = (Sales X Contribution margin ratio) — Fixed costs 
= ($250,000 X 37.5%) — $150,000 = $(56,250) loss 
d. Net income at sales of $600,000 = (Sales X Contribution margin ratio) — Fixed costs 


= ($600,000 X 37.5%) — $150,000 = $75,000 income 


Fixed costs + Target pretax income 





e. Dollars of sales to yield = 


$45,000 after-tax income Contribution margin ratio 


$150,000 + $60,000 
37.5% 





= $560,000 


APPENDIX 
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Using Excel to Estimate Least-Squares Regression 


Microsoft Excel® 2007 and other spreadsheet software can be used to perform least-squares regressions to 
identify cost behavior. In Excel®, the INTERCEPT and SLOPE functions are used. The following screen 
shot reports the data from Exhibit 22.3 in cells Al through C13 and shows the cell contents to find the in- 
tercept (cell B16) and slope (cell B17). Cell B16 uses Excel® to find the intercept from a least-squares 
regression of total cost (shown as C2:C13 in cell B16) on units produced (shown as B2:B13 in cell B16). 
Spreadsheet software is useful in understanding cost behavior when many data points (such as monthly 
total costs and units produced) are available. 





Os bed eX Paxe SMe) + Least - Squares Regression - Microsoft Excel 
À | Home | Insert Page Layout Formulas Data Review View 


B h |[Calibri -Jau -æ JE =e) |E llenen ~- 
“F (RE Bala ae) s > 8 28) Sonato 
Clipboard ™ 
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1 Month 








| 2 January 17500 20500 
3 February 27500 21500 
4 March 25000 25000 

| 5 April 35000 21500 

| 6 [May 47500 25500 

| 7 June 22500 18500 

8 |July 30000 23500 
9 August 52500 28500 

| 10 (September 37500 26000 

| 11 (October 57500 26000 
12 November 62500 31000 

| 13 December 67500 29000 

Ee isere 





Excel® can also be used to create scatter diagrams such as that in Exhibit 22.4. In contrast to visually 
drawing a line that “fits” the data, Excel® more precisely fits the regression line. To draw a scatter diagram 
with a line of fit, follow these steps: 


1. Highlight the data cells you wish to diagram; in this example, start from cell C13 and highlight 
through cell B2. 
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2. Then select “Insert” and “Scatter” from the drop-down menus. Selecting the chart type in the upper 
left corner of the choices under Scatter will produce a diagram that looks like that in Exhibit 22.4, 


without a line of fit. 


3. To add a line of fit (also called trend line), select “Layout” and “Trendline” from the drop-down 
menus. Selecting “Linear Trendline” will produce a diagram that looks like that in Exhibit 22.4, 


including the line of fit. 


Summary 


C1 Describe different types of cost behavior in relation to pro- 

duction and sales volume. Cost behavior is described in terms 
of how its amount changes in relation to changes in volume of activ- 
ity within a relevant range. Fixed costs remain constant to changes 
in volume. Total variable costs change in direct proportion to vol- 
ume changes. Mixed costs display the effects of both fixed and vari- 
able components. Step-wise costs remain constant over a small 
volume range, then change by a lump sum and remain constant over 
another volume range, and so on. Curvilinear costs change in a non- 
linear relation to volume changes. 


C2 Describe several applications of cost-volume-profit analysis. 

Cost-volume-profit analysis can be used to predict what can 
happen under alternative strategies concerning sales volume, selling 
prices, variable costs, or fixed costs. Applications include “what-if” 
analysis, computing sales for a target income, and break-even 
analysis. 


Al Compute the contribution margin and describe what it 

reveals about a company’s cost structure. Contribution mar- 
gin per unit is a product’s sales price less its total variable costs. 
Contribution margin ratio is a product’s contribution margin per unit 
divided by its sales price. Unit contribution margin is the amount 
received from each sale that contributes to fixed costs and income. 
The contribution margin ratio reveals what portion of each sales 
dollar is available as contribution to fixed costs and income. 


A Analyze changes in sales using the degree of operating 
leverage. The extent, or relative size, of fixed costs in a 
company’s total cost structure is known as operating leverage. One 
tool useful in assessing the effect of changes in sales on income is 
the degree of operating leverage, or DOL. DOL is the ratio of the 
contribution margin divided by pretax income. This ratio can be 


Guidance Answers to Decision Maker and Decision Ethics 


Sales Manager The contribution margin per unit for the first 
order is $600 (60% of $1,000); the contribution margin per unit for 
the second order is $160 (20% of $800). You are likely tempted to ac- 
cept the first order based on its high contribution margin per unit, but 
you must compute the total contribution margin based on the number 
of units sold for each order. Total contribution margin is $60,000 
($600 per unit X 100 units) and $80,000 ($160 per unit X 500 units) 
for the two orders, respectively. The second order provides the largest 
return in absolute dollars and is the order you would accept. Another 
factor to consider in your selection is the potential for a long-term re- 
lationship with these customers including repeat sales and growth. 


Operations Manager Without the availability of past data, 
none of the three methods described in the chapter can be used to 
measure cost behavior. Instead, the manager must investigate whether 


used to determine the expected percent change in income given a 
percent change in sales. 


P1 Determine cost estimates using the scatter diagram, high- 

low, and regression methods of estimating costs. Three dif- 
ferent methods used to estimate costs are the scatter diagram, the 
high-low method, and least-squares regression. All three methods 
use past data to estimate costs. Cost estimates from a scatter 
diagram are based on a visual fit of the cost line. Estimates from 
the high-low method are based only on costs corresponding to the 
lowest and highest sales. The least-squares regression method is a 
statistical technique and uses all data points. 


P Compute the break-even point for a single product company. 

A company’s break-even point for a period is the sales volume at 
which total revenues equal total costs. To compute a break-even point 
in terms of sales units, we divide total fixed costs by the contribution 
margin per unit. To compute a break-even point in terms of sales dol- 
lars, divide total fixed costs by the contribution margin ratio. 


P3 Graph costs and sales for a single product company. The 

costs and sales for a company can be graphically illustrated 
using a CVP chart. In this chart, the horizontal axis represents the 
number of units sold and the vertical axis represents dollars of sales 
or costs. Straight lines are used to depict both costs and sales on the 
CVP chart. 


P 4 Compute the break-even point for a multiproduct com- 

pany. CVP analysis can be applied to a multiproduct company 
by expressing sales volume in terms of composite units. A compos- 
ite unit consists of a specific number of units of each product in pro- 
portion to their expected sales mix. Multiproduct CVP analysis 
treats this composite unit as a single product. 





data from similar manufacturers can be accessed. This is likely diffi- 
cult due to the sensitive nature of such data. In the absence of data, 
the manager should develop a list of the different production inputs 
and identify input-output relations. This provides guidance to the 
manager in measuring cost behavior. After several months, actual 
cost data will be available for analysis. 


Supervisor Your dilemma is whether to go along with the sug- 
gestions to “manage” the numbers to make the project look like it 
will achieve sufficient profits. You should not succumb to these sug- 
gestions. Many people will likely be affected negatively if you man- 
age the predicted numbers and the project eventually is unprofitable. 
Moreover, if it does fail, an investigation would likely reveal that data 
in the proposal were “fixed” to make it look good. Probably the only 
benefit from managing the numbers is the short-term payoff of 
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pleasing those who proposed the product. One way to deal with this 
dilemma is to prepare several analyses showing results under differ- 
ent assumptions and then let senior management make the decision. 


Entrepreneur You must first compute the level of sales required 
to achieve the desired net income. Then you must conduct sensitivity 


Guidance Answers to Quick Checks 


1. b 

2. A fixed cost remains unchanged in total amount regardless of 
output levels. However, fixed cost per unit declines with in- 
creased output. 

3. Such a cost is considered variable because the total cost changes 
in proportion to volume changes. 

4. b 

5. The high-low method ignores all costs and sales (activity base) 

volume data points except the costs corresponding to the high- 

est and lowest (most extreme) sales (activity base) volume. 

c 

a 

($90 — $54)/$90 = 40% 

$90,000/40% = $225,000 

Three basic CVP assumptions are that (1) selling price per unit is 

constant, (2) variable costs per unit are constant, and (3) total fixed 

costs are constant. 


eeon o 


1 


11. a; Two steps are required for explanation: 
(1) Pretax income = $120,000/(1 — 0.20) = $150,000 
$50,000 + $150,000 


2 = 
(2) 25% $800,000 
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analysis by varying the price, sales mix, and cost estimates. Results 
from the sensitivity analysis provide information you can use to assess 
the possibility of reaching the target sales level. For instance, you 
might have to pursue aggressive marketing strategies to push the high- 
margin products, or you might have to cut prices to increase sales and 


profits, or another strategy might emerge. 


12. If the contribution margin ratio decreases from 50% to 25%, 
unit sales would have to double. 


13. A company’s margin of safety is the excess of the predicted 
sales level over its break-even sales level. 


14. c; Selling price of a composite unit: 


2 units of X @ $5 per unit ............. $10 
1 unit of Y @ $4 per unit .............. _4 
Selling price of a composite unit ........ $14 
Variable costs of a composite unit: 

2 units of X @ $2 per unit ............. $4 
1 unit of Y @ $2 per unit .............. 2 
Variable costs of a composite unit ....... $6 


Therefore, the contribution margin per composite unit is $8. 


15. It must be assumed that the sales mix remains unchanged at all 
sales levels in the relevant range. 
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Multiple Choice Quiz Answers on p. 943 mhhe.com/wildFAP20e 





Additional Quiz Questions are available at the book’s Website. 


1. A company’s only product sells for $150 per unit. Its variable 
costs per unit are $100, and its fixed costs total $75,000. What 


2. Using information from question 1, what is the company’s con- 
tribution margin ratio? 


is its contribution margin per unit? a. 664% 
a. $50 b. 100% 
b. $250 c. 50% 
c. $100 d. 0% 
d. $150 e. 334% 
e. $25 


3. 
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Using information from question 1, what is the company’s 
break-even point in units? 

a. 500 units 

b. 750 units 

c. 1,500 units 

d. 3,000 units 

e. 1,000 units 


. A company’s forecasted sales are $300,000 and its sales at 


break-even are $180,000. Its margin of safety in dollars is 
a. $180,000. 
b. $120,000. 
c. $480,000. 


Superscript letter A denotes assignments based on Appendix 22A 


Icon denotes assignments that involve decision making. 
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d. $60,000. 
e. $300,000. 


. A product sells for $400 per unit and its variable costs per unit 


are $260. The company’s fixed costs are $840,000. If the com- 
pany desires $70,000 pretax income, what is the required dol- 
lar sales? 

a. $2,400,000 

b. $200,000 

c. $2,600,000 

d. $2,275,000 

e. $1,400,000 


= 


oaonou 


10. 


11. 


12. 
13. 


14. 


a How is cost-volume-profit analysis useful? 
. What is a variable cost? Identify two variable costs. 
7 When output volume increases, do variable costs per unit 


increase, decrease, or stay the same within the relevant range of 
activity? Explain. 


b When output volume increases, do fixed costs per unit in- 


crease, decrease, or stay the same within the relevant range of 
activity? Explain. 


. How do step-wise costs and curvilinear costs differ? 

. Define and describe contribution margin per unit. 

. Define and explain the contribution margin ratio. 

. Describe the contribution margin ratio in layperson’s terms. 


In performing CVP analysis for a manufacturing company, 
what simplifying assumption is usually made about the volume 
of production and the volume of sales? 

What two arguments tend to justify classifying all costs as 
either fixed or variable even though individual costs might 
not behave exactly as classified? 

How does assuming that operating activity occurs within a 
relevant range affect cost-volume-profit analysis? 

List three methods to measure cost behavior. 

How is a scatter diagram used to identify and measure the 
behavior of a company’s costs? 

In cost-volume-profit analysis, what is the estimated profit at 
the break-even point? 


m connect 


Determine whether each of the following is best described as a fixed, variable, or mixed cost with respect 


to product units. 


1. 


2. Depreciation expense of warehouse. 
3. 
4. Factory supervisor’s salary. 


Maintenance of factory machinery. 5. 


Taxes on factory building. 6. 
7. Rubber used to manufacture athletic shoes. 


Packaging expense. 


15 


16. 


17. 


18. 


19. 


20. 


21. 


Wages of an assembly-line worker paid on 
the basis of acceptable units produced. 


o Assume that a straight line on a CVP chart intersects the 
vertical axis at the level of fixed costs and has a positive slope 
that rises with each additional unit of volume by the amount of 
the variable costs per unit. What does this line represent? 
Palm has both fixed and variable costs. Why are 
fixed costs depicted as a horizontal line on a CVP 
chart? 
Each of two similar companies has sales of $20,000 and 
total costs of $15,000 for a month. Company A’s total costs 
include $10,000 of variable costs and $5,000 of fixed costs. If 
Company B’s total costs include $4,000 of variable costs and 
$11,000 of fixed costs, which company will enjoy more profit 
if sales double? 

of reflects expected sales in excess of the 
level of break-even sales. 
Apple produces iPods for sale. Identify some of 
the variable and fixed product costs associated with 
that production. [Hint: Limit costs to product costs.] 
o Should Research In Motion use single product 
or multiproduct break-even analysis? Explain. RIM 
GQ Nokia is thinking of expanding sales of its 
most popular cell-phone model by 65%. Do you NOKIA 
expect its variable and fixed costs for this model to stay within 
the relevant range? Explain. 





Apple 


QUICK STUDY 


QS 22-1 
Cost behavior identification 


1g 





930 


Chapter 22 Cost-Volume-Profit Analysis 





QS 22-2 
Cost behavior identification 


1g 


Listed here are four series of separate costs measured at various volume levels. Examine each series and 
identify whether it is best described as a fixed, variable, step-wise, or curvilinear cost. (It can help to graph 
the cost series.) 


Volume (Units) Series | Series 2 Series 3 Series 4 

0 $ 0 $900 $ 400 $200 
100 400 900 400 210 
200 800 900 400 240 
300 1,200 900 800 290 
400 1,600 900 800 380 
500 2,000 900 1,200 500 
600 2,400 900 1,200 640 











QS 22-3 This scatter diagram reflects past maintenance hours and their corresponding maintenance costs. 
Cost behavior estimation — 
scatter diagram M $12,000 

3 G 
P1 $ 10,000 o oo 

a G 

PS 8,000 o o S Op 

re) 6.0 0 0] 6 

5 6,000 oO. 0 0 

= 208 

S 4,000/- 09° © 

= j 9 

‘a 

Š 2,000 

0 
0 1,000 2,000 3,000 4,000 5,000 
Maintenance Hours 
1. Draw an estimated line of cost behavior. 
2. Estimate the fixed and variable components of maintenance costs. 

QS 22-4 The following information is available for a company’s maintenance cost over the last seven months. 


Cost behavior estimation— 
high-low method 


Using the high-low method, estimate both the fixed and variable components of its maintenance cost. 





P1 Month Maintenance Hours Maintenance Cost 
[MG oc ceousenooae 20 $6,020 
July ARE 48 8,100 
August ........... 24 5,100 
September ........ 38 7,000 
October wis: 42 6,900 
November ........ 36 6,900 
December ........ 12 3,600 
QS 22-5 Compute and interpret the contribution margin ratio using the following data: sales, $150,000; total 


Contribution margin ratio 


p 


variable cost, $90,000. 





QS 22-6 
Contribution margin per unit 
and break-even units 


P2 


MCU Phone Company sells its cordless phone for $300 per unit. Fixed costs total $540,000, and variable 
costs are $120 per unit. Determine the (1) contribution margin per unit and (2) break-even point in units. 





QS 22-7 
Assumptions in CVP analysis 


(2 


Refer to the information from QS 22-6. How will the break-even point in units change in response to each 
of the following independent changes in selling price per unit, variable cost per unit, or total fixed costs? 
Use I for increase and D for decrease. (It is not necessary to compute new break-even points.) 
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Change Break-even in Units Will 


|.Total fixed cost to $520,000 ........ 
2.Variable cost to $134 per unit....... 
3. Selling price per unit to $290 ....... 
4.Variable cost to $100 per unit....... 
5.Total fixed cost to $544,000 ........ 
6. Selling price per unit to $320 ....... 
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Refer to QS 22-6. Determine the (1) contribution margin ratio and (2) break-even point in dollars. 


QS 22-8 
Contribution margin ratio 
and break-even dollars P2 





Refer to QS 22-6. Assume that MCU Phone Co. is subject to a 30% income tax rate. Compute the units of 
product that must be sold to earn after-tax income of $504,000. 


QS 22-9 


CVP analysis and target income 


PZ 








Which one of the following is an assumption that underlies cost-volume-profit analysis? QS 22-10 

1. All costs have approximately the same relevant range. CVP assumptions 
2. The selling price per unit must change in proportion to the number of units sold. (2 

3. For costs classified as variable, the costs per unit of output must change constantly. 

4. For costs classified as fixed, the costs per unit of output must remain constant. 

A high proportion of Company X’s total costs are variable with respect to units sold; a high proportion of QS 22-11 


Company Y’s total costs are fixed with respect to units sold. Which company is likely to have a higher 
degree of operating leverage (DOL)? Explain. 


Operating leverage analysis A2 





M-Mobile Company manufactures and sells two products, black phones and white phones, in the ratio of 
5:3. Fixed costs are $85,000, and the contribution margin per composite unit is $170. What number of 
both black and white phones is sold at the break-even point? 


QS 22-12 
Multiproduct break-even P4 





Corme Company expects sales of $34 million (400,000 units). The company’s total fixed costs are $17.5 
million and its variable costs are $35 per unit. Prepare a CVP chart from this information. 


QS 22-13 
CVP graph P3 





A recent income statement for Volkswagen reports the following (in € millions). Assume 70 percent of 
the cost of sales and 70 percent of the selling and administrative costs are variable costs, and the remaining 
30 percent of each is fixed. Compute the contribution margin (in € millions). (Round computations using 
percentages to the nearest whole euro.) 


GHESesunstvorodsbaceoomovounwnnensves €105,187 
Cöstof sales Ak eee was en 91,608 
Selling and administrative expenses ........ 13,276 


m connect 


A company reports the following information about its sales and its cost of sales. Each unit of its product 
sells for $500. Use these data to prepare a scatter diagram. Draw an estimated line of cost behavior and 
determine whether the cost appears to be variable, fixed, or mixed. 


Period Sales Cost of Sales Period Sales Cost of Sales 
EE hues cosine $15,000 $10,100 7 PN eee tere 7,500 5,500 
Died neta eee sigeve 11,500 7,500 Deer een tare eet 9,000 6,000 


Sorcerer EE 10,500 7,000 be saarea Tied 12,500 9,500 


QS 22-14 


Contribution margin Al 


EXERCISES 


Exercise 22-1 
Measurement of cost behavior 
using a scatter diagram 


P1 


932 


Chapter 22 Cost-Volume-Profit Analysis 





Exercise 22-2 
Cost behavior in graphs 


lg 


Costs 


Following are five graphs representing various cost behaviors. (1) Identify whether the cost behavior in 
each graph is mixed, step-wise, fixed, variable, or curvilinear. (2) Identify the graph (by number) that best 
illustrates each cost behavior: (a) Factory policy requires one supervisor for every 30 factory workers; 
(b) real estate taxes on factory; (c) electricity charge that includes the standard monthly charge plus a 
charge for each kilowatt hour; (d) commissions to salespersons; and (e) costs of hourly paid workers that 
provide substantial gains in efficiency when a few workers are added but gradually smaller gains in effi- 
ciency when more workers are added. 


1. 2. 


Costs 


Volume Volume 


Costs 





Costs 
Costs 





Volume Volume Volume 





Exercise 22-3 
Cost behavior defined 


C1 


The left column lists several cost classifications. The right column presents short definitions of those costs. 
In the blank space beside each of the numbers in the right column, write the letter of the cost best described 


by the definition. 
Curvilinear cost 
Step-wise cost 
Fixed cost 
Mixed cost 
Variable cost 


mmOow pd 


Total cost 


. This cost increases in direct proportion to increases in volume; 


its amount is constant for each unit produced. 


. This cost remains constant over a limited range of volume; when 


it reaches the end of its limited range, it changes by a lump sum 
and remains at that level until it exceeds another limited range. 


. This cost has a component that remains the same over all vol- 


ume levels and another component that increases in direct pro- 
portion to increases in volume. 


. This cost increases when volume increases, but the increase is 


not constant for each unit produced. 


. This cost remains constant over all volume levels within the 


productive capacity for the planning period. 


. This cost is the combined amount of all the other costs. 





Exercise 22-4 
Cost behavior identification 


A 


Following are five series of costs A through E measured at various volume levels. Examine each series and 
identify which is fixed, variable, mixed, step-wise, or curvilinear. 





File Edit View Insert Format Tools Data Window Help 


lOSR GRY tmRS ~- 


Volume (Units) 


"JEE: AKOER s -| lfm - 2 - Bs UE SBMS L- o-A- 


Series A 


Series B Series C Series D Series E 


$2,500 $2,000 
3,100 2,000 
3,700 4,000 
4,300 4,000 
4,900 6,000 
5,500 6,000 
6,100 








Exercise 22-5 
Predicting sales and variable 
costs using contribution margin 


(2 


Orlando Company management predicts that it will incur fixed costs of $250,000 and earn pretax income 
of $350,000 in the next period. Its expected contribution margin ratio is 60%. Use this information to com- 
pute the amounts of (1) total dollar sales and (2) total variable costs. 
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Use the following information about sales and costs to prepare a scatter diagram. Draw a cost line that 
reflects the behavior displayed by this cost. Determine whether the cost is variable, step-wise, fixed, 
mixed, or curvilinear. 


Period Sales Costs Period Sales Costs 
EE E A $760 $590 EA E $580 $390 
E estes 800 560 lO ee 320 240 
e EE E EEE 200 230 E E E 240 230 
A aeee ba 400 400 PEER tracstare coer 720 550 
S sae 480 390 [Sievert cece 280 260 
O E 620 550 VAs asane anaa 440 410 
TL a IESER 680 590 EE E 380 260 
B aera @e tas 540 430 


Exercise 22-6 
Scatter diagram and 
measurement of cost behavior 


| 





Felix & Co. reports the following information about its sales and cost of sales. Draw an estimated line of 
cost behavior using a scatter diagram, and compute fixed costs and variable costs per unit sold. Then use the 
high-low method to estimate the fixed and variable components of the cost of sales. 


Units Cost of Units Cost of 
Period Sold Sales Period Sold Sales 
e AR 0 $2,500 6 cates EO 2,000 5,500 
A scerentir iui 400 3,100 TRE OMe RCAC 2,400 6,100 
Beste E 800 3,700 aA EE ET 2,800 6,700 
A ENANS 1,200 4,300 Oee e iT 3,200 7,300 
ET TAS 1,600 4,900 lO ee 3,600 7,900 


Exercise 22-7 
Cost behavior estimation — 
scatter diagram and high-low 


P1 





Refer to the information from Exercise 22-7. Use spreadsheet software to use ordinary least-squares regres- 
sion to estimate the cost equation, including fixed and variable cost amounts. 


Exercise 22-84 
Measurement of cost behavior 
using regression P1 





A pants maker is designing a new line of pants called the Redbird. The pants will sell for $325 per pair and 
cost $260 per pair in variable costs to make. (1) Compute the contribution margin per pair. (2) Compute the 
contribution margin ratio. (3) Describe what the contribution margin ratio reveals about this new pants 
line. 


Exercise 22-9 
Contribution margin 


A2 





Apollo Company manufactures a single product that sells for $168 per unit and whose total variable costs 
are $126 per unit. The company’s annual fixed costs are $630,000. (1) Use this information to compute the 
company’s (a) contribution margin, (b) contribution margin ratio, (c) break-even point in units, and 
(d) break-even point in dollars of sales. 


Exercise 22-10 
Contribution margin, break- 
even, and CVP chart P2 





Refer to the information in Exercise 22-10. Prepare a CVP chart for the company. 


Exercise 22-11 
CVP chart P3 





Refer to Exercise 22-10. (1) Prepare a contribution margin income statement for Apollo Company showing 
sales, variable costs, and fixed costs at the break-even point. (2) If the company’s fixed costs increase by 
$135,000, what amount of sales (in dollars) is needed to break even? Explain. 


Exercise 22-12 
Income reporting and 
break-even analysis (2 





Apollo Company management (in Exercise 22-10) targets an annual after-tax income of $840,000. The com- 
pany is subject to a 20% income tax rate. Assume that fixed costs remain at $630,000. Compute the (1) unit 
sales to earn the target after-tax net income and (2) dollar sales to earn the target after-tax net income. 


Exercise 22-13 
Computing sales to achieve 
target income (2 
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Exercise 22-14 
Forecasted income statement 


(2 


Check Forecasted income, 
$1,416,000 


Apollo Company’s sales manager (in Exercise 22-10) predicts that annual sales of the company’s product 
will soon reach 40,000 units and its price will increase to $200 per unit. According to the production man- 
ager, the variable costs are expected to increase to $140 per unit but fixed costs will remain at $630,000. 
The income tax rate is 20%. What amounts of pretax and after-tax income can the company expect to earn 
from these predicted changes? (Hint: Prepare a forecasted contribution margin income statement as in 
Exhibit 22.20.) 





Exercise 22-15 
Predicting unit and dollar sales 


(2 


Greenspan Company management predicts $500,000 of variable costs, $800,000 of fixed costs, and a pre- 
tax income of $100,000 in the next period. Management also predicts that the contribution margin per unit 
will be $60. Use this information to compute the (1) total expected dollar sales for next period and (2) num- 
ber of units expected to be sold next period. 





Exercise 22-16 
Computation of variable and 
fixed costs 


(2 


Cinquante Company expects to sell 100,000 units of its product next year, which would generate total sales 
of $12 million. Management predicts that pretax net income for next year will be $3,000,000 and that the 
contribution margin per unit will be $40. Use this information to compute next year’s total expected 
(a) variable costs and (b) fixed costs. 





Exercise 22-17 
CVP analysis using 
composite units P4 


Check (3) 1,000 composite units 


Home Builders sells windows and doors in the ratio of 8:2 (windows:doors). The selling price of each 
window is $100 and of each door is $250. The variable cost of a window is $62.50 and of a door is $175. 
Fixed costs are $450,000. Use this information to determine the (1) selling price per composite unit, 
(2) variable costs per composite unit, (3) break-even point in composite units, and (4) number of units of 
each product that will be sold at the break-even point. 





Exercise 22-18 
CVP analysis using weighted- 
average contribution margin 


P4 


Refer to the information from Exercise 22-17. Use the information to determine the (1) weighted- 
average contribution margin, (2) break-even point in units, and (3) number of units of each product 
that will be sold at the break-even point. 





Exercise 22-19 
CVP analysis using 
composite units 


P4 


Hubert Tax Service offers tax and consulting services to individuals and small businesses. Data for 
fees and costs of three types of tax returns follow. Hubert provides services in the ratio of 4:4:2 
(easy, moderate, business). Fixed costs total $20,000 for the tax season. Use this information to 
determine the (1) selling price per composite unit, (2) variable costs per composite unit, (3) break- 
even point in composite units, and (4) number of units of each product that will be sold at the 
break-even point. Round answer to part (3) to two decimals. 


Fee Variable Cost 
Type of Return Charged per Return 
Easy (form 1040EZ) .......... $ 50 $ 30 
Moderate (form 1040) ........ 125 75 
Business? oree cco aeiacmee andes 275 100 





Exercise 22-20 
CVP analysis using weighted- 
average contribution margin 


P4 


Refer to the information from Exercise 22-19. Use the information to determine the (1) weighted- 
average contribution margin, (2) break-even point in units, and (3) number of units of each product 
that will be sold at the break-even point. Round answer to part (2) to one decimal. 





Exercise 22-21 
Operating leverage computed 
and applied 


eA 


Company A is a manufacturer with current sales of $3,000,000 and a 60% contribution margin. Its fixed 
costs equal $1,300,000. Company B is a consulting firm with current service revenues of $3,000,000 and a 
25% contribution margin. Its fixed costs equal $250,000. Compute the degree of operating leverage (DOL) 
for each company. Identify which company benefits more from a 20% increase in sales and explain why. 
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connect 
The following costs result from the production and sale of 4,000 drum sets manufactured by Vince Drum PROBLEM SETA 
Company for the year ended December 31, 2011. The drum sets sell for $250 each. The company has a 


25% income tax rate. Problem 22-1A 
Contribution margin income 
Variable production costs statement and contribution 
Plastic for casing jj. rrr sisi setae tess $ 68,000 margin ratio 
Wages of assembly workers ............-- 328,000 Al 
Brumistandsia-csc sore ance aaes 104,000 


Variable selling costs 
Sales commissions ae r a 60,000 


Fixed manufacturing costs 


Taxes) on: factony) o eono EA EEE 10,000 

Factory maintenance.................... 20,000 

Factory machinery depreciation ........... 80,000 
Fixed selling and administrative costs 

Lease of equipment for sales staff.......... 20,000 

Accounting staff salaries ................. 70,000 

Administrative management salaries........ 150,000 


Check (1) Net income, $67,500 


Required 
1. Prepare a contribution margin income statement for the company. 
2. Compute its contribution margin per unit and its contribution margin ratio. 


Analysis Component 


3. Interpret the contribution margin and contribution margin ratio from part 2. 





Edge Equipment Co. manufactures and markets a number of rope products. Management is considering Problem 22-2A 

the future of Product XT, a special rope for hang gliding, that has not been as profitable as planned. Since CVP analysis and charting 
Product XT is manufactured and marketed independently of the other products, its total costs can be pre- p? p3 

cisely measured. Next year’s plans call for a $150 selling price per 100 yards of XT rope. Its fixed costs 


for the year are expected to be $200,000, up to a maximum capacity of 550,000 yards of rope. Forecasted eXcel 

variable costs are $100 per 100 yards of XT rope. mhhe.com/wildEAP20e 
Required 

1. Estimate Product XT’s break-even point in terms of (a) sales units and (b) sales dollars. Check (1) Break-even sales, 


2. Prepare a CVP chart for Product XT like that in Exhibit 22.14. Use 5,500 units (550,000 yards/100 4-000 units 
yards) as the maximum number of sales units on the horizontal axis of the graph, and $900,000 as the 
maximum dollar amount on the vertical axis. 

3. Prepare a contribution margin income statement showing sales, variable costs, and fixed costs for 
Product XT at the break-even point. 





Alden Co.’s monthly sales and cost data for its operating activities of the past year follow. Management Problem 22-3A 
wants to use these data to predict future fixed and variable costs. Scatter diagram and cost 
behavior estimation 


Month Sales Total Cost Month Sales Total Cost P1 
e $325,000 $162,500 TAA E S $355,000 $242,000 
EEE 170,000 106,250 Br aS 275,000 156,750 
Seen E 270,000 210,600 O E Con arre 75,000 60,000 
eee nr 210,000 105,000 lO aaeeea 155,000 135,625 
D E R cite 295,000 206,500 E E 99,000 99,000 


Oeccsvovsanene 195,000 117,000 2 seooansscoan 105,000 76,650 


936 


Check (2) Variable costs, $0.65 per 
sales dollar; fixed costs, $11,250 
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Required 


1. 


2. 


Prepare a scatter diagram for these data with sales volume (in $) plotted on the horizontal axis and 
total cost plotted on the vertical axis. 

Estimate both the variable costs per sales dollar and the total monthly fixed costs using the high-low 
method. Draw the total costs line on the scatter diagram in part 1. 


. Use the estimated line of cost behavior and results from part 2 to predict future total costs when sales 


volume is (a) $380,000 and (b) $420,000. 





Problem 22-4A 
Break-even analysis; income 
targeting and forecasting 


(2 P2 Al 


Check (3) Net income, $100,000 


(4) Required sales, 
$916,667 or 24,445 units 


Jetson Co. sold 20,000 units of its only product and incurred a $50,000 loss (ignoring taxes) for the cur- 
rent year as shown here. During a planning session for year 2012’s activities, the production manager 
notes that variable costs can be reduced 50% by installing a machine that automates several operations. To 
obtain these savings, the company must increase its annual fixed costs by $150,000. The maximum output 
capacity of the company is 40,000 units per year. 


JETSON COMPANY 


Contribution Margin Income Statement 
For Year Ended December 31, 2011 





Salesiijaaccutemae vues are ears $750,000 
Variable costs .cc.sacacae008 600,000 
Contribution margin ........ 150,000 
Fixed costs eee erence 200,000 
Net loss oeeo E GS $ (50,000) 


Required 


1. 
2. 


Compute the break-even point in dollar sales for year 2011. 


Compute the predicted break-even point in dollar sales for year 2012 assuming the machine is in- 
stalled and there is no change in the unit sales price. 


- Prepare a forecasted contribution margin income statement for 2012 that shows the expected results 


with the machine installed. Assume that the unit sales price and the number of units sold will not 
change, and no income taxes will be due. 


Compute the sales level required in both dollars and units to earn $140,000 of after-tax income in 2012 
with the machine installed and no change in the unit sales price. Assume that the income tax rate is 
30%. (Hint: Use the procedures in Exhibits 22.21 and 22.23.) 


- Prepare a forecasted contribution margin income statement that shows the results at the sales level 


computed in part 4. Assume an income tax rate of 30%. 





Problem 22-5A 
Break-even analysis, different 
cost structures, and income 
calculations 


(2 Al P4 


Letter Co. produces and sells two products, T and O. It manufactures these products in separate factories 
and markets them through different channels. They have no shared costs. This year, the company sold 
50,000 units of each product. Sales and costs for each product follow. 


Product T Product O 











SAES a ea e tua viet cise E $800,000 $800,000 
Variable costs eenn 560,000 100,000 
Contribution margin ............ 240,000 700,000 
Fixed COStS aaea T A RA 100,000 560,000 
Income before taxes ............ 140,000 140,000 
Income taxes (32% rate) ......... 44,800 44,800 
INGE income oneee ee rene eke ana $ 95,200 $ 95,200 
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Required 
1. Compute the break-even point in dollar sales for each product. 


2. Assume that the company expects sales of each product to decline to 33,000 units next year with 
no change in unit sales price. Prepare forecasted financial results for next year following the format of the 
contribution margin income statement as just shown with columns for each of the two products (assume a 
32% tax rate). Also, assume that any loss before taxes yields a 32% tax savings. 


3. Assume that the company expects sales of each product to increase to 64,000 units next year with no 
change in unit sales price. Prepare forecasted financial results for next year following the format of the 
contribution margin income statement shown with columns for each of the two products (assume a 
32% tax rate). 


Analysis Component 


4. If sales greatly decrease, which product would experience a greater loss? Explain. 
5. Describe some factors that might have created the different cost structures for these two products. 


937 


Check (2) Aftertax income: 
T, $39,712; O, $(66,640) 


(3) Aftertax income: 
T, $140,896; O, $228,480 





This year Cairo Company sold 35,000 units of its only product for $16 per unit. Manufacturing and selling 
the product required $120,000 of fixed manufacturing costs and $180,000 of fixed selling and 
administrative costs. Its per unit variable costs follow. 


Materiala cc cucuna wee arene aia E eda tea eater tree $4.00 
Direct labor (paid on the basis of completed units).......... 3.00 
Vaniableloyerheadicosts eaan tin tet ities ener ets 0.40 
Variable selling and administrative costs................... 0.20 


Next year the company will use new material, which will reduce material costs by 60% and direct labor 
costs by 40% and will not affect product quality or marketability. Management is considering an in- 
crease in the unit sales price to reduce the number of units sold because the factory’s output is nearing 
its annual output capacity of 40,000 units. Two plans are being considered. Under plan 1, the company 
will keep the price at the current level and sell the same volume as last year. This plan will increase 
income because of the reduced costs from using the new material. Under plan 2, the company will in- 
crease price by 25%. This plan will decrease unit sales volume by 10%. Under both plans 1 and 2, the 
total fixed costs and the variable costs per unit for overhead and for selling and administrative costs will 
remain the same. 


Required 
1. Compute the break-even point in dollar sales for both (a) plan 1 and (b) plan 2. 


2. Prepare a forecasted contribution margin income statement with two columns showing the expected 
results of plan 1 and plan 2. The statements should report sales, total variable costs, contribution mar- 
gin, total fixed costs, income before taxes, income taxes (30% rate), and net income. 


Problem 22-6A 

Analysis of price, cost, and 
volume changes for contribution 
margin and net income 


P2 Al 
eXcel 


mhhe.com/wildFAP20e 


Check (1) Break-even: Plan 1, 
$400,000; Plan 2, $375,000 


(2) Net income: Plan 1, 
$84,000; Plan 2, $142,800 





National Co. manufactures and sells three products: red, white, and blue. Their unit sales prices are red, 
$55; white, $85; and blue, $110. The per unit variable costs to manufacture and sell these products are red, 
$40; white, $60; and blue, $80. Their sales mix is reflected in a ratio of 5:4:2 (red:white:blue). Annual 
fixed costs shared by all three products are $150,000. One type of raw material has been used to 
manufacture all three products. The company has developed a new material of equal quality for less cost. 
The new material would reduce variable costs per unit as follows: red, by $10; white, by $20; and blue, by 
$10. However, the new material requires new equipment, which will increase annual fixed costs by 
$20,000. (Round answers to whole composite units.) 


Required 


1. Ifthe company continues to use the old material, determine its break-even point in both sales units and 
sales dollars of each individual product. 


2. If the company uses the new material, determine its new break-even point in both sales units and sales 
dollars of each individual product. 


Analysis Component 


3. What insight does this analysis offer management for long-term planning? 


Problem 22-7A 
Break-even analysis with 
composite units 


"A 


Check (1) Old plan break-even, 
639 composite units (rounded) 


(2) New plan break-even, 
442 composite units (rounded) 
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PROBLEM SET B 


Problem 22-1B 
Contribution margin income 
statement and contribution 
margin ratio 


Al 


Check (1) Net income, $46,800 
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The following costs result from the production and sale of 480,000 CD sets manufactured by Trace 
Company for the year ended December 31, 2011. The CD sets sell for $4.50 each. The company has a 
25% income tax rate. 


Variable manufacturing costs 


Plastic for CDi Sets ea e a E vere aawd $ 43,200 
Wages of assembly workers ............... 600,000 
AVS eA e 86,400 


Variable selling costs 
Sales commissions e ae eee enn anand 48,000 


Fixed manufacturing costs 


Renton factory e e e E E 100,000 

Factory cleaning service .................. 75,000 

Factory machinery depreciation............ 125,000 
Fixed selling and administrative costs 

Lease of office equipment ................. 120,000 

Systems staff salaries ...................4. 600,000 

Administrative management salaries......... 300,000 


Required 
1. Prepare a contribution margin income statement for the company. 
2. Compute its contribution margin per unit and its contribution margin ratio. 


Analysis Component 


3. Interpret the contribution margin and contribution margin ratio from part 2. 





Problem 22-2B 
CVP analysis and charting 


P2 P3 


Check (1) Break-even sales, 
400 units 


Jammin Co. manufactures and markets several products. Management is considering the future of one 
product, electronic keyboards, that has not been as profitable as planned. Since this product is manufac- 
tured and marketed independently of the other products, its total costs can be precisely measured. Next 
year’s plans call for a $225 selling price per unit. The fixed costs for the year are expected to be $30,000, 
up to a maximum capacity of 700 units. Forecasted variable costs are $150 per unit. 


Required 

1. Estimate the keyboards’ break-even point in terms of (a) sales units and (b) sales dollars. 

2. Prepare a CVP chart for keyboards like that in Exhibit 22.14. Use 700 keyboards as the maximum 
number of sales units on the horizontal axis of the graph, and $180,000 as the maximum dollar amount 
on the vertical axis. 

3. Prepare a contribution margin income statement showing sales, variable costs, and fixed costs for 
keyboards at the break-even point. 





Problem 22-3B 
Scatter diagram and cost 
behavior estimation 


P1 


Koto Co.’s monthly sales and costs data for its operating activities of the past year follow. Management 
wants to use these data to predict future fixed and variable costs. 


Month Sales Total Cost Month Sales Total Cost 
eer ae erento $390 $194 Date heres e eee $290 $186 
PEE EE tee 250 174 Bios E 370 210 
EEE E E 210 146 O EAEE 270 170 
FE CS 310 178 NOUS E 170 116 
Diese e N 190 162 E EE 350 190 
EE 430 220 E A 230 158 
Required 


1. Prepare a scatter diagram for these data with sales volume (in $) plotted on the horizontal axis and 
total costs plotted on the vertical axis. 
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2. Estimate both the variable costs per sales dollar and the total monthly fixed costs using the high-low 
method. Draw the total costs line on the scatter diagram in part 1. 


3. Use the estimated line of cost behavior and results from part 2 to predict future total costs when sales 
volume is (a) $150 and (b) $250. 
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Check (2) Variable costs, $0.40 per 
sales dollar; fixed costs, $48 





Caruso Co. sold 40,000 units of its only product and incurred a $100,000 loss (ignoring taxes) for the cur- 
rent year as shown here. During a planning session for year 2012’s activities, the production manager 
notes that variable costs can be reduced 50% by installing a machine that automates several operations. To 
obtain these savings, the company must increase its annual fixed costs by $300,000. The maximum output 
capacity of the company is 80,000 units per year. 


CARUSO COMPANY 


Contribution Margin Income Statement 
For Year Ended December 31, 2011 





Sales ae t oea a a EEE $1,500,000 
Variable costs.............. 1,200,000 
Contribution margin ........ 300,000 
Fixedicosts eene ea e a 400,000 
NEgIOSS o anene a eoe RIE $ (100,000) 


Required 

1. Compute the break-even point in dollar sales for year 2011. 

2. Compute the predicted break-even point in dollar sales for year 2012 assuming the machine is installed 
and no change occurs in the unit sales price. (Round the change in variable costs to a whole number.) 

3. Prepare a forecasted contribution margin income statement for 2012 that shows the expected results 
with the machine installed. Assume that the unit sales price and the number of units sold will not 
change, and no income taxes will be due. 

4. Compute the sales level required in both dollars and units to earn $280,000 of after-tax income in 2012 
with the machine installed and no change in the unit sales price. Assume that the income tax rate is 
30%. (Hint: Use the procedures in Exhibits 22.21 and 22.23.) 

5. Prepare a forecasted contribution margin income statement that shows the results at the sales level 
computed in part 4. Assume an income tax rate of 30%. 


Problem 22-4B 
Break-even analysis; income 
targeting and forecasting 


(2 P2 Al 


Check (3) Net income, $200,000 


(4) Required sales, 
$1,833,333 or 48,889 units 





Dominico Co. produces and sells two products, BB and TT. It manufactures these products in separate 
factories and markets them through different channels. They have no shared costs. This year, the company 
sold 120,000 units of each product. Sales and costs for each product follow. 


Product BB ProductTT 











Sales ea E E RG $3,000,000 $3,000,000 
Variable COStS oes. e oee eee 1,800,000 600,000 
Contribution margin ............ 1,200,000 2,400,000 
Fixedicosts| Soa or a AN 600,000 1,800,000 
Income before taxes ............ 600,000 600,000 
Income taxes (35% rate) ......... 210,000 210,000 
Netlincome <1. ance ccaes $ 390,000 $ 390,000 








Required 


1. Compute the break-even point in dollar sales for each product. 


2. Assume that the company expects sales of each product to decline to 104,000 units next year with no 
change in the unit sales price. Prepare forecasted financial results for next year following the format of 
the contribution margin income statement as shown here with columns for each of the two products 
(assume a 35% tax rate, and that any loss before taxes yields a 35% tax savings). 


3. Assume that the company expects sales of each product to increase to 190,000 units next year with no 
change in the unit sales prices. Prepare forecasted financial results for next year following the format 
of the contribution margin income statement as shown here with columns for each of the two products 
(assume a 35% tax rate). 


Problem 22-5B 
Break-even analysis, different 
cost structures, and income 
calculations 


(2 P4 Al 


Check (2) Aftertax income: 
BB, $286,000; TT, $182,000 


(3) Aftertax income: 
BB, $845,000; TT, $1,300,000 
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Analysis Component 


4. If sales greatly increase, which product would experience a greater increase in profit? Explain. 
5. Describe some factors that might have created the different cost structures for these two products. 





Problem 22-6B 
Analysis of price, cost, and 


volume changes for contribution 


margin and net income 


Al P2 


Check (1) Break-even sales for 
new strategy, $2,325,581 


(2) Net income: Existing 
strategy, $105,000; new strategy, 
$479,500 


This year Jostens Company earned a disappointing 4.2% after-tax return on sales (Net income/Sales) from 
marketing 100,000 units of its only product. The company buys its product in bulk and repackages it for 
resale at the price of $25 per unit. Jostens incurred the following costs this year. 


Total variable unit costs.............. $1,000,000 
Total variable packaging costs ......... $ 100,000 
Pix@dicOstss..c caucasian es $1,250,000 
Income taxirate:y... toner ete cars 30% 


The marketing manager claims that next year’s results will be the same as this year’s unless some changes 
are made. The manager predicts the company can increase the number of units sold by 80% if it reduces 
the selling price by 20% and upgrades the packaging. This change would increase variable packaging 
costs by 25%. Increased sales would allow the company to take advantage of a 20% quantity purchase 
discount on the cost of the bulk product. Neither the packaging change nor the volume discount would 
affect fixed costs, which provide an annual output capacity of 200,000 units. 


Required 


1. Compute the break-even point in dollar sales under the (a) existing business strategy and (b) new strat- 
egy that alters both unit sales price and variable costs. 

2. Prepare a forecasted contribution margin income statement with two columns showing the expected 
results of (a) the existing strategy and (b) changing to the new strategy. The statements should report 
sales, total variable costs (unit and packaging), contribution margin, fixed costs, income before taxes, 
income taxes, and net income. Also determine the after-tax return on sales for these two strategies. 





Problem 22-7B 
Break-even analysis with 
composite units 


"A 


Check (1) Old plan break-even, 
1,667 composite units (rounded) 


(2) New plan break-even, 


1,282 composite units (rounded) 


SERIAL PROBLEM 


Business Solutions 


P4 


Texon Co. manufactures and sells three products: product 1, product 2, and product 3. Their unit sales 
prices are product 1, $40; product 2, $30; and product 3, $14. The per unit variable costs to manufacture 
and sell these products are product 1, $30; product 2, $20; and product 3, $8. Their sales mix is reflected 
in a ratio of 6:3:5. Annual fixed costs shared by all three products are $200,000. One type of raw material 
has been used to manufacture products 1 and 2. The company has developed a new material of equal qual- 
ity for less cost. The new material would reduce variable costs per unit as follows: product 1 by $10, and 
product 2, by $5. However, the new material requires new equipment, which will increase annual fixed 
costs by $50,000. 


Required 
1. Ifthe company continues to use the old material, determine its break-even point in both sales units and 
sales dollars of each individual product. 


2. Ifthe company uses the new material, determine its new break-even point in both sales units and sales 
dollars of each individual product. 


Analysis Component 


3. What insight does this analysis offer management for long-term planning? 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
the working papers that accompany the book.) 


SP 22 Business Solutions sells upscale modular desk units and office chairs in the ratio of 3:2 (desk 
unit:chair). The selling prices are $1,250 per desk unit and $500 per chair. The variable costs are $750 per 
desk unit and $250 per chair. Fixed costs are $120,000. 
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Required 

1. Compute the selling price per composite unit. 

2. Compute the variable costs per composite unit. 

3. Compute the break-even point in composite units. Check (3) 60 composite units 
4. Compute the number of units of each product that would be sold at the break-even point. 


Beyond the Numbers 


BTN 22-1 Research In Motion offers services to Blackberry customers that allows them subscription REPORTING IN 
access for wireless connectivity via a mobile carrier. As you complete the following requirements, assume ACTION 

that the Blackberry services department uses many of Research In Motion’s existing resources such as its C1 : 

software, phone systems, account databases and buildings. o 


Required RIM 


1. Identify several of the variable, mixed, and fixed costs that the Blackberry services department is 
likely to incur in carrying out its services. 





2. Assume that Blackberry services revenues are expected to grow by 25% in the next year. How do you 
expect the costs identified in part 1 to change, if at all? 

3. Based on your answer to part 2, can Research In Motion use the contribution margin ratio to predict how 
income will change in response to increases in Blackberry services revenues? 





BTN 22-2 Both Research In Motion and Apple sell numerous hand-held consumer products, and each COMPARATIVE 
of these companies has a different product mix. ANALYSIS 


Required P2 A2 o 


1. Assume the following data are available for both companies. Compute each company’s break-even RIM 
point in unit sales. (Each company sells many hand-held consumer products at many different selling 
prices, and each has its own variable costs. This assignment assumes an average selling price per unit Apple 
and an average cost per item.) 


Research In Motion Apple 


Average selling price per item sold.......... $350 $280 
Average variable cost per item sold ......... $140 $110 
Total fixed costs... . 0.0... ccc eee ee eee $14,980 million $12,580 million 


2. If unit sales were to decline, which company would experience the larger decline in operating profit? 
Explain. 





BTN 22-3 Labor costs of an auto repair mechanic are seldom based on actual hours worked. Instead, the ETHICS CHALLENGE 
amount paid a mechanic is based on an industry average of time estimated to complete a repair job. The c ; 

repair shop bills the customer for the industry average amount of time at the repair center’s billable cost o 

per hour. This means a customer can pay, for example, $120 for two hours of work on a car when the ac- 

tual time worked was only one hour. Many experienced mechanics can complete repair jobs faster than the 

industry average. The average data are compiled by engineering studies and surveys conducted in the auto 

repair business. Assume that you are asked to complete such a survey for a repair center. The survey calls 

for objective input, and many questions require detailed cost data and analysis. The mechanics and owners 

know you have the survey and encourage you to complete it in a way that increases the average billable 

hours for repair work. 


Required 


Write a one-page memorandum to the mechanics and owners that describes the direct labor analysis you 
will undertake in completing this survey. 
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COMMUNICATING 
IN PRACTICE 


(2 


BTN 22-4 Several important assumptions underlie CVP analysis. Assumptions often help simplify and 
focus our analysis of sales and costs. A common application of CVP analysis is as a tool to forecast sales, 
costs, and income. 


Required 


Assume that you are actively searching for a job. Prepare a one-half page report identifying (1) three as- 
sumptions relating to your expected revenue (salary) and (2) three assumptions relating to your expected 
costs for the first year of your new job. Be prepared to discuss your assumptions in class. 





TAKING ITTO 
THE NET 


"O 


BTN 22-5 Access and review the entrepreneurial information at Business Owner’s Toolkit [Toolkit. 
cch.com]. Access and review its New Business Cash Needs Estimate under the Business Tools/Business 
Finance menu bar or similar worksheets related to controls of cash and costs. 


Required 


Write a one-half page report that describes the information and resources available at the Business Owner’s 
Toolkit to help the owner of a start-up business to control and monitor its costs. 





TEAMWORK IN 
ACTION 


z A 


BTN 22-6 A local movie theater owner explains to you that ticket sales on weekends and evenings are 
strong, but attendance during the weekdays, Monday through Thursday, is poor. The owner proposes to 
offer a contract to the local grade school to show educational materials at the theater for a set charge per 
student during school hours. The owner asks your help to prepare a CVP analysis listing the cost and sales 
projections for the proposal. The owner must propose to the school’s administration a charge per child. At 
a minimum, the charge per child needs to be sufficient for the theater to break even. 


Required 


Your team is to prepare two separate lists of questions that enable you to complete a reliable CVP analysis 
of this situation. One list is to be answered by the school’s administration, the other by the owner of the 
movie theater. 





ENTREPRENEURIAL 
DECISION 


ET | EO 


BTN 22-7 Johnny Cupcakes, launched by entrepreneur John Earle, produces t-shirts in unique styles 
and limited quantities. Selling prices typically range from $40 per shirt to $70 per shirt. 


Required 

1. Identify at least two fixed costs that will not change regardless of how many t-shirts Johnny Cupcakes 
produces. 

2. How could overly optimistic sales estimates potentially hurt John Earle’s business? 

3. Explain how cost-volume-profit analysis can help John Earle manage Johnny Cupcakes. 





HITTING THE ROAD 


"A 


BTN 22-8 Multiproduct break-even analysis is often viewed differently when actually applied in prac- 
tice. You are to visit a local fast-food restaurant and count the number of items on the menu. To apply 
multiproduct break-even analysis to the restaurant, similar menu items must often be fit into groups. A 
reasonable approach is to classify menu items into approximately five groups. We then estimate average 
selling price and average variable cost to compute average contribution margin. (Hint: For fast-food res- 
taurants, the highest contribution margin is with its beverages, at about 90%.) 
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Required 

1. Prepare a one-year multiproduct break-even analysis for the restaurant you visit. Begin by establishing 
groups. Next, estimate each group’s volume and contribution margin. These estimates are necessary to 
compute each group’s contribution margin. Assume that annual fixed costs in total are $500,000 per 
year. (Hint: You must develop your own estimates on volume and contribution margin for each group 
to obtain the break-even point and sales.) 

2. Prepare a one-page report on the results of your analysis. Comment on the volume of sales necessary 
to break even at a fast-food restaurant. 


BTN 22-9 Access and review Nokia’s Website (www.Nokia.com) to answer the following questions. GLOBAL DECISION 


Required P4 o 


1. Do you believe that Nokia’s managers use single product CVP analysis or multiproduct break-even 
point analysis? Explain. NOKIA 
2. How does the addition of a new product line affect Nokia’s CVP analysis? 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. a; $150 — $100 = $50 4. b; $300,000 — $180,000 = $120,000 
2. e; ($150 — $100)/$150 = 334% 5. c; Contribution margin ratio = ($400 — $260)/$400 = 0.35 
3. c; $75,000/$50 CM per unit = 1,500 units Targeted sales = ($840,000 + $70,000)/0.35 = $2,600,000 


} i Master Budgets and Planning 


A Look Ahead 








A Look Back A Look at This Chapter 


Chapter 22 looked at cost behavior and This chapter explains the importance of Chapter 24 focuses on flexible budgets, 
its use by managers in performing cost- budgeting and describes the master bud- standard costs, and variance reporting. It 
volume-profit analysis. It also illustrated get and its preparation. It also discusses explains the usefulness of these proce- 
the application of cost-volume-profit the value of the master budget to the dures and reports for business decisions. 
analysis. planning of future business activities. 


CAP 








CONCEPTUAL ANALYTICAL PROCEDURAL 
C1 Describe the importance and benefits A Analyze expense planning using P1 Prepare each component of a master 
of budgeting and the process of activity-based budgeting. (p. 960) budget and link each to the budgeting 
budget administration. (p. 946) process. (p. 952) 
C2 Describe a master budget and the P? Link both operating and capital 
process of preparing it. (p. 950) expenditures budgets to budgeted 


a financial statements. (p. 956) 


P3 Appendix 23A—Prepare production 
LP23 and manufacturing budgets. (p. 966) 





Decision Insight 


Not Grandma's Needlepoint 


“This is incredible . . . people thought it was a foolish idea” 
— AUSTIN BRANSON 





Bethesda, MD—Peter Smathers Carter and Austin Branson's entre- 
preneurial adventure began with needlepoint belts they each re- 
ceived as gifts. Noting the interest the belts received, the duo began 
planning a company to manufacture cool hand-stitched belts. The 
result is (SmathersAndBranson.com), 
with annual sales now exceeding $2.5 million. 

The company's products are best summed up as “not your 
grandmother's needlepoint.” Belt designs include a string of 
banded beer cans, a “jolly roger” with skull and crossbones, and 
a martini-sipping pink elephant. As Austin explains, “we keep 
having random brainstorming sessions and adding good patterns.” 
Yet their belts are more than just funky designs. Peter and Aus- 
tin's belts are hand-stitched and use some of the best materials 
—the finest threads from Europe, full-grain leather tanned in 
Asia, and belt buckles from the United States. 

Using top-quality materials and hand-stitching each belt 
rather than mass producing is not cheap, something the pair 
quickly realized in their budget planning process. Noting it takes 
about 40 to 50 hours to hand-stitch a single belt, Peter explains 
that “we calculated the materials and labor it cost our girlfriends 
to make the belts at around $300 per belt—more than the mar 
ket would bear.” The use of direct materials, direct labor, and 
factory overhead budgets led them to focus on reducing direct 





abor costs as essential. Now, the company employs almost 
2,000 stitchers in Vietnam, enabling the duo to sell their hand- 
crafted belts at prices the market will pay. Sales, production, and 
manufacturing budgets help Peter and Austin continue to plan 
heir use of materials, labor, and overhead. 

As Austin puts it, “our original plan was to be finance majors. 

But the belts seemed more fun and unique and different.” Keeping 
it fun and profitable however requires attention to plans. As the 
company continues to expand into additional product lines—dog 
collars, key fobs, wallets, headbands, wallets, and flasks—master 
budgets and the budgeting process become even more impor 
tant. Budgets help formalize business plans and goals, and help 
direct and monitor employees. Peter and Austin also use budgeted 
income statements to determine how changes in the costs of ma- 
terial, labor, or overhead, impact the bottom line. 
While linking budgeted data to budgeted financial statements 
and using that information to control costs is important, both 
Peter and Austin stress the importance of having fun and a pas- 
sion for what they do as keys to their success. Austin explains 
“we're having a great time and growing rapidly.” 








[Sources: Smathers and Branson Website, January 2011; Inc.com, 2009; 
Golfbusinesswire.com; Thrillist.com] 





Chapter Preview 





Management seeks to turn its strategies into action plans. These 
action plans include financial details that are compiled in a mas- 
ter budget. The budgeting process serves several purposes, in- 
cluding motivating employees and communicating with them. 


management performance. This chapter explains how to prepare 
a master budget and use it as a formal plan of a company’s future 
activities. The ability to prepare this type of plan is of enormous 
help in starting and operating a company. Such planning gives 


managers a glimpse into the future, and it can help translate 
ideas into actions. 


The budget process also helps coordinate a company's activities 
toward common goals and is useful in evaluating results and 
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Budget Process Master Budget 


° Strategic budgeting 

e Benchmarking budgets 
¢ Budgeting and human behavior 
¢ Budgeting as a management tool 
Budgeting communication 


Budget Administration 













e Budget committee 
e Budget reporting 
e Budget timing 


e Master budget components 
¢ Operating budgets 

e Capital expenditures budget 
e Financial budgets 





BUDGET PROCESS 


Strategic Budgeting 


Most companies prepare long-term strategic plans spanning 5 to 10 years. They then fine-tune 
them in preparing medium-term and short-term plans. Strategic plans usually set a company’s 
long-term direction. They provide a road map for the future about potential opportunities such 
as new products, markets, and investments. The strategic plan can be inexact, given its long- 
term focus. Medium- and short-term plans are more operational and translate strategic plans 
into actions. These action plans are fairly concrete and consist of defined objectives and goals. 

Short-term financial plans are called budgets and typically cover a one-year period. A budget 
is a formal statement of a company’s future plans. It is usually expressed in monetary terms 
because the economic or financial aspects of the business are the primary factors driving man- 
agement’s decisions. All managers should be involved in budgeting, the process of planning 
future business actions and expressing them as formal plans. Man- 
agers who plan carefully and formalize plans in a budgeting process 
increase the likelihood of both personal and company success. 
(Although most firms prepare annual budgets, it is not unusual for 
organizations to prepare three-year and five-year budgets that are 
revised at least annually.) 

The relevant focus of a budgetary analysis is the future. Manage- 
ment must focus on future transactions and events and the opportu- 
nities available. A focus on the future is important because the 
pressures of daily operating problems often divert management’s 
attention and take precedence over planning. A good budgeting sys- 
tem counteracts this tendency by formalizing the planning process 
and demanding relevant input. Budgeting makes planning an ex- 
plicit management responsibility. 





C1 Describe the importance 
and benefits of budgeting 
and the process of budget 
administration. 





Companies Performing 
Annual Budgeting 


Yes 91% 





*Most of the 9% have eliminated annual 
budgeting in favor of rolling or continual 
budgeting. 


Benchmarking Budgets 


The control function requires management to evaluate (benchmark) business operations against 
some norm. Evaluation involves comparing actual results against one of two usual alternatives: 
(1) past performance or (2) expected performance. 
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An evaluation assists management in identifying problems and taking corrective actions if 
necessary. Evaluation using expected, or budgeted, performance is potentially superior to using 
past performance to decide whether actual results trigger a need for corrective actions. This is so 
because past performance fails to consider several changes that can affect current and future 
activities. Changes in economic conditions, shifts in competitive advantages within the industry, 
new product developments, increased or decreased advertising, and other factors reduce the 
usefulness of comparisons with past results. In hi-tech industries, for instance, increasing com- 
petition, technological advances, and other innovations often reduce the usefulness of perfor- 
mance comparisons across years. 

Budgeted performance is computed after careful analysis and research that attempts to an- 
ticipate and adjust for changes in important company, industry, and economic factors. There- 
fore, budgets usually provide management an effective control and monitoring system. 


Budgeting and Human Behavior 


Budgeting provides standards for evaluating performance and can affect the attitudes of em- 
ployees evaluated by them. It can be used to create a positive effect on employees’ attitudes, but 
it can also create negative effects if not properly applied. Budgeted levels of performance, for 
instance, must be realistic to avoid discouraging employees. Personnel who will be evaluated 
should be consulted and involved in preparing the budget to increase their commitment to meet- 
ing it. Performance evaluations must allow the affected employees to explain the reasons for 
apparent performance deficiencies. 

The budgeting process has three important guidelines: (1) Employees affected by a budget 
should be consulted when it is prepared (participatory budgeting), (2) goals reflected in a bud- 
get should be attainable, and (3) evaluations should be made carefully with opportunities to 
explain any failures. Budgeting can be a positive motivating force when these guidelines are 
followed. Budgeted performance levels can provide goals for employees to attain or even ex- 
ceed as they carry out their responsibilities. This is especially important in organizations that 
consider the annual budget a “sacred” document. 

Managers must also be aware of potential negative outcomes of budgeting. Under participa- 
tory budgeting, some employees might understate sales budgets and overstate expense budgets 
to allow them a cushion, or budgetary slack, to aid in meeting targets. For some businesses, 
pressure to meet budgeted results might lead employees to engage in unethical behavior or com- 
mit fraud. Finally, some employees might always spend their budgeted amounts, even on un- 
necessary items, to ensure their budgets aren’t reduced for the next period. 
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Budget Staffer Your company’s earnings for the current period will be far below the budgeted amount 
reported in the press. One of your superiors, who is aware of the upcoming earnings shortfall, has ac- 
cepted a management position with a competitor. This superior is selling her shares of the company. What 
are your ethical concerns, if any? E 


Budgeting as a Management Tool 


An important management objective in large companies is to ensure that activities of all depart- 
ments contribute to meeting the company’s overall goals. This requires coordination. Budgeting 
helps to achieve this coordination. 

We describe later in this chapter that a company’s budget, or operating plan, is based on 
its objectives. This operating plan starts with the sales budget, which drives all other budgets 
including production, materials, labor, and overhead. The budgeting process coordinates the 
activities of these various departments to meet the company’s overall goals. 


Budgeting Communication 


Managers of small companies can adequately explain business plans directly to employees 
through conversations and other informal communications. However, conversations can create 
uncertainty and confusion if not supported by clear documentation of the plans. A written budget 
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Point: The practice of involving 
employees in the budgeting process is 
known as participatory budgeting. 


Example: Assume a company’s sales 
force receives a bonus when sales 
exceed the budgeted amount. How 
would this arrangement affect the 
participatory sales forecasts? 

Answer: Sales reps may understate their 
budgeted sales. 
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is preferred and can inform employees in all types of organizations about management’s plans. 
The budget can also communicate management’s specific action plans for the employees in the 
budget period. 


@ Decision 





Budgets Exposed When companies go public and their securities trade on an organized stock 
exchange, management usually develops specific future plans and budgets. For this purpose, companies 
often develop detailed six to twelve-month budgets and less-detailed budgets spanning two to five years. E 


BUDGET ADMINISTRATION 


Point: In a large company, developing a 
budget through a bottom-up process can 
involve hundreds of employees and take 
several weeks to finalize. 





Budget Committee 


The task of preparing a budget should not be the sole responsibility of any one department. 
Similarly, the budget should not be simply handed down as top management’s final word. 
Instead, budget figures and budget estimates developed through a bottom-up process 
usually are more useful. This includes, for instance, involving 
the sales department in preparing sales estimates. Likewise, 
the production department should have initial responsibility 
for preparing its own expense budget. Without active em- 
ployee involvement in preparing budget figures, there is a risk 
these employees will feel that the numbers fail to reflect their 
special problems and needs. 

Most budgets should be developed by a bottom-up pro- 
cess, but the budgeting system requires central guidance. 
This guidance is supplied by a budget committee of depart- 
ment heads and other executives responsible for seeing that 
budgeted amounts are realistic and coordinated. If a de- 
partment submits initial budget figures not reflecting efficient performance, the budget com- 
mittee should return them with explanatory comments on how to improve them. Then the 
originating department must either adjust its proposals or explain why they are acceptable. 
Communication between the originating department and the budget committee should con- 
tinue as needed to ensure that both parties accept the budget as reasonable, attainable, and 
desirable. 

The concept of continuous improvement applies to budgeting as well as production. For 
example, one of the world’s largest energy companies streamlined its monthly budget report 
from a one-inch-thick stack of monthly control reports to a tidy, two-page flash report on 
monthly earnings and key production statistics. The key to this efficiency gain was the integra- 
tion of new budgeting and cost allocation processes with its strategic planning process. Its con- 
troller explained the new role of the finance department with respect to the budgetary control 
process as follows: “there’s less of an attitude that finance’s job is to control. People really have 
come to see that our job is to help attain business objectives.” 





Budget Reporting 


The budget period usually coincides with the accounting period. Most companies prepare at 
least an annual budget, which reflects the objectives for the next year. To provide specific 
guidance, the annual budget usually is separated into quarterly or monthly budgets. These short- 
term budgets allow management to periodically evaluate performance and take needed correc- 
tive action. 

Managers can compare actual results to budgeted amounts in a report such as that shown in 
Exhibit 23.1. This report shows actual amounts, budgeted amounts, and their differences. A dif- 
ference is called a variance. Management examines variances, particularly large ones, to identify 
areas for improvement and corrective action. 
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ECCENTRIC MUSIC EXHIBIT 23.1 
Income Statement with Variances from Budget Comparing Actual Performance 
For Month Ended April 30, 2011 with Budgeted Performance 
Actual Budget Variance 
Nersales marra aE AEE E EAE EINE TR $60,500 $57,150 $4+3,350 
Gost'ofigaods Sold me oma eea e a E S 41,350 39,100 +2,250 
GrOSSPEOTIE Aee ie an Aa A E A EEA 19,150 18,050 +1,100 
Operating expenses 
Selling expenses 
Sales‘salaries: ooreen o e a a E EE I E E 6,250 6,000 +250 
Advertising eseese ram o nanana I E D aR ai 900 800 +100 
Store supplies soes ersen eea e 550 500 +50 
Depreciation—Store equipment ................ 1,600 1,600 
Total selling expenses ...............0.0000000e 9,300 8,900 +400 
General and administrative expenses 
Office salaries: as emearen cuscais oun nane E E 2,000 2,000 
Office supplies usedk n errr verter: 165 150 +15 
Rent asein sine Eae a seca seers EA E 1,100 1,100 
Insurance neen E ARN SERRER 200 200 
Depreciation—Office equipment ................ 100 100 Example: Assume that you must 
Total general and administrative expenses ......... 3,565 3,550 +15 explain variances to top management. 
Total operating expenses ..................000000- 12,865 12,450 +415 preii se i pes a d 
Nêtincome remanon eE E Rr EN $ 6,285 $ 5,600 $ +685 cost of goods sold—due to their large 








variances. 


Budget Timing 


The time period required for the annual budgeting process can vary Companies Using Rolling 
considerably. For example, budgeting for 2012 can begin as early Budgets 

as January 2011 or as late as December 2011. Large, complex or- 
ganizations usually require a longer time to prepare their budgets 
than do smaller organizations. This is so because considerable ef- 
fort is required to coordinate the different units (departments) 5 Yes 45% 
within large organizations. 

Many companies apply continuous budgeting by preparing 
rolling budgets. As each monthly or quarterly budget period goes 
by, these companies revise their entire set of budgets for the months 
or quarters remaining and add new monthly or quarterly budgets to replace the ones that have 
lapsed. At any point in time, monthly or quarterly budgets are available for the next 12 months 
or four quarters. Exhibit 23.2 shows rolling budgets prepared at the end of five consecutive 


EXHIBIT 23.2 
December | First ] secon | Third ] Fourth ] Rolling Budgets 
2010 Quarter Quarter Quarter Quarter 
June Third ] Fourth ] First ] second 
2011 Quarter Quarter Quarter Quarter 
September |_ Fourth 1 First ] secon | Third ] 
2011 Quarter Quarter Quarter Quarter 
December |_ S d ourt! 
2011 Q er ( Q er art 


2011 2012 
Calendar Years and Quarters 





March 
2011 





Budget Preparation Date 
T 
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periods. The first set (at top) is prepared in December 2010 and covers the four calendar quar- 
ters of 2011. In March 2011, the company prepares another rolling budget for the next four 
quarters through March 2012. This same process is repeated every three months. As a result, 
management is continuously planning ahead. 

Exhibit 23.2 reflects an annual budget composed of four quarters prepared four times per 
year using the most recent information available. For example, the budget for the fourth quarter 
of 2011 is prepared in December 2010 and revised in March, June, and September of 2011. 
When continuous budgeting is not used, the fourth-quarter budget is nine months old and 
perhaps out of date when applied. 


@ Decision In 





Budget Calendar 


Many companies use long-range operating budgets. For large companies, three groups usually deter 


mine or influence the budgets: creditors, directors, and management. All three are interested in the companies’ future cash 
flows and earnings. The annual budget process often begins six months or more before the budget is due to the board of 
directors. A typical budget calendar, shown here, provides insight into the budget process during a typical calendar year. E 









sr = == = " n 
[rm Ž _ March |= ` June ray July z= August 
— May ~ Departments provide z Assist with Bl 
SSS ars ae ee ae | E oeae JE E indoit request a A 
ar January | EP d | E seeing and operating we e ee 
Normal monitoring EE Prepare ana present at 4 expenses for next year, 
of budgeted activities. ut | : long-range forecasts. is i 





P= September 

Input, analyze, and EE 
summarize data. jer 
sant ta 


= Wi ASSSIEe 
“wr October E 
Negotiate final budgeted cad 
amounts with departments, = 
Prepare final budget. ee ee ee 3 
Present to board of directors, 
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1. What are the major benefits of budgeting? 

2. What is the main responsibility of the budget committee? 
3. What is the usual time period covered by a budget? 

4. What are rolling budgets? 


MASTER BUDGET 





C 





Describe a master budget 
and the process of 
preparing it. 








A master budget is a formal, comprehensive plan for a company’s future. It contains several 
individual budgets that are linked with each other to form a coordinated plan. 


Master Budget Components 


The master budget typically includes individual budgets for sales, purchases, production, 
various expenses, capital expenditures, and cash. Managers often express the expected finan- 
cial results of these planned activities with both a budgeted income statement for the budget 
period and a budgeted balance sheet for the end of the budget period. The usual number and 
types of budgets included in a master budget depend on the company’s size and complexity. A 
master budget should include, at a minimum, the budgets listed in Exhibit 23.3. In addition to 
these individual budgets, managers often include supporting calculations and additional tables 
with the master budget. 

Some budgets require the input of other budgets. For example, the merchandise purchases 
budget cannot be prepared until the sales budget has been prepared because the number of units 
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Operating budgets 
® Sales budget 
® For merchandisers add: Merchandise purchases budget (units to be purchased) 
© For manufacturers add: Production budget (units to be produced) 
Manufacturing budget (manufacturing costs) 
® Selling expense budget 
® General and administrative expense budget 
Capital expenditures budget (expenditures for plant assets) 
Financial budgets 
© Cash budget (cash receipts and disbursements) 
© Budgeted income statement 
© Budgeted balance sheet 


to be purchased depends on how many units are expected to be sold. As a result, we often must 
sequentially prepare budgets within the master budget. 

A typical sequence for a master budget consists of the five steps in Exhibit 23.4. Any stage in 
this budgeting process might reveal undesirable outcomes, so changes often must be made to 
prior budgets by repeating the previous steps. For instance, an early version of the cash budget 
could show an insufficient amount of cash unless cash outlays are reduced. This could yield a 
reduction in planned equipment purchases. A preliminary budgeted balance sheet could also 
reveal too much debt from an ambitious capital expenditures budget. Findings such as these 
often result in revised plans and budgets. 


Prepare 
manufacturing, | 
selling, and general i 
and administrative 
expense budgets 


Prepare 
capital 
expenditures 
budget 


Prepare 
sales 
budget 


Develop 
production 
budget 





LNA L—— L—— 
Operating Budgets Capital Expenditures Financial Budgets 
Budget 


The remainder of this section explains how Hockey Den (HD), a retailer of youth hockey 
sticks, prepares its master budget. Its master budget includes operating, capital expenditures, 
and cash budgets for each month in each quarter. It also includes a budgeted income statement 
for each quarter and a budgeted balance sheet as of the last day of each quarter. We show how 
HD prepares budgets for October, November, and December 2011. Exhibit 23.5 presents HD’s 
balance sheet at the start of this budgeting period, which we often refer to as we prepare the 
component budgets. 


@ Decision 





Budgeting Targets Budgeting is a crucial part of any acquisition. Analysis begins by projecting annual 
sales volume and prices. It then estimates cost of sales, expenses, and income for the next several years. 
Using the present value of this projected income stream, buyers determine an offer price. Ml 
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EXHIBIT 23.3 


Basic Components of a 
Master Budget 


EXHIBIT 23.4 


Master Budget Sequence 
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EXHIBIT 23.5 


Balance Sheet Prior to the 
Budgeting Periods 





P1 Prepare each component 
of a master budget and 
link each to the budgeting 
process. 











EXHIBIT 23.6 


Sales Budget for Planned Unit 
and Dollar Sales 
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HOCKEY DEN 
Balance Sheet 


September 30, 2011 








Assets 
(OE ioe eh a len E e TE ATE hard aba en art $ 20,000 
Accounts receivable jc eee ca sea cane caeee wes 42,000 
Inventory (900 units @ $60) ................... 54,000 
Equipment isicrcaccsereie asst ssa oun E enact nerere $200,000 
Less accumulated depreciation ................. 36,000 164,000 
TTotallassets: nec ooo oe eee $280,000 








Liabilities 

Accounts payable m a E E ie $ 58,200 

Income taxes payable (due 10/31/2011) ........ 20,000 

Note payable to bank ....................00. 10,000 $ 88,200 
Stockholders’ equity 

iS OMMOMESEOCK tie unos ence cine Miko nw reine 150,000 

Retained earnings ...................0.0000. 41,800 191,800 
Total liabilities and equity ...................... $280,000 





* Equipment is depreciated on a straight-line basis over 10 years (salvage value is $20,000). 


Operating Budgets 


This section explains HD’s preparation of operating budgets. Its operating budgets consist of 
the sales budget, merchandise purchases budget, selling expense budget, and general and ad- 
ministrative expense budget. HD does not prepare production and manufacturing budgets 
because it is a merchandiser. (The preparation of production budgets and manufacturing budgets 
is described in Appendix 23A.) 


Sales Budget The first step in preparing the master budget is planning the sales budget, 
which shows the planned sales units and the expected dollars from these sales. The sales budget is 
the starting point in the budgeting process because plans for most departments are linked to sales. 

The sales budget should emerge from a careful analysis of forecasted economic and market 
conditions, business capacity, proposed selling expenses (such as advertising), and predictions 
of unit sales. A company’s sales personnel are usually asked to develop predictions of sales for 
each territory and department because people normally feel a greater commitment to goals they 
help set. Another advantage to this participatory budgeting approach is that it draws on knowl- 
edge and experience of people involved in the activity. 

To illustrate, in September 2011, HD sold 700 hockey sticks at $100 per unit. After 
considering sales predictions and market conditions, HD prepares its sales budget for the next 
quarter (three months) plus one extra month (see Exhibit 23.6). The sales budget includes 


HOCKEY DEN 
Monthly Sales Budget 
October 2011-January 2012 


Budgeted Budgeted Budgeted 
Unit Sales Unit Price Total Sales 








October 20 Vee eee 1,000 $100 $100,000 
November 2011 ..............-- 800 100 80,000 
December 2012 ee ee 1,400 100 140,000 
Totals for the quarter ........... 3,200 100 $320,000 











January: 2012 oeeo eae 900 100 $ 90,000 
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January 2012 because the purchasing department relies on estimated January sales to decide on 
December 2011 inventory purchases. The sales budget in Exhibit 23.6 includes forecasts of both 
unit sales and unit prices. Some sales budgets are expressed only in total sales dollars, but most 
are more detailed. Management finds it useful to know budgeted units and unit prices for many 
different products, regions, departments, and sales representatives. 
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Entrepreneur You run a start-up that manufactures designer clothes. Business is seasonal, and 
fashions and designs quickly change. How do you prepare reliable annual sales budgets? E 


Merchandise Purchases Budget Companies use various methods to help managers 
make inventory purchasing decisions. These methods recognize that the number of units added 
to inventory depends on budgeted sales volume. Whether a company manufactures or purchases 
the product it sells, budgeted future sales volume is the primary factor in most inventory man- 
agement decisions. A company must also consider its inventory system and other factors that we 
discuss next. 


Just-in-time inventory systems. Managers of just-in-time (JIT) inventory systems use sales 
budgets for short periods (often as few as one or two days) to order just enough merchandise or 
materials to satisfy the immediate sales demand. This keeps the amount of inventory to a mini- 
mum (or zero in an ideal situation). A JIT system minimizes the costs of maintaining inventory, 
but it is practical only if customers are content to order in advance or if managers can accurately 
determine short-term sales demand. Suppliers also must be able and willing to ship small quan- 
tities regularly and promptly. 


Safety stock inventory systems. Market conditions and manufacturing processes for some 
products do not allow use of a just-in-time system. Companies in these cases maintain sufficient 
inventory to reduce the risk and cost of running short. This practice requires enough purchases 
to satisfy the budgeted sales amounts and to maintain a safety stock, a quantity of inventory that 
provides protection against lost sales caused by unfulfilled demands from customers or delays 
in shipments from suppliers. 


Merchandise purchases budget preparation. A merchandiser usually expresses a merchan- 
dise purchases budget in both units and dollars. Exhibit 23.7 shows the general layout for this 
budget in equation form. If this formula is expressed in units and only one product is involved, 
we can compute the number of dollars of inventory to be purchased for the budget by multiply- 
ing the units to be purchased by the cost per unit. 


Inventory Budgeted Budgeted Budgeted 
to be = ending —- cost of sales = beginning 
purchased inventory for the period inventory 


To illustrate, after assessing the cost of keeping inventory along with the risk and cost of in- 
ventory shortages, HD decided that the number of units in its inventory at each month-end 
should equal 90% of next month’s predicted sales. For example, inventory at the end of October 
should equal 90% of budgeted November sales, and the November ending inventory should 
equal 90% of budgeted December sales, and so on. Also, HD’s suppliers expect the September 
2011 per unit cost of $60 to remain unchanged through January 2012. This information along 
with knowledge of 900 units in inventory at September 30 (see Exhibit 23.5) allows the com- 
pany to prepare the merchandise purchases budget shown in Exhibit 23.8. 

The first three lines of HD’s merchandise purchases budget determine the required ending 
inventories (in units). Budgeted unit sales are then added to the desired ending inventory to 
give the required units of available merchandise. We then subtract beginning inventory to 
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Point: Accurate estimates of future 
sales are crucial in a JIT system. 


EXHIBIT 23.7 


General Formula for a Merchandise 
Purchases Budget 


Example: Assume Hockey Den adopts 
a JIT system in purchasing merchandise. 
How will its sales budget differ from its 
merchandise purchases budget? Answer: 
The two budgets will be similar because 
future inventory should be near zero. 
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EXHIBIT 23.8 


Merchandise Purchases Budget 


Example: If ending inventory in 
Exhibit 23.8 is required to equal 80% of 
next month’s predicted sales, how many 
units must be purchased each month? 
Answer: Budgeted ending inventory: 
Oct. = 640 units; Nov. = 1,120 units; 
Dec. = 720 units. Required purchases: 
Oct. = 740 units; Nov. = 1,280 units; 
Dec. = 1,000 units. 


EXHIBIT 23.9 
Selling Expense Budget 


Example: If sales commissions in 
Exhibit 23.9 are increased, which budgets 
are affected? Answer: Selling expenses 
budget, cash budget, and budgeted 
income statement. 
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HOCKEY DEN 
Merchandise Purchases Budget 


October 201 | -December 2011 




















October November December 
Next month’s budgeted sales (units) ............ 800 1,400 900 
Ratio of inventory to future sales ............... x 90% x 90% x 90% 
Budgeted ending inventory (units) .............. 720 1,260 810 
Add budgeted sales (units) .................... 1,000 800 1,400 
Required units of available merchandise .......... 1,720 2,060 2,210 
Deduct beginning inventory (units) ............. 900 720 1,260 
Units to be purchased .....................0.. 820 1,340 950 
Budgeted cost per unit ....................40. $ 60 $ 60 $ 60 
Budgeted cost of merchandise purchases......... $49,200 $80,400 $57,000 








determine the budgeted number of units to be purchased. The last line is the budgeted cost of 
the purchases, computed by multiplying the number of units to be purchased by the predicted 
cost per unit. 

We already indicated that some budgeting systems describe only the total dollars of bud- 
geted sales. Likewise, a system can express a merchandise purchases budget only in terms of 
the total cost of merchandise to be purchased, omitting the number of units to be purchased. 
This method assumes a constant relation between sales and cost of goods sold. HD, for in- 
stance, might assume the expected cost of goods sold to be 60% of sales, computed from the 
budgeted unit cost of $60 and the budgeted sales price of $100. However, it still must consider 
the effects of changes in beginning and ending inventories in determining the amounts to be 
purchased. 


Selling Expense Budget The selling expense budget is a plan listing the types and 
amounts of selling expenses expected during the budget period. Its initial responsibility usually 
rests with the vice president of marketing or an equivalent sales manager. The selling expense 
budget is normally created to provide sufficient selling expenses to meet sales goals reflected in 
the sales budget. Predicted selling expenses are based on both the sales budget and the experi- 
ence of previous periods. After some or all of the master budget is prepared, management might 
decide that projected sales volume is inadequate. If so, subsequent adjustments in the sales bud- 
get can require corresponding adjustments in the selling expense budget. 

To illustrate, HD’s selling expense budget is in Exhibit 23.9. The firm’s selling expenses 
consist of commissions paid to sales personnel and a $2,000 monthly salary paid to the sales 
manager. Sales commissions equal 10% of total sales and are paid in the month sales occur. 
Sales commissions are variable with respect to sales volume, but the sales manager’s salary is 
fixed. No advertising expenses are budgeted for this particular quarter. 


HOCKEY DEN 
Selling Expense Budget 


October 201 1-—December 2011 











October November December Totals 
Budgeted sales ................. $100,000 $80,000 $140,000 $320,000 
Sales commission percent ........ x 10% x 10% x 10% x 10% 
Sales commissions .............. 10,000 8,000 14,000 32,000 
Salary for sales manager ......... 2,000 2,000 2,000 6,000 
Total selling expenses ........... $ 12,000 $10,000 $ 16,000 $ 38,000 
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General and Administrative Expense Budget The general and administrative 
expense budget plans the predicted operating expenses not included in the selling expenses 
budget. General and administrative expenses can be either variable or fixed with respect to sales 
volume. The office manager responsible for general administration often is responsible for 
preparing the initial general and administrative expense budget. 

Exhibit 23.10 shows HD’s general and administrative expense budget. It includes salaries of 
$54,000 per year, or $4,500 per month (paid each month when they are earned). Using 
information in Exhibit 23.5, the depreciation on equipment is computed as $18,000 per year 
[($200,000 — $20,000)/10 years], or $1,500 per month ($18,000/12 months). 


HOCKEY DEN 
General and Administrative Expense Budget 


October 201 l-December 2011 








October November December Totals 
Administrative salaries secsec saanee esauen $4,500 $4,500 $4,500 $13,500 
Depreciation of equipment ..................... 1,500 1,500 1,500 4,500 
Total general and administrative expenses ......... $6,000 $6,000 $6,000 $18,000 








Interest expense and income tax expense are often classified as general and administrative 
expenses in published income statements but normally cannot be planned at this stage of the 
budgeting process. The prediction of interest expense follows the preparation of the cash budget 
and the decisions regarding debt. The predicted income tax expense depends on the budgeted 
amount of pretax income. Both interest and income taxes are usually beyond the control of the 
office manager. As a result, they are not used in comparison to the budget to evaluate that 
person’s performance. 


@ Decision 





No Biz Like Snow Biz Ski resorts’ costs of making snow are in 
the millions of dollars for equipment alone. Snowmaking involves 
spraying droplets of water into the air, causing them to freeze and 
come down as snow. Making snow can cost more than $2,000 an 
hour. Snowmaking accounts for 40 to 50 percent of the operating 
budgets for many ski resorts. E 
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Quick Check Answers — p. 968 


5. What is a master budget? 


6. A master budget (a) always includes a manufacturing budget specifying the units to be 
produced; (b) is prepared with a process starting with the operating budgets and continues 
with the capital expenditures budget and then financial budgets; or (c) is prepared with a 
process ending with the sales budget. 

7. What are the three primary categories of budgets in the master budget? 


8. In preparing monthly budgets for the third quarter, a company budgeted sales of 120 units for 
July and 140 units for August. Management wants each month's ending inventory to be 60% 
of next month's sales. The June 30 inventory consists of 50 units. How many units of product 
for July acquisition should the merchandise purchases budget specify for the third quarter? 

(a) 84, (b) 120, (c) 154, or (d) 204. 
9. How do the operating budgets for merchandisers and manufacturers differ? 
10. How does a just-in-time inventory system differ from a safety stock system? 
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EXHIBIT 23.10 


General and Administrative 
Expense Budget 


Example: In Exhibit 23.10, how would 
a rental agreement of $5,000 per month 
plus 1% of sales affect the general and 
administrative expense budget? 
(Budgeted sales are in Exhibit 23.6.) 
Answer: Rent expense: Oct. = $6,000; 
Nov. = $5,800; Dec. = $6,400; 

Total = $18,200; Revised total general and 
administrative expenses: Oct. = $12,000; 
Nov. = $11,800; Dec. = $12,400; 

Total = $36,200. 
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P? Link both operating and 
capital expenditures 
budgets to budgeted 
financial statements. 











EXHIBIT 23.11 


General Formula for 
Cash Budget 


EXHIBIT 23.12 


Computing Budgeted Cash 
Receipts 
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Capital Expenditures Budget 


The capital expenditures budget lists dollar amounts to be both received from plant asset 
disposals and spent to purchase additional plant assets to carry out the budgeted business 
activities. It is usually prepared after the operating budgets. Since a company’s plant assets 
determine its productive capacity, this budget is usually affected by long-range plans for the 
business. Yet the process of preparing a sales or purchases budget can reveal that the company 
requires more (or less) capacity, which implies more (or less) plant assets. 

Capital budgeting is the process of evaluating and planning for capital (plant asset) expenditures. 
This is an important management task because these expenditures often involve long-run commit- 
ments of large amounts, affect predicted cash flows, and impact future debt and equity financing. 
This means that the capital expenditures budget is often linked with management’s evaluation of 
the company’s ability to take on more debt. We describe capital budgeting in Chapter 25. 

Hockey Den does not anticipate disposal of any plant assets through December 2011, but it 
does plan to acquire additional equipment for $25,000 cash near the end of December 2011. This 
is the only budgeted capital expenditure from October 2011 through January 2012. Thus, no sepa- 
rate budget is shown. Hockey Den’s cash budget will reflect this $25,000 planned expenditure. 


Financial Budgets 


After preparing its operating and capital expenditures budgets, a company uses information 
from these budgets to prepare at least three financial budgets: the cash budget, budgeted income 
statement, and budgeted balance sheet. 


Cash Budget After developing budgets for sales, merchandise purchases, expenses, and 
capital expenditures, the next step is to prepare the cash budget, which shows expected cash in- 
flows and outflows during the budget period. It is especially important to maintain a cash balance 
necessary to meet ongoing obligations. By preparing a cash budget, management can prearrange 
loans to cover anticipated cash shortages before they are needed. A cash budget also helps man- 
agement avoid a cash balance that is too large. Too much cash is undesirable because it earns a 
relatively low (if any) return. Exhibit 23.11 shows the general formula for the cash budget. 


Loan Activity 


Adequate Repay 
loans, buy 


Budgeted Budgeted Preliminary securities 


Beginning 
cash -+ cash — cash = cash 


balance receipts disbursements balance 
Increase 


short-term 
loans 


Too low 

When preparing a cash budget, we add expected cash receipts to the beginning cash balance 

and deduct expected cash disbursements. If the expected (preliminary) ending cash balance is 

too low, additional cash requirements appear in the budget as planned increases from short-term 

loans. If the expected ending cash balance exceeds the desired balance, the excess is used to 

repay loans or to acquire short-term investments. Information for preparing the cash budget is 
mainly taken from the operating and capital expenditures budgets. 


Cash Receipts from Sales To illustrate, Exhibit 23.12 presents HD’s budgeted cash receipts. 


September October November December 











Salesirere cession nse akan heme ies Be dave Seas $70,000 $100,000 $80,000 $140,000 
Less ending accounts receivable (60%) .......... 42,000 — 60,000 48,000 — 84,000 
Cash receipts from 
Cash sales (40% of sales)................... 40,000 32,000 56,000 
Collections of prior month’s receivables ...... > 42,000 60,000 ——> 48,000 





Motalleashireceipts nan cere wan cre see es $ 82,000 $92,000 $104,000 
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We begin with reference to HD’s budgeted sales (Exhibit 23.6). Analysis of past sales indi- 
cates that 40% of the firm’s sales are for cash. The remaining 60% are credit sales; these cus- 
tomers are expected to pay in full in the month following the sales. We now can compute the 
budgeted cash receipts from customers as shown in Exhibit 23.12. October’s budgeted cash re- 
ceipts consist of $40,000 from expected cash sales ($100,000 X 40%) plus the anticipated col- 
lection of $42,000 of accounts receivable from the end of September. 


Cash Disbursements for Merchandise Next, we see that HD’s merchandise purchases are 
entirely on account. It makes full payment during the month following its purchases. Therefore, 
cash disbursements for purchases can be computed from the September 30, 2011, balance sheet 
(Exhibit 23.5), for October disbursements, and the merchandise purchases budget (Exhibit 
23.8), for November and December disbursements. This is shown in Exhibit 23.13. 





October November December 
Purchases (from Exhibit 23.8) ................ $49,200 $80,400 $57,000 
Cash disbursements for 
Current month purchases (0%) ............. 0 0 0 
Prior month purchases (100%) ............. 58,200* 49,200 80,400 
Total cash disbursements for purchases ...... $58,200 $49,200 $80,400 











*From September 30 balance sheet (Exhibit 23.5) 


The schedule above can be modified for alternative payment timing. For example, if Hockey 
Den paid for 20% of its purchases in the month of purchase, and paid the remaining 80% of a 
month’s purchases in the following month, its cash disbursements in December would equal 
$75,720, computed as (20% X $57,000) plus (80% X $80,400). 

Exhibit 23.14 shows the full cash budget for Hockey Den, beginning with information on bud- 
geted cash receipts from Exhibit 23.13 and budgeted cash purchases for merchandise from Exhibit 
23.13. Next we discuss HD’s other cash disbursements and loan activity on its cash budget. 


HOCKEY DEN 
Cash Budget 


October 201 l-December 201 1 




















October November December 
Beginning cash balance ............0. 00... c eee e eee $ 20,000 $ 20,000 $ 22,272 
Cash receipts from customers (Exhibit 23.12) ......... 82,000 92,000 104,000 
Total'cash; available: norane ennea an sees anna dead 102,000 112,000 126,272 
Cash disbursements 
Payments for merchandise (Exhibit 23.13) .......... 58,200 49,200 80,400 
Sales commissions (Exhibit 23.9) ................. 10,000 8,000 14,000 
Salaries 
Sales) (Exhibit 23:9) co yc. cicse save E EAA 2,000 2,000 2,000 
Administrative (Exhibit 23.10) .................. 4,500 4,500 4,500 
Income taxes payable (Exhibit 23.5) ............... 20,000 
Dividends ($150,000 X 2%) .................000- 3,000 
Interest on bank loan 
October ($10,000 X 1%)* ...............0000. 100 
November ($22,800 X 1%) ................0.. 228 
Pürchaseʻof equipment -s e ae a er ter 25,000 
Total cash disbursements ...ccacce0crsecawesaceeas 94,800 66,928 125,900 
Preliminary cash balance .................000 ee eee $ 7,200 $ 45,072 $ 372 
Loan activity 
Additional loan from bank ... nnas severe dace ane enn 12,800 19,628 
Repayment of loan to bank ..............000.00 eee 22,800 
Ending:cashrbalance :e0,ccchsr4 sxsca.scsyare oure E ES $ 20,000 $ 22,272 $ 20,000 
Loan balance, end of month meeer merene cone nee eas $ 22,800 $ 0 $ 19,628 








* Beginning loan balance from Exhibit 23.5 
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EXHIBIT 23.13 


Computing Cash Disbursements 
for Purchases 


EXHIBIT 23.14 
Cash Budget 


Example: If the minimum ending cash 
balance in Exhibit 23.14 is changed to 
$25,000 for each month, what is the pro- 
jected loan balance at Dec. 31, 2011? 
Answer: 

Loan balance, Oct.31....... $27,800 
November interest ........ 278 








November payment........ 25,022 
Loan balance, Nov. 30 ...... 2,778 
December interest ........ 28 
Additional loan in Dec. ..... 21,928 
Loan balance, Dec.31....... $24,706 
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Point: Lenders often require potential 
borrowers to provide cash budgets, bud- 
geted income statements, and budgeted 
balance sheets, as well as data on past 
performance. 
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The monthly budgeted cash disbursements for sales commissions and salaries are taken from 
the selling expense budget (Exhibit 23.9) and the general and administrative expense budget 
(Exhibit 23.10). The cash budget is unaffected by depreciation as reported in the general and 
administrative expenses budget. 


Cash Disbursements for Other Items Income taxes are due and payable in October as shown 
in the September 30, 2011, balance sheet (Exhibit 23.5). The cash budget in Exhibit 23.14 
shows this $20,000 expected payment in October. Predicted income tax expense for the quarter 
ending December 31 is 40% of net income and is due in January 2012. It is therefore not re- 
ported in the October-December 2011 cash budget but in the budgeted income statement as 
income tax expense and on the budgeted balance sheet as income tax liability. 

Hockey Den also pays a cash dividend equal to 2% of the par value of common stock in the 
second month of each quarter. The cash budget in Exhibit 23.14 shows a November payment of 
$3,000 for this purpose (2% of $150,000; see Exhibit 23.5). 


Loan Activity Analyzing Hockey Den’s loan activity is necessary in computing its budgeted 
cash disbursements for interest. Hockey Den has an agreement with its bank that promises ad- 
ditional loans at each month-end, if necessary, to keep a minimum cash balance of $20,000. If 
the cash balance exceeds $20,000 at a month-end, HD uses the excess to repay loans. Interest is 
paid at each month-end at the rate of 1% of the beginning balance of these loans. For October, 
this payment is 1% of the $10,000 amount reported in the balance sheet of Exhibit 23.5. For 
November, HD expects to pay interest of $228, computed as 1% of the $22,800 expected loan 
balance at October 31. No interest is budgeted for December because the company expects to 
repay the loans in full at the end of November. Exhibit 23.14 shows that the October 31 cash 
balance declines to $7,200 (before any loan-related activity). This amount is less than the 
$20,000 minimum. Hockey Den will bring this balance up to the minimum by borrowing 
$12,800 with a short-term note. At the end of November, the budget shows an expected cash 
balance of $45,072 before any loan activity. This means that HD expects to repay $22,800 of 
debt. The equipment purchase budgeted for December reduces the expected cash balance to 
$372, far below the $20,000 minimum. The company expects to borrow $19,628 in that month 
to reach the minimum desired ending balance. 





@ Decision 


Cash Cushion Why do some companies maintain a minimum cash 
balance when the budget shows extra cash is not needed? For example, 
iPhone sales have pushed Apple's cash and investments balance to over 
$40 billion. Per CEO Steve Jobs the cushion provides “flexibility and 
security,’ important in navigating uncertain economic times. E 





Budgeted Income Statement One of the final steps in preparing the master budget is 
to summarize the income effects. The budgeted income statement is a managerial accounting 
report showing predicted amounts of sales and expenses for the budget period. Information 
needed for preparing a budgeted income statement is primarily taken from already prepared 
budgets. The volume of information summarized in the budgeted income statement is so large 
for some companies that they often use spreadsheets to accumulate the budgeted transactions 
and classify them by their effects on income. We condense HD’s budgeted income statement 
and show it in Exhibit 23.15. All information in this exhibit is taken from earlier budgets. Also, 
we now can predict the amount of income tax expense for the quarter, computed as 40% of the 
budgeted pretax income. This amount is included in the cash budget and/or the budgeted bal- 
ance sheet as necessary. 


Budgeted Balance Sheet The final step in preparing the master budget is summarizing 
the company’s financial position. The budgeted balance sheet shows predicted amounts for the 
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HOCKEY DEN 


Budgeted Income Statement 
For Three Months Ended December 31, 2011 








Sales (Exhibit 23.6, 3,200 units @ $100) ............. $320,000 
Cost of goods sold (3,200 units @ $60) ............. 192,000 
Gross Profit naa gerne A E T E E ETE 128,000 
Operating expenses 

Sales commissions (Exhibit 23.9) ................. $32,000 

Sales salaries (Exhibit 23.9) ..................000. 6,000 

Administrative salaries (Exhibit 23.10) ............. 13,500 

Depreciation on equipment (Exhibit 23.10) ......... 4,500 

Interest expense (Exhibit 23.14) ................. 328 56,328 
Income before income taxes ..........0.0 cece eeeee 71,672 
Income tax expense ($71,672 X 40%) ............... 28,669 
Net income eoar a ee ee nh ne $ 43,003 


company’s assets, liabilities, and equity as of the end of the budget period. HD’s budgeted bal- 
ance sheet in Exhibit 23.16 is prepared using information from the other budgets. The sources 
of amounts are reported in the notes to the budgeted balance sheet.! 


HOCKEY DEN 


Budgeted Balance Sheet 
December 31, 2011 





Assets 
Sashes aiae e ETE EE ENEE TE $ 20,000 
Accounts receivable? ................. 84,000 
IVENtOrY E A E 48,600 
Equipment enea e E a er $225,000 
Less accumulated depreciation®......... 40,500 184,500 
‘Total assets. oe. sa uate Reece ue $337,100 
Liabilities and Equity 

Liabilities 

Accounts payablef................-- $ 57,000 

Income taxes payable? .............. 28,669 

Bank loan payable" ERTAS ANS 19,628 $105,297 
Stockholders’ equity 

CoMmMOnStOCK arnt ie ant 150,000 

Retained earnings! .............+.-- 81,803 231,803 
Total liabilities and equity.............. $337,100 


è Ending balance for December from the cash budget in Exhibit 23.14. 

’ 60% of $140,000 sales budgeted for December from the sales budget in Exhibit 23.6. 

© 810 units in budgeted December ending inventory at the budgeted cost of $60 per unit (from the purchases budget in Exhibit 23.8). 

4 September 30 balance of $200,000 from the beginning balance sheet in Exhibit 23.5 plus $25,000 cost of new equipment from the cash 
budget in Exhibit 23.14. 

€ September 30 balance of $36,000 from the beginning balance sheet in Exhibit 23.5 plus $4,500 expense from the general and administrative 
expense budget in Exhibit 23.10. 

f Budgeted cost of purchases for December from the purchases budget in Exhibit 23.8. 

® Income tax expense from the budgeted income statement for the fourth quarter in Exhibit 23.15. 

+ Budgeted December 31 balance from the cash budget in Exhibit 23.14. 

i Unchanged from the beginning balance sheet in Exhibit 23.5. 

i September 30 balance of $41,800 from the beginning balance sheet in Exhibit 23.5 plus budgeted net income of $43,003 from the budgeted 
income statement in Exhibit 23.15 minus budgeted cash dividends of $3,000 from the cash budget in Exhibit 23.14. 


1 An eight-column spreadsheet, or work sheet, can be used to prepare a budgeted balance sheet (and income statement). 
The first two columns show the ending balance sheet amounts from the period prior to the budget period. The budgeted 
transactions and adjustments are entered in the third and fourth columns in the same manner as adjustments are entered 
on an ordinary work sheet. After all budgeted transactions and adjustments have been entered, the amounts in the first 
two columns are combined with the budget amounts in the third and fourth columns and sorted to the proper Income 
Statement (fifth and sixth columns) and Balance Sheet columns (seventh and eighth columns). Amounts in these col- 
umns are used to prepare the budgeted income statement and balance sheet. 


EXHIBIT 23.15 


Budgeted Income Statement 


EXHIBIT 23.16 
Budgeted Balance Sheet 
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@ Decision 





Plan Ahead Most companies allocate dollars based on bud- 
gets submitted by department managers. These managers verify 
the numbers and monitor the budget. Managers must remember, 
however, that a budget is judged by its success in helping achieve 
the company’s mission. One analogy is that a hiker must know 
the route to properly plan a hike and monitor hiking progress. W 












Quick Check 





Answers — p. 968 


11. In preparing a budgeted balance sheet, (a) plant assets are determined by analyzing the 
capital expenditures budget and the balance sheet from the beginning of the budget period, 
(b) liabilities are determined by analyzing the general and administrative expense budget, or 
(c) retained earnings are determined from information contained in the cash budget and the 
balance sheet from the beginning of the budget period. 


12. What sequence is followed in preparing the budgets that constitute the master budget? 


GLOBAL VIEW 





Decision Analysis ea B 





A Analyze expense planning 
using activity-based 
budgeting. 











EXHIBIT 23.17 


Activity-Based Budgeting versus 
Traditional Budgeting (for an 
accounting department) 


Royal Phillips Electronics of the Netherlands is a diversified company. Preparing budgets and evaluating 
progress helps the company achieve its goals. In a recent annual report the company reports that it expects 
sales to grow at a faster pace than overall economic growth. Based on this sales target, company managers 
prepare detailed operating, capital expenditure, and financial budgets. 


Activity-Based Budgeting 





Activity-based budgeting (ABB) is a budget system based on expected activities. Knowledge of expected 
activities and their levels for the budget period enables management to plan for resources required to per- 
form the activities. To illustrate, we consider the budget of a company’s accounting department. Tradi- 
tional budgeting systems list items such as salaries, supplies, equipment, and utilities. Such an itemized 
budget informs management of the use of the funds budgeted (for example, salaries), but management 
cannot assess the basis for increases or decreases in budgeted amounts as compared to prior periods. 
Accordingly, management often makes across-the-board cuts or increases. In contrast, ABB requires 
management to list activities performed by, say, the accounting department such as auditing, tax reporting, 
financial reporting, and cost accounting. Exhibit 23.17 contrasts a traditional budget with an activity- 
based budget for a company’s accounting department. An understanding of the resources required to per- 
form the activities, the costs associated with these resources, and the way resource use changes with 


Activity-Based Budget Traditional Budget 


AUGItINS eee errr E AAT $ 58,000 Salaries a ctr $152,000 
Max reporting o e a eee yee 71,000 SUPpliES a erty ero 22,000 
Financial reporting............... 63,000 Depreciation ............... 36,000 
Cost accounting ................ 32,000 WWeilities? a cise cases are 14,000 
lotalverte A A sti $224,000 Tota E terre ceri $224,000 
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changes in activity levels allows management to better assess how expenses will change to accommodate 
changes in activity levels. Moreover, by knowing the relation between activities and costs, management 
can attempt to reduce costs by eliminating nonvalue-added activities. 


E) Decision Answer — p. 968 





Environmental Manager You hold the new position of environmental control manager for a chemical 
company. You are asked to develop a budget for your job and identify job responsibilities. How do you 
proceed? W 


DEMONSTRATION PROBLEM 


Wild Wood Company’s management asks you to prepare its master budget using the following informa- 
tion. The budget is to cover the months of April, May, and June of 2011. 


WILD WOOD COMPANY 


Balance Sheet 





March 31, 2011 

Assets Liabilities and Equity 
CASI aie re na ok RA Se ee a eT $ 50,000 Accounts payable ............... $156,000 
Accounts receivable .................085 175,000 Short-term notes payable ......... 12,000 
Inventonyaerer erie rower S 126,000 Total current liabilities ........... 168,000 
Total current assets e e a 351,000 Long-term note payable .......... 200,000 
Equipment) gross ware tos. cts eiecte 480,000 Total liabilities: ce ante ee ev 368,000 
Accumulated depreciation ............... (90,000) Common stock ................. 235,000 
Equipment nett wearer ted aera 390,000 Retained earnings ............... 138,000 

Total stockholders’ equity ........ 373,000 
Totalassets or oror r ee ee oe eae $741,000 Total liabilities and equity ......... $741,000 


Additional Information 


a. Sales for March total 10,000 units. Each month’s sales are expected to exceed the prior month’s results 
by 5%. The product’s selling price is $25 per unit. 

b. Company policy calls for a given month’s ending inventory to equal 80% of the next month’s expected 
unit sales. The March 31 inventory is 8,400 units, which complies with the policy. The purchase price 
is $15 per unit. 

c. Sales representatives’ commissions are 12.5% of sales and are paid in the month of the sales. The sales 
manager’s monthly salary will be $3,500 in April and $4,000 per month thereafter. 

d. Monthly general and administrative expenses include $8,000 administrative salaries, $5,000 
depreciation, and 0.9% monthly interest on the long-term note payable. 

e. The company expects 30% of sales to be for cash and the remaining 70% on credit. Receivables are 
collected in full in the month following the sale (none is collected in the month of the sale). 

f. All merchandise purchases are on credit, and no payables arise from any other transactions. One 
month’s purchases are fully paid in the next month. 

g. The minimum ending cash balance for all months is $50,000. If necessary, the company borrows 
enough cash using a short-term note to reach the minimum. Short-term notes require an interest 
payment of 1% at each month-end (before any repayment). If the ending cash balance exceeds the 
minimum, the excess will be applied to repaying the short-term notes payable balance. 

h. Dividends of $100,000 are to be declared and paid in May. 
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i. No cash payments for income taxes are to be made during the second calendar quarter. Income taxes 
will be assessed at 35% in the quarter. 


j. Equipment purchases of $55,000 are scheduled for June. 


Required 
Prepare the following budgets and other financial information as required: 
1. Sales budget, including budgeted sales for July. 


2. Purchases budget, the budgeted cost of goods sold for each month and quarter, and the cost of the 
June 30 budgeted inventory. 


Selling expense budget. 

General and administrative expense budget. 

Expected cash receipts from customers and the expected June 30 balance of accounts receivable. 
Expected cash payments for purchases and the expected June 30 balance of accounts payable. 
Cash budget. 

Budgeted income statement. 


CONDO Pw 


Budgeted statement of retained earnings. 
10. Budgeted balance sheet. 


PLANNING THE SOLUTION 


© The sales budget shows expected sales for each month in the quarter. Start by multiplying March 
sales by 105% and then do the same for the remaining months. July’s sales are needed for the 
purchases budget. To complete the budget, multiply the expected unit sales by the selling price of 
$25 per unit. 

@ Use these results and the 80% inventory policy to budget the size of ending inventory for April, May, 
and June. Add the budgeted sales to these numbers and subtract the actual or expected beginning inven- 
tory for each month. The result is the number of units to be purchased each month. Multiply these 
numbers by the per unit cost of $15. Find the budgeted cost of goods sold by multiplying the unit sales 
in each month by the $15 cost per unit. Compute the cost of the June 30 ending inventory by multiply- 
ing the expected units available at that date by the $15 cost per unit. 

© The selling expense budget has only two items. Find the amount of the sales representatives’ commis- 
sions by multiplying the expected dollar sales in each month by the 12.5% commission rate. Then in- 
clude the sales manager’s salary of $3,500 in April and $4,000 in May and June. 

@ The general and administrative expense budget should show three items. Administrative salaries are fixed 
at $8,000 per month, and depreciation is $5,000 per month. Budget the monthly interest expense on the 
long-term note by multiplying its $200,000 balance by the 0.9% monthly interest rate. 

@ Determine the amounts of cash sales in each month by multiplying the budgeted sales by 30%. Add to 
this amount the credit sales of the prior month (computed as 70% of prior month’s sales). April’s cash 
receipts from collecting receivables equals the March 31 balance of $175,000. The expected June 30 
accounts receivable balance equals 70% of June’s total budgeted sales. 

© Determine expected cash payments on accounts payable for each month by making them equal to the 
merchandise purchases in the prior month. The payments for April equal the March 31 balance of ac- 
counts payable shown on the beginning balance sheet. The June 30 balance of accounts payable equals 
merchandise purchases for June. 

@ Prepare the cash budget by combining the given information and the amounts of cash receipts and cash 
payments on account that you computed. Complete the cash budget for each month by either borrowing 
enough to raise the preliminary balance to the minimum or paying off short-term debt as much as the 
balance allows without falling below the minimum. Show the ending balance of the short-term note in 
the budget. 

@ Prepare the budgeted income statement by combining the budgeted items for all three months. Determine 
the income before income taxes and multiply it by the 35% rate to find the quarter’s income tax expense. 

@ The budgeted statement of retained earnings should show the March 31 balance plus the quarter’s net 
income minus the quarter’s dividends. 

@ The budgeted balance sheet includes updated balances for all items that appear in the beginning balance 
sheet and an additional liability for unpaid income taxes. Amounts for all asset, liability, and equity ac- 
counts can be found either in the budgets, other calculations, or by adding amounts found there to the 
beginning balances. 
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SOLUTION TO DEMONSTRATION PROBLEM 
1. Sales budget 


















































April May June July 
Prior period’s unit sales ......... 10,000 10,500 11,025 - 11,576 
Plus 5% growth ............... 500 525 551 579 
Projected unit sales ............ 10,500 = 11,025 = 11,576 = 12,155 
April May June Quarter 
Projected unit sales ............ 10,500<- 11,025  |1,576~< 
Selling price per unit ........... x $25 x $25 x $25 
Projected sales ................ $262,500 $275,625 $289,400 $827,525 
2. Purchases budget 
April May June Quarter 
Next period's unit sales (part |) .......... 11,025 11,576 12,155 
Ending inventory percent ................ x 80% xX 80% xX 80% 
Desired ending inventory ................ 8,820 9,261 9,724 
Current period’s unit sales (part 1) ........ 10,500 11,025 11,576 
Units to be available ...504.24 40 00k sav mex 19,320 20,286 21,300 
Less beginning inventory ................. 8,400 8,820 9,261 
Units to be purchased .................. 10,920 11,466 12,039 
Budgeted cost per unit .................. x $15 x $15 x $15 
Projected purchases .................... $163,800 $171,990 $180,585 $516,375 














Budgeted cost of goods sold 


April May June Quarter 





This period’s unit sales (part 1) ......... 10,500 11,025 11,576 
Budgeted cost per unit ................ x $15 x $15 x $15 
Projected cost of goods sold ........... $157,500 $165,375 $173,640 $496,515 








Budgeted inventory for June 30 


Units (part 2)......... 9,724 
Cost per unit......... x $I5 
a ET $145,860 
3. Selling expense budget 
April May June Quarter 
Budgeted sales (part 1) ................ $262,500 $275,625 $289,400 $827,525 
Commission percent.................. x 125% Xx 125% X 125% x 12.5% 
Sales COMMISSIONS e 6.65e as sone eons 32,813 34,453 36,175 103,441 
Managensisalanyarerirnt nari rsiiterir 3,500 4,000 4,000 11,500 





Projected selling expenses ............. $ 36,313 $ 38,453 $ 40,175 $114,941 
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4. General and administrative expense budget 















































April EW June Quarter 
Administrative salaries .....4scececeseneecsneene $ 8,000 $ 8,000 $ 8,000 $24,000 
Depreciation: sc caccteawasanornd cumaweteaseewes 5,000 5,000 5,000 15,000 
Interest on long-term note 
payable (0.9% X $200,000).................... 1,800 1,800 1,800 5,400 
Rrojectediexpensesiyscy-cv-mis-incuicameite sierra sine $14,800 $14,800 $14,800 $44,400 
5. Expected cash receipts from customers 
April EW June Quarter 
Budgeted sales (part 1) .......... ccc cece eee ee eee $262,500 $275,625 $289,400 
Ending accounts receivable (70%) ................ $183,750 $192,938 $202,580 
Cash receipts 
Cash sales (30% of budgeted sales) ............. $ 78,750 $ 82,687 $ 86,820 $248,257 
Collections of prior month’s receivables ......... 175,000 183,750 192,938 551,688 
Total cash to be collected....................00. $253,750 $266,437 $279,758 $799,945 
6. Expected cash payments to suppliers 
April May June Quarter 
Cash payments (equal to prior month’s 
puikchases)iee tay E E E $156,000 $163,800 $171,990 $491,790 
Expected June 30 balance of accounts 
payable (June purchases) ...............--.0005 $180,585 
7. Cash budget 
April May June 
Beginning cash balance ..................... $ 50,000 $ 89,517 $ 50,000 
Gashineceiptsi (part 5) m a tritici 253,750 266,437 279,758 
Total cash available ...................0004. 303,750 355,954 329,758 
Cash payments 
Payments for merchandise (part 6) ......... 156,000 163,800 171,990 
Sales commissions (part 3) ................ 32,813 34,453 36,175 
Salaries 
Sales (panti3) tis. eee e E enone 3,500 4,000 4,000 
Administrative (part 4) ................. 8,000 8,000 8,000 
Interest on long-term note (part 4) ......... 1,800 1,800 1,800 
Dividends: qasase us ene come a wae wis 100,000 
Equipment purchase ..................05- 55,000 
Interest on short-term notes 
April ($12,000 x 1.0%) ................. 120 
June ($6099 xO) E sees: 6l 
Total cash payments ................0000. 202,233 312,053 277,026 
Preliminary balance ....................0. 101,517 43,901 52,732 
Loan activity 
Additionalilloan ccc nearer eer ea Rasia 6,099 
Loan repayment -oree eee: (12,000) (2,732) 
Ending cash balance ................0000. $ 89,517 $ 50,000 $ 50,000 





Ending short-term notes ................. $ O $ 6099 $ 3,367 
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i WILD WOOD COMPANY 
Budgeted Income Statement 
For Quarter Ended June 30, 2011 
Sales (part Ml). sarees) en Senour Eno ENESEST EN $827,525 
Cost of goods sold (part 2) ................... 496,515 
Gross: profits soa. sete e A eters A E N A ious 331,010 
Operating expenses 
Sales commissions (part 3) .................- $103,441 
Sales salaries (part 3) .................0 000s 11,500 
Administrative salaries (part 4) ............... 24,000 
Depreciation (part 4) ..................0085 15,000 
Interest on long-term note (part 4) ........... 5,400 
Interest on short-term notes (part 7) ......... 181 
Total operating expenses ..................5.. 159,522 
Income before income taxes ............000005 171,488 
Incometaxesi (352) Marcin ai itrrettcesineer tener 60,021 
Netincome a aer e e E new ones cre E E $111,467 
9. WILD WOOD COMPANY 
Budgeted Statement of Retained Earnings 
For Quarter Ended June 30, 2011 
Beginning retained earnings (given)......... $138,000 
Net income (part 8) e ree 111,467 
249,467 
Less cash dividends (given) ............... 100,000 
Ending retained earnings ................. $149,467 
10. 


WILD WOOD COMPANY 


Budgeted Balance Sheet 
June 30, 2011 


Assets 

Gashi(pant 7) cnr eeee erie cr ore rear E 
Accounts receivable (part 5) .................000000 eee 
Inventory (pant 2 eer erent tren rns: 
Hotalicurnentrassetsmernrr terrier E ater 
Equipment (given plus purchase) ....................0.. 
Less accumulated depreciation (given plus expense) ........ 


Motaliassetsicn saraccce senses E A E coment EESE 


Liabilities and Equity 

Accounts payable (part 6) ............. ee cece cece eee 
Short-term notes payable (part 7) .................00005 
Income taxes payable (part 8) .................22e eee 
otalicurrentiliabilities m a reine trer tsi tere 
Long-term note payable (given) .................000000- 
Totaliliabilities ees seoan ene avec scsters ararervavers S 
Commonstock (given) se -erreen aen eee tner tern rere 
Retained earnings (part 9) ............ 00sec eee cece ee 
Motalistockholders equity m ee e errr telery iets aeltritetcter 
Total liabilities and equity ....................0.000000- 


$535,000 
105,000 





$ 50,000 
202,580 
145,860 
398,440 


430,000 





$828,440 


$180,585 
3,367 

_ 60,021 
243,973 

200,000 

443,973 

235,000 

149,467 

384,467 
$828,440 
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APPENDIX 


aÀ 


Production and Manufacturing Budgets 








P Prepare production 
and manufacturing 
budgets. 











EXHIBIT 23A.1 
Production Budget 


EXHIBIT 23A.2 
Direct Materials Budget 


Unlike a merchandising company, a manufacturer must prepare a production budget instead of a mer- 
chandise purchases budget. A production budget, which shows the number of units to be produced each 
month, is similar to merchandise purchases budgets except that the number of units to be purchased each 
month (as shown in Exhibit 23.8) is replaced by the number of units to be manufactured each month. A 
production budget does not show costs; it is always expressed in units of product. Exhibit 23A.1 shows the 
production budget for Toronto Sticks Company (TSC), a manufacturer of hockey sticks. TSC is an ex- 
clusive supplier of hockey sticks to Hockey Den, meaning that TSC uses HD’s budgeted sales figures 
(Exhibit 23.6) to determine its production and manufacturing budgets. 


TSC 
Production Budget 


October 201 I -December 2011 
October November December 




















Next period’s budgeted sales (units) .............. 800 1,400 900 
Ratio of inventory to future sales ................ x 90% x 90% x 90% 
Budgeted ending inventory (units) ............... no 1,260 — ~ 810 
Add budgeted sales for the period (units).......... 1,000 800 1,400 
Required units of available production ............ 1,720 2,060 2,210 
Deduct beginning inventory (units) ............... (900) —> (720) —> (1,260) 
Units to be produced) -e essnsne seai nnega ae 820 1,340 -950 








A manufacturing budget shows the budgeted costs for direct materials, direct labor, and overhead. It 
is based on the budgeted production volume from the production budget. The manufacturing budget for 
most companies consists of three individual budgets: direct materials budget, direct labor budget, and 
overhead budget. Exhibits 23A.2-23A.4 show these three manufacturing budgets for TSC. These budgets 
yield the total expected cost of goods to be manufactured in the budget period. 

The direct materials budget is driven by the budgeted materials needed to satisfy each month’s 
production requirement. To this we must add the desired ending inventory requirements. The desired 
ending inventory of direct materials as shown in Exhibit 23A.2 is 50% of next month’s budgeted materials 
requirements of wood. For instance, in October 2011, an ending inventory of 335 units of material is 
desired (50% of November’s 670 units). The desired ending inventory for December 2011 is 225 units, 
computed from the direct material requirement of 450 units for a production level of 900 units in January 
2012. The total materials requirements are computed by adding the desired ending inventory figures to 
that month’s budgeted production material requirements. For October 2011, the total materials require- 
ment is 745 units (335 + 410). From the total materials requirement, we then subtract the units of 


TSC 
Direct Materials Budget 


October 201 I -December 2011 
October November December 





























Budget production (units) .................... 820 1,340 950 
Materials requirements per unit ............... x 0.5 x 05 x 05 
Materials needed for production (units) ......... 410 670 475 
Add budgeted ending inventory (units) .......... 335s 237/25) — 225 
Total materials requirements (units) ............ 745 907.5 700 
Deduct beginning inventory (units) ............. (205) > (335) | »(237.5) 
Materials to be purchased (units) .............. 540 572.5 462.5 
Māterialiprice per unit oair reee eo eea ster $ 20 $ 20 $ 20 


Total cost of direct materials purchases ......... $10,800 $11,450 $9,250 
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materials available in beginning inventory. For October 2011, the materials available from September 
2011 are computed as 50% of October’s materials requirements to satisfy production, or 205 units (50% 
of 410). Therefore, direct materials purchases in October 2011 are budgeted at 540 units (745 — 205). 
See Exhibit 23A.2. 

TSC’s direct labor budget is shown in Exhibit 23A.3. About 15 minutes of labor time is required to 
produce one unit. Labor is paid at the rate of $12 per hour. Budgeted labor hours are computed by multi- 
plying the budgeted production level for each month by one-quarter (0.25) of an hour. Direct labor cost is 
then computed by multiplying budgeted labor hours by the labor rate of $12 per hour. 


TSC 
Direct Labor Budget 


October 201 | -December 2011 














October November December 
Budgeted production (units) ............... 820 1,340 950 
Labor requirements per unit (hours) ........ x 0.25 x 0.25 x 0.25 
Total labor hours needed ................. 205 335 237.5 
Labor rate (per hour) ................000. $ 12 $ 12 $ 12 
Laboridollars: ee cence E sccm ae $2,460 $4,020 $2,850 


TSC’s factory overhead budget is shown in Exhibit 23A.4. The variable portion of overhead is as- 
signed at the rate of $2.50 per unit of production. The fixed portion stays constant at $1,500 per month. 
The budget in Exhibit 23A.4 is in condensed form; most overhead budgets are more detailed, listing each 
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EXHIBIT 23A.3 
Direct Labor Budget 


overhead cost item. 


TSC 
Factory Overhead Budget 


October 201 | -December 2011 





October 
Budgeted production (units) ............... 820 
Variable factory overhead rate ............. x $2.50 
Budgeted variable overhead ............... 2,050 
Budgeted fixed overhead .................. 1,500 
Budgeted total overhead .................. $3,550 


EXHIBIT 23A.4 
Factory Overhead Budget 


November December 
1,340 950 
x $2.50 x $2.50 
3,350 2,375 
1,500 1,500 
$4850 $3875 





Summary 


C Describe the importance and benefits of budgeting and the 

process of budget administration. Planning is a management 
responsibility of critical importance to business success. Budgeting 
is the process management uses to formalize its plans. Budgeting 
promotes management analysis and focuses its attention on the fu- 
ture. Budgeting also provides a basis for evaluating performance, 
serves as a source of motivation, is a means of coordinating 
activities, and communicates management’s plans and instructions to 
employees. Budgeting is a detailed activity that requires administra- 
tion. At least three aspects are important: budget committee, budget 
reporting, and budget timing. A budget committee oversees the bud- 
get preparation. The budget period pertains to the time period for 
which the budget is prepared such as a year or month. 


C Describe a master budget and the process of preparing it. A 
master budget is a formal overall plan for a company. It consists 

of plans for business operations and capital expenditures, plus the fi- 

nancial results of those activities. The budgeting process begins with a 





sales budget. Based on expected sales volume, companies can budget 
purchases, selling expenses, and administrative expenses. Next, the 
capital expenditures budget is prepared, followed by the cash budget 
and budgeted financial statements. Manufacturers also must budget 
production quantities, materials purchases, labor costs, and overhead. 


A Analyze expense planning using activity-based budgeting. 

Activity-based budgeting requires management to identify ac- 
tivities performed by departments, plan necessary activity levels, 
identify resources required to perform these activities, and budget 
the resources. 


P1 Prepare each component of a master budget and link each 

to the budgeting process. The term master budget refers to a 
collection of individual component budgets. Each component bud- 
get is designed to guide persons responsible for activities covered 
by that component. A master budget must reflect the components of 
a company and their interaction in pursuit of company goals. 
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P2 Link both operating and capital expenditures budgets to 

budgeted financial statements. The operating budgets, capi- 
tal expenditures budget, and cash budget contain much of the infor- 
mation to prepare a budgeted income statement for the budget 
period and a budgeted balance sheet at the end of the budget period. 
Budgeted financial statements show the expected financial conse- 
quences of the planned activities described in the budgets. 


Guidance Answers to Decision Maker and Decision Ethics 


Budget Staffer Your superior’s actions appear unethical because 
she is using private information for personal gain. As a budget staffer, 
you are low in the company’s hierarchical structure and probably un- 
able to confront this superior directly. You should inform an individ- 
ual with a position of authority within the organization about your 
concerns. 


Entrepreneur You must deal with two issues. First, because 
fashions and designs frequently change, you cannot heavily rely on 
previous budgets. As a result, you must carefully analyze the market 
to understand what designs are in vogue. This will help you plan the 
product mix and estimate demand. The second issue is the budgeting 


Guidance Answers to Quick Checks 


1. Major benefits include promoting a focus on the future; provid- 
ing a basis for evaluating performance; providing a source of 
motivation; coordinating the departments of a business; and 
communicating plans and instructions. 

2. The budget committee’s responsibility is to provide guidance to 
ensure that budget figures are realistic and coordinated. 

3. Budget periods usually coincide with accounting periods and 
therefore cover a month, quarter, or a year. Budgets can also be 
prepared for longer time periods, such as five years. 

4. Rolling budgets are budgets that are periodically revised in the 
ongoing process of continuous budgeting. 

5. A master budget is a comprehensive or overall plan for the com- 
pany that is generally expressed in monetary terms. 


b 


7. The master budget includes operating budgets, the capital ex- 
penditures budget, and financial budgets. 
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P3 Prepare production and manufacturing budgets. A 

manufacturer must prepare a production budget instead 
of a purchases budget. A manufacturing budget shows the 
budgeted production costs for direct materials, direct labor, and 
overhead. 


i 


period. An annual sales budget may be unreliable because tastes can 
quickly change. Your best bet might be to prepare monthly and quar- 
terly sales budgets that you continuously monitor and revise. 


Environmental Manager You are unlikely to have data on this 
new position to use in preparing your budget. In this situation, you 
can use activity-based budgeting. This requires developing a list of 
activities to conduct, the resources required to perform these activi- 
ties, and the expenses associated with these resources. You should 
challenge yourself to be absolutely certain that the listed activities 
are necessary and that the listed resources are required. 


8. c; Computed as (60% X 140) + 120 — 50 = 154. 


9. Merchandisers prepare merchandise purchases budgets; manu- 
facturers prepare production and manufacturing budgets. 

10. A just-in-time system keeps the level of inventory to a mini- 
mum and orders merchandise or materials to meet immediate 
sales demand. A safety stock system maintains an inventory that 
is large enough to meet sales demands plus an amount to satisfy 
unexpected sales demands and an amount to cover delayed 
shipments from suppliers. 

11. a 


12. (a) Operating budgets (such as sales, selling expense, and ad- 
ministrative budgets), (b) capital expenditures budget, (c) finan- 
cial budgets: cash budget, budgeted income statement, and 
budgeted balance sheet. 


Key Terms mhhe.com/wildFAP20e 


Activity-based budgeting (ABB) (p. 960) 
Budget (p. 946) 

Budgeted balance sheet (p. 958) 
Budgeted income statement (p. 958) 
Budgeting (p. 946) 

Capital expenditures budget (p. 956) 


Cash budget (p. 956) 


budget (p. 955) 


Master budget (p. 950) 


Continuous budgeting (p. 949) 
General and administrative expense 


Manufacturing budget (p. 966) 


Merchandise purchases budget (p. 953) 
Production budget (p. 966) 

Rolling budgets (p. 949) 

Safety stock (p. 953) 

Sales budget (p. 952) 

Selling expense budget (p. 954) 


Multiple Choice Quiz 





1. 


A 
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Answers on p. 987 


Additional Quiz Questions are available at the book’s Website. 


A plan that reports the units or costs of merchandise to be pur- 
chased by a merchandising company during the budget period 
is called a 

a. Capital expenditures budget. 

b. Cash budget. 

c. Merchandise purchases budget. 

d. Selling expenses budget. 

e. Sales budget. 


. A hardware store has budgeted sales of $36,000 for its power 


tool department in July. Management wants to have $7,000 in 
power tool inventory at the end of July. Its beginning inventory 
of power tools is expected to be $6,000. What is the budgeted 
dollar amount of merchandise purchases? 


a. $36,000 

b. $43,000 

c. $42,000 

d. $35,000 

e. $37,000 

A store has the following budgeted sales for the next five months. 
Mays eSeminars $210,000 
JUNE. arroso rnaar 186,000 
EEE 180,000 
Aügüst asen enses 220,000 
September ........ 240,000 


Cash sales are 25% of total sales and all credit sales are expected 
to be collected in the month following the sale. The total amount 
of cash expected to be received from customers in September is 


Superscript letter A denotes assignments based on Appendix 23A. 


Icon denotes assignments that involve decision making. 
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- $240,000 
- $225,000 
- $ 60,000 
- $165,000 
e. $220,000 


aanroe 


. A plan that shows the expected cash inflows and cash outflows 


during the budget period, including receipts from loans needed 
to maintain a minimum cash balance and repayments of such 
loans, is called 

a. A rolling budget. 

b. An income statement. 

c. A balance sheet. 

d. A cash budget. 

e. An operating budget. 


5.4The following sales are predicted for a company’s next four 


Unit sales . . 


months. 


September October November December 


480 560 600 480 


Each month’s ending inventory of finished goods should be 
30% of the next month’s sales. At September 1, the finished 
goods inventory is 140 units. The budgeted production of units 
for October is 
- 572 units. 
- 560 units. 
- 548 units. 
- 600 units. 
. 180 units. 


onan oe 


Discussion Questions 


1. 


n Identify at least three roles that budgeting plays in helping 
managers control and monitor a business. 


. What two common benchmarks can be used to evaluate actual 


performance? Which of the two is generally more useful? 


- a What is the benefit of continuous budgeting? 
. Identify three usual time horizons for short-term planning and 


budgets. 


- Why should each department participate in preparing its 


own budget? 


5 How does budgeting help management coordinate and 


plan business activities? 


: Why is the sales budget so important to the budgeting 


process? 


- What is a selling expense budget? What is a capital expendi- 


tures budget? 


- Budgeting promotes good decision making by requiring 


managers to conduct 
the 


and by focusing their attention on 








10. 


Nokia prepares a cash budget. What is a cash 
budget? Why must operating budgets and the cap- NOKIA 
ital expenditures budget be prepared before the cash budget? 


114What is the difference between a production budget and a 


12. 


13. 


14. 


manufacturing budget? 

n Would a manager of an Apple retail store partici- 
pate more in budgeting than a manager at the corporate 
offices? Explain. 


Apple 


Does the manager of a Research In Motion dis- RIM 
tribution center participate in long-term budgeting? 
Explain. 

Assume that Palm’s smartphone division is 
charged with preparing a master budget. Identify the 
participants—for example, the sales manager for the sales 
budget—and describe the information each person provides in 
preparing the master budget. 
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QUICK STUDY 


QS 23-1 
Budget motivation C1 
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a connect 
The motivation of employees is one goal of budgeting. Identify three guidelines that organizations should 
follow if budgeting is to serve effectively as a source of motivation for employees. 





QS 23-2 


Budgeting process (1 
= 


Good management includes good budgeting. (1) Explain why the bottom-up approach to budgeting is 
considered a more successful management technique than a top-down approach. (2) Provide an example 
of implementation of the bottom-up approach to budgeting. 





QS 23-3 


Components of a master budget 


(2 


Which one of the following sets of items are all necessary components of the master budget? 
1. Operating budgets, historical income statement, and budgeted balance sheet. 

2. Sales budget, operating budgets, and historical financial budgets. 

3. Operating budgets, financial budgets, and capital expenditures budget. 

4. Prior sales reports, capital expenditures budget, and financial budgets. 





QS 23-4 
Purchases budget P1 


Rockgate Company’s July sales budget calls for sales of $400,000. The store expects to begin July with 
$40,000 of inventory and to end the month with $50,000 of inventory. Gross margin is typically 30% of 
sales. Determine the budgeted cost of merchandise purchases for July. 





QS 23-5 
Computing budgeted 
accounts receivable 


P2 


Treehouse Company anticipates total sales for June and July of $420,000 and $398,000, respectively. 
Cash sales are normally 60% of total sales. Of the credit sales, 10% are collected in the same month as the 
sale, 70% are collected during the first month after the sale, and the remaining 20% are collected in the 
second month. Determine the amount of accounts receivable reported on the company’s budgeted balance 
sheet as of July 31. 





QS 23-6 
Cash budget 


P1 


Use the following information to prepare a cash budget for the month ended on March 31 for Sosa 
Company. The budget should show expected cash receipts and cash disbursements for the month of March 
and the balance expected on March 31. 


Beginning cash balance on March 1, $82,000. 

Cash receipts from sales, $300,000. 

Budgeted cash disbursements for purchases, $120,000. 
Budgeted cash disbursements for salaries, $80,000. 
Other budgeted cash expenses, $55,000. 

Cash repayment of bank loan, $30,000. 


moO ROT D 





QS 23-7 
Activity-based budgeting 


A 


Activity-based budgeting is a budget system based on expected activities. (1) Describe activity-based 
budgeting, and explain its preparation of budgets. (2) How does activity-based budgeting differ from 
traditional budgeting? 





QS 23-84 
Production budget 


P3 


Goldenlock Company manufactures watches and has a JIT policy that ending inventory must equal 20% 
of the next month’s sales. It estimates that October’s actual ending inventory will consist of 95,000 
watches. November and December sales are estimated to be 350,000 and 400,000 watches, respectively. 
Compute the number of watches to be produced that would appear on the company’s production budget 
for the month of November. 





QS 23-94 
Factory overhead budget P3 


Refer to information from QS 23-84. Goldenlock Company assigns variable overhead at the rate of $1.75 
per unit of production. Fixed overhead equals $5,000,000 per month. Prepare a factory overhead budget 
for November. 





QS 23-10 
Sales budget P1 


Turks sells miniature digital cameras for $400 each. 900 units were sold in May, and it forecasts 5% 
growth in unit sales each month. Determine (a) the number of camera sales and (b) the dollar amount of 
camera sales for the month of June. 
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Refer to information from QS 23-10. Turks pays a sales manager a monthly salary of $4,000 and a 
commission of 10% of camera sales (in dollars). Prepare a selling expense budget for the month of June. 


QS 23-11 


Selling expense budget P1 





Refer to information from QS 23-10. Assume 20% of Turks’s sales are for cash. The remaining 80% are 
credit sales; these customers pay in the month following the sale. Compute the budgeted cash receipts for 
June. 


QS 23-12 
Cash budget P1 





Following are selected accounts for a company. For each account, indicate whether it will appear on a 
budgeted income statement (BIS) or a budgeted balance sheet (BBS). If an item will not appear on either 


QS 23-13 


Budgeted financial statements 





budgeted financial statement, label it NA. P? 
SHIES ooo soscvapubosauccvavagcexe Interest paid on bank loan ......... 
Administrative salaries paid......... Cash dividends paid............... 
Accumulated depreciation.......... Bank loan owed...............--- 
Depreciation expense .............. Cost of goods sold................ 
The Candy Shoppe reports the following sales forecast: August, $110,000; September, $120,000. Cash QS 23-14 


sales are normally 25% of total sales and all credit sales are expected to be collected in the month following 
the date of sale. Prepare a schedule of cash receipts for September. 


Cash receipts P1 





Zen Den reports the following sales forecast: September, $25,000; October, $36,000; and November, 
$30,000. All sales are on account. Collections of credit sales are received as follows: 15% in the month of 
sale, 60% in the first month after sale, 20% in the second month after sale, and 5% is uncollectible. 
Prepare a schedule of cash receipts for November. 


QS 23-15 
Cash receipts P1 





T-Mart purchased $100,000 of merchandise in August and expects to purchase $120,000 in September. 
Merchandise purchases are paid as follows: 25% in the month of purchase and 75% in the following 
month. Compute cash disbursements for merchandise for September. 


QS 23-16 
Cash disbursements for 
merchandise P1 





Jam Co. forecasts merchandise purchases of $11,600 in January, $11,800 in February, and $15,400 in 
March; 40% of purchases are paid in the month of purchase and 60% are paid in the following month. At 
December 31 of the prior year, the balance of Accounts Payable (for December purchases) is $8,000. 
Prepare a schedule of cash disbursements for merchandise for each of the months of January, February, 
and March. 


QS 23-17 
Cash disbursements for 
merchandise 


P1 





Splinter Company forecasts sales of 6,000 units for April. Beginning inventory is 1,000 units. The desired 
ending inventory is 30% higher than the beginning inventory. How many units should Splinter purchase in 
April? 


QS 23-18 


Computing purchases 


P1 





Li Company forecasts unit sales of 640,000 in April, 720,000 in May, 780,000 in June, and 620,000 in 
July. Beginning inventory on April 1 is 192,000 units, and the company wants to have 30% of next month’s 
sales in inventory at the end of each month. Prepare a merchandise purchases budget for the months of 
April, May, and June. 


QS 23-19 
Computing purchases 


P1 





Kyoto, Inc. predicts the following sales in units for the coming three months: 


May June July 


Sales in units ........ 280 300 240 


Each month’s ending inventory of finished units should be 60% of the next month’s sales. The April 30 
finished goods inventory is 168 units. Compute Kyoto’s budgeted production (in units) for May. 


QS 23-204 
Production budget 


P3 





Zyton Corp. budgets production of 292 units in January and 264 units in February. Each finished unit 
requires five pounds of raw material Z, which costs $6 per pound. Each month’s ending inventory of raw 
materials should be 30% of the following month’s budgeted production. The January | raw materials 
inventory has 438 pounds of Z. Prepare a direct materials budget for January. 


QS 23-214 
Direct materials budget 


P3 
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QS 23-224 
Direct labor budget P3 


Tek Co. plans to produce 620 units in July. Each unit requires two hours of direct labor. The direct labor 
rate is $16 per hour. Prepare a direct labor budget for July. 





QS 23-23 
Sales budget P1 


Shay, Inc., is preparing its master budget for the quarter ending March 31. It sells a single product for $25 
per unit. Budgeted sales for the next four months follow. Prepare a sales budget for the months of January, 
February, and March. 

January February March April 


Sales in units ........ 1,200 1,000 1,600 1,400 





QS 23-24 
Cash receipts budget P1 


Refer to information in QS 23-23. In addition, sales are 40% cash and 60% on credit. All credit sales are 
collected in the month following the sale. The January 1 balance in accounts receivable is $10,000. Prepare 
a schedule of budgeted cash receipts for January, February, and March. 





QS 23-25 
Selling expense budget P1 


Refer to information in QS 23-23. In addition, sales commissions are 10% of sales and the company pays 
a sales manager a salary of $5,000 per month. Sales commissions and salaries are paid in the month 
incurred. Prepare a selling expense budget for January, February, and March. 





QS 23-26 
Budgeted loan activity 


P1 


Mink Company is preparing a cash budget for February. The company has $30,000 cash at the beginning 
of February and anticipates $75,000 in cash receipts and $96,250 in cash disbursements during February. 
What amount, if any, must the company borrow during February to maintain a $10,000 cash balance? The 
company has no loans outstanding on February 1. 





QS 23-27 
Operating budgets 


"Ð 


EXERCISES 


Exercise 23-1 
Preparation of merchandise 
purchases budgets (for 
three periods) 


P1 


Royal Phillips Electronics of the Netherlands reports sales of €23,200 million for a recent year. Assume 
that the company expects sales growth of 3 percent for the next year. Also assume that selling expenses are 
typically 20 percent of sales, while general and administrative expenses are 4 percent of sales. 


Required 
1. Compute budgeted sales for the next year. 


2. Assume budgeted sales for next year is €24,000 million, and then compute budgeted selling expenses 
and budgeted general and administrative expenses for the next year. Round amounts to one decimal. 


connect 
Formworks Company prepares monthly budgets. The current budget plans for a September ending inven- 
tory of 15,000 units. Company policy is to end each month with merchandise inventory equal to a specified 
percent of budgeted sales for the following month. Budgeted sales and merchandise purchases for the three 
most recent months follow. (1) Prepare the merchandise purchases budget for the months of July, August, 
and September. (2) Compute the ratio of ending inventory to the next month’s sales for each budget pre- 
pared in part 1. (3) How many units are budgeted for sale in October? 


Sales (Units) Purchases (Units) 


uenee ans 120,000 138,000 
AUSUSE2: o aeoe ea 210,000 204,000 
September ........ 180,000 159,000 





Exercise 23-2 
Preparation of cash budgets (for 
three periods) 


P1 


Kasik Co. budgeted the following cash receipts and cash disbursements for the first three months of next 


year. 
Cash Receipts Cash Disbursements 


aNUARY n ea a $500,000 $450,000 
February......... 300,000 250,000 
Marchien ereen 400,000 500,000 
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According to a credit agreement with the company’s bank, Kasik promises to have a minimum cash balance 
of $30,000 at each month-end. In return, the bank has agreed that the company can borrow up to $150,000 
at an annual interest rate of 12%, paid on the last day of each month. The interest is computed based on the 
beginning balance of the loan for the month. The company has a cash balance of $30,000 and a loan bal- 
ance of $60,000 at January 1. Prepare monthly cash budgets for each of the first three months of next year. 


973 


Check January ending cash 
balance, $30,000 





Use the following information to prepare the July cash budget for Sanchez Co. It should show expected 
cash receipts and cash disbursements for the month and the cash balance expected on July 31. 


a. Beginning cash balance on July 1: $50,000. 

b. Cash receipts from sales: 30% is collected in the month of sale, 50% in the next month, and 20% in the 
second month after sale (uncollectible accounts are negligible and can be ignored). Sales amounts are: 
May (actual), $1,720,000; June (actual), $1,200,000; and July (budgeted), $1,400,000. 

Payments on merchandise purchases: 60% in the month of purchase and 40% in the month following 
purchase. Purchases amounts are: June (actual), $430,000; and July (budgeted), $600,000. 


Budgeted cash disbursements for salaries in July: $211,000. 


9 


Budgeted depreciation expense for July: $12,000. 
Other cash expenses budgeted for July: $150,000. 
Accrued income taxes due in July: $80,000. 
Bank loan interest due in July: $6,600. 


TO maona 


Exercise 23-3 
Preparation of a cash budget 


P1 


Check Ending cash balance, 
$434,400 





Use the information in Exercise 23-3 and the following additional information to prepare a budgeted in- 
come statement for the month of July and a budgeted balance sheet for July 31. 


a. Cost of goods sold is 44% of sales. 

b. Inventory at the end of June is $80,000 and at the end of July is $64,000. 

c. Salaries payable on June 30 are $50,000 and are expected to be $40,000 on July 31. 
d 


- The equipment account balance is $1,600,000 on July 31. On June 30, the accumulated depreciation 
on equipment is $280,000. 


® 


The $6,600 cash payment of interest represents the 1% monthly expense on a bank loan of $660,000. 


aad 


Income taxes payable on July 31 are $124,320, and the income tax rate applicable to the company is 
30%. 

g. The only other balance sheet accounts are: Common Stock, with a balance of $600,000 on June 30; 
and Retained Earnings, with a balance of $1,072,000 on June 30. 


Exercise 23-4 
Preparing a budgeted income 
statement and balance sheet 


P2 


Check Net income, $290,080; Total 
assets, $3,026,400 





Powerdyne Company’s cost of goods sold is consistently 60% of sales. The company plans to carry ending 
merchandise inventory for each month equal to 40% of the next month’s budgeted cost of good sold. All 
merchandise is purchased on credit, and 50% of the purchases made during a month is paid for in that 
month. Another 35% is paid for during the first month after purchase, and the remaining 15% is paid for 
during the second month after purchase. Expected unit sales are: August (actual), 150,000; September (ac- 
tual), 350,000; October (estimated), 200,000; November (estimated), 300,000. Use this information to de- 
termine October’s expected cash payments for purchases. (Hint: Use the layout of Exhibit 23.8, but revised 
for the facts given here.) 


Exercise 23-5 
Computing budgeted cash 
payments for purchases 


P1 


Check Budgeted purchases: 
August, $138,000; October, $144,000 





Sand Dollar Company purchases all merchandise on credit. It recently budgeted the following month-end 
accounts payable balances and merchandise inventory balances. Cash payments on accounts payable dur- 
ing each month are expected to be: May, $1,300,000; June, $1,450,000; July, $1,350,000; and August, 
$1,400,000. Use the available information to compute the budgeted amounts of (1) merchandise purchases 
for June, July, and August and (2) cost of goods sold for June, July, and August. 


Accounts Payable Merchandise Inventory 


Mya rere te $120,000 $250,000 
June SOR centr. 170,000 400,000 
July 23: Riera eenrce 200,000 300,000 
August 31......... 160,000 330,000 


Exercise 23-6 
Computing budgeted purchases 
and costs of goods sold 


P1 


Check June purchases, 
$1,500,000; June cost of goods sold, 
$1,350,000 
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Exercise 23-7 

Computing budgeted accounts 
payable and purchases—sales 
forecast in dollars 


P1 P2 


Check July purchases, $199,500; 
Sept. payments on accts. pay., 
$183,225 


Sound Check, a merchandising company specializing in home computer speakers, budgets its monthly cost 
of goods sold to equal 70% of sales. Its inventory policy calls for ending inventory in each month to equal 
25% of the next month’s budgeted cost of goods sold. All purchases are on credit, and 20% of the purchases 
in a month is paid for in the same month. Another 50% is paid for during the first month after purchase, and 
the remaining 30% is paid for in the second month after purchase. The following sales budgets are set: 
July, $300,000; August, $240,000; September, $270,000; October, $240,000; and November, $210,000. 
Compute the following: (1) budgeted merchandise purchases for July, August, September, and October; 
(2) budgeted payments on accounts payable for September and October; and (3) budgeted ending balances 
of accounts payable for September and October. (Hint: For part 1, refer to Exhibits 23.7 and 23.8 for 
guidance, but note that budgeted sales are in dollars for this assignment.) 





Exercise 23-8^ 
Preparing production budgets 
(for two periods) P3 


Check Second quarter production, 
240,000 units 


Nascar Company manufactures an innovative automobile transmission for electric cars. Management pre- 
dicts that ending inventory for the first quarter will be 37,500 units. The following unit sales of the trans- 
missions are expected during the rest of the year: second quarter, 225,000 units; third quarter, 262,500 
units; and fourth quarter, 237,500 units. Company policy calls for the ending inventory of a quarter to equal 
20% of the next quarter’s budgeted sales. Prepare a production budget for both the second and third quar- 
ters that shows the number of transmissions to manufacture. 





Exercise 23-94 
Direct materials budget 


P3 


Refer to information from Exercise 23-84. Each transmission requires 0.60 pounds of a key raw material. 
Nascar Company aims to end each quarter with an ending inventory of direct materials equal to 50% of 
next quarter’s budgeted materials requirements. Direct materials cost $175 per unit. Prepare a direct 
materials budget for the second quarter. 





Exercise 23-104 
Direct labor budget P3 


Refer to information from Exercise 23-8“. Each transmission requires 4 direct labor hours, at a cost of 
$9 per hour. Prepare a direct labor budget for the second quarter. 





Exercise 23-11 
Budgeted cash disbursements 


P1 


Jake Company reports the following: 


July August September 
Sales nen eenen $24,000 $32,000 $36,000 
Purchases........ 14,400 19,200 21,600 


Payments for purchases are made in the month after purchase. Selling expenses are 15% of sales, adminis- 
trative expenses are 10% of sales, and both are paid in the month of sale. Rent expense of $2,400 is paid 
monthly. Depreciation expense is $1,300 per month. Prepare a schedule of budgeted cash disbursements for 
August and September. 





Exercise 23-12 
Budgeted cash receipts 


P1 


Emily Company has sales on account and for cash. Specifically, 60% of its sales are on account and 40% 
are for cash. Credit sales are collected in full in the month following the sale. The company forecasts sales 
of $525,000 for April, $535,000 for May, and $560,000 for June. The beginning balance of Accounts Re- 
ceivable is $300,000 on April 1. Prepare a schedule of budgeted cash receipts for April, May, and June. 





Exercise 23-13 
Cash budget 


P1 


Kaizen Corp. requires a minimum $8,000 cash balance. If necessary, loans are taken to meet this requirement 
at a cost of 1% interest per month (paid monthly). Any excess cash is used to repay loans at month-end. The 
cash balance on July 1 is $8,400 and the company has no outstanding loans. Forecasted cash receipts (other 
than for loans received) and forecasted cash payments (other than for loan or interest payments) are: 
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July August September 


Cash receipts ............. $24,000 $32,000 $40,000 
Cash disbursements ........ 28,000 30,000 32,000 


Prepare a cash budget for July, August, and September. Round interest payments to the nearest whole dollar. 
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Fabrice Corp. requires a minimum $6,000 cash balance. If necessary, loans are taken to meet this require- Exercise 23-14 
ment at a cost of 1% interest per month (paid monthly). Any excess cash is used to repay loans at month- Cash budget 

end. The cash balance on October 1 is $6,000 and the company has an outstanding loan of $2,000. py 

Forecasted cash receipts (other than for loans received) and forecasted cash payments (other than for loan 

or interest payments) follow. Prepare a cash budget for October, November, and December. Round interest 

payments to the nearest whole dollar. 


October November December 


Cash receipts.............. $22,000 $16,000 $20,000 
Cash disbursements ........ 24,000 15,000 16,000 





Cambridge, Inc. is preparing its master budget for the quarter ended June 30. Budgeted sales and cash pay- Exercise 23-15 


ments for merchandise for the next three months follow: Cash budget 
P1 
April May June 
Budgeted sales.................00. $32,000 $40,000 $24,000 
Budgeted cash payments for 
merchandiser. errero eenean en 20,200 16,800 17,200 


Sales are 60% cash and 40% on credit. All credit sales are collected in the month following the sale. The 
March 30 balance sheet includes balances of $12,000 in cash, $12,000 in accounts receivable, $11,000 in 
accounts payable, and a $2,000 balance in loans payable. A minimum cash balance of $12,000 is required. 
Loans are obtained at the end of any month when a cash shortage occurs. Interest is 1% per month based on 
the beginning of the month loan balance and is paid at each month-end. If an excess balance of cash exists, 
loans are repaid at the end of the month. Operating expenses are paid in the month incurred and consist of 
sales commissions (10% of sales), shipping (3% of sales), office salaries ($3,000 per month) and rent 
($5,000 per month). Prepare a cash budget for each of the months of April, May, and June (round all dollar 
amounts to the nearest whole dollar). 





Kool-Ray is preparing its master budget for the quarter ended September 30. Budgeted sales and cash pay- Exercise 23-16 


ments for merchandise for the next three months follow: Cash budget 
P1 
July August September 
Budgeted sales.................00. $64,000 $80,000 $48,000 
Budgeted cash payments for 
merchandise: -seo ceacucces sauces 40,400 33,600 34,400 


Sales are 20% cash and 80% on credit. All credit sales are collected in the month following the sale. The 
June 30 balance sheet includes balances of $12,000 in cash; $45,000 in accounts receivable; $4,500 in 
accounts payable; and a $2,000 balance in loans payable. A minimum cash balance of $12,000 is re- 
quired. Loans are obtained at the end of any month when a cash shortage occurs. Interest is 1% per 
month based on the beginning of the month loan balance and is paid at each month-end. If an excess bal- 
ance of cash exists, loans are repaid at the end of the month. Operating expenses are paid in the month 
incurred and consist of sales commissions (10% of sales), office salaries ($4,000 per month), and rent 
($6,500 per month). (1) Prepare a cash receipts budget for July, August, and September. (2) Prepare a cash 
budget for each of the months of July, August, and September. (Round all dollar amounts to the nearest 
whole dollar.) 
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Exercise 23-17 The following information is available for Zhao Company: 
Budgeted balance sheet a. The cash budget for March shows an ending bank loan of $10,000 and an ending cash balance of 
P2 $48,000. 


b. The sales budget for March indicates sales of $120,000. Accounts receivable are expected to be 70% 
of the current-month sales. 

c. The merchandise purchases budget indicates that $89,000 in merchandise will be purchased on ac- 
count in March. Purchases on account are paid 100% in the month following the purchase. Ending 
inventory for March is predicted to be 600 units at a cost of $35 each. 

d. The budgeted income statement for March shows net income of $48,000. Depreciation expense of 
$1,000 and $26,000 in income tax expense were used in computing net income for March. Accrued 
taxes will be paid in April. 

e. The balance sheet for February shows equipment of $84,000 with accumulated depreciation of 
$30,000, common stock of $25,000, and ending retained earnings of $8,000. There are no changes 
budgeted in the equipment or common stock accounts. 


Prepare a budgeted balance sheet for March. 





Exercise 23-18 Zulu, Inc., is preparing its master budget for the first quarter. The company sells a single product at a price 
Budgeted income statement of $25 per unit. Sales (in units) are forecasted at 40,000 for January, 60,000 for February, and 50,000 for 
P? March. Cost of goods sold is $14 per unit. Other expense information for the first quarter follows. Prepare 


a budgeted income statement for this first quarter. 





Commissions ......... 10% of sales 

Ret e e ESEA $20,000 per month 

Advertising m 15% of sales 

Office salaries ........ $75,000 per month 

Depreciation ......... $50,000 per month 

Interest rent 15% annually on a $250,000 note payable 

Max rate ae errs 40% 
Exercise 23-194 The production budget for Zink Company shows units to be produced as follows: July, 620; August, 680; 
Direct labor budget September, 540. Each unit produced requires two hours of direct labor. The direct labor rate is currently $16 
P3 per hour but is predicted to be $16.75 per hour in September. Prepare a direct labor budget for the months 


July, August, and September. 





Exercise 23-204 Rad Co. provides the following sales forecast for the next four months: 

Production budget 

P3 April May June July 
Sales (units) ........ 500 580 530 600 


The company wants to end each month with ending finished goods inventory equal to 20% of next month’s 
sales. Finished goods inventory on April 1 is 174 units. Assume July’s budgeted production is 540 units. 
Prepare a production budget for the months of April, May, and June. 





Exercise 23-214 Refer to the information in Exercise 23-20. In addition, assume each finished unit requires five pounds of 
Direct materials budget raw materials and the company wants to end each month with raw materials inventory equal to 30% of next 
P3 month’s production needs. Beginning raw materials inventory for April was 663 pounds. 


Prepare a direct materials budget for April, May, and June. 
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Match the definitions 1 through 9 with the term or phrase a through i. 
A. Master budget 


B. General and administrative 
expense budget 





1. A plan that shows the units or costs of merchandise to be 
purchased by a merchandising company during the budget 
period. 














C. Budget 2. An accounting report that presents predicted amounts of 
D. Safety stock the company’s assets, liabilities, and equity balances at the 
: end of the budget period. 

E. Budgeted income statement : . 

F. Budgeted balance sheet 3. A plan showing the units of goods to be sold and the sales to 
` 8 be derived; the usual starting point in the budgeting process. 

G- Sales budget 4. An accounting report that presents predicted amounts of the 

H. Cash budget company’s revenues and expenses for the budgeting period. 
I. Merchandise purchases 5. A quantity of inventory or materials over the minimum to 

budget reduce the risk of running short. 


6. A comprehensive business plan that includes specific plans 
for expected sales, the units of product to be produced, the 
merchandise or materials to be purchased, the expenses to 
be incurred, the long-term assets to be purchased, and the 
amounts of cash to be borrowed or loans to be repaid, as 
well as a budgeted income statement and balance sheet. 





7. A formal statement of a company’s future plans, usually 
expressed in monetary terms. 





8. A plan that shows predicted operating expenses not in- 
cluded in the selling expenses budget. 





9. A plan that shows the expected cash inflows and cash out- 
flows during the budget period, including receipts from 
any loans needed to maintain a minimum cash balance and 
repayments of such loans. 





Exercise 23-22 
Master budget definitions 


(2 





Participatory budgeting can sometimes lead to negative consequences. Identify three potential negative 
outcomes that can arise from participatory budgeting. 


Exercise 23-23 
Budget consequences (1 





Kirk Co. CPA is preparing activity-based budgets for 2011. The partners expect the firm to generate billable 
hours for the year as follows: 


Data entry ......... 1,100 hours 
Auditing eee 2,400 hours 
TAE oat ee 2,150 hours 
Consulting ......... 375 hours 


The company pays $8 per hour to data-entry clerks, $40 per hour to audit personnel, $50 per hour to tax 
personnel, and $50 per hour to consulting personnel. Prepare a schedule of budgeted labor costs for 2011 
using activity-based budgeting. 


connect 

Pinsetter’s Supply is a merchandiser of three different products. The company’s February 28 inventories 
are footwear, 15,500 units; sports equipment, 70,000 units; and apparel, 40,000 units. Management be- 
lieves that excessive inventories have accumulated for all three products. As a result, a new policy dictates 


that ending inventory in any month should equal 40% of the expected unit sales for the following month. 
Expected sales in units for March, April, May, and June follow. 


Budgeted Sales in Units 





March April May June 
Footwear .2 sect asain 10,000 20,000 30,000 33,000 
Sports equipment ........ 66,000 85,000 90,000 80,000 
Apparel iacccaas ses oneness 36,000 30,000 30,000 18,000 


Exercise 23-24 
Activity-based budgeting 


Al 


PROBLEM SETA 


Problem 23-1A 
Preparation and analysis of 
merchandise purchases budgets 


(2 PI 
eXcel 


mhhe.com/wildFAP20e 
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Check (|) March budgeted 
purchases Footwear, 2,500; Sports 
equip., 30,000; Apparel, 8,000 
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Required 

1. Prepare a merchandise purchases budget (in units) for each product for each of the months of March, 
April, and May. 

Analysis Component 


2. The purchases budgets in part 1 should reflect fewer purchases of all three products in March com- 
pared to those in April and May. What factor caused fewer purchases to be planned? Suggest business 
conditions that would cause this factor to both occur and impact the company in this way. 





Problem 23-2A 
Preparation of cash budgets 
(for three periods) 


(2 P 
eXcel 


mhhe.com/wildFAP20e 


Check Budgeted cash balance: 
September, $53,000; October, 
$44,000; November, $34,800 


During the last week of August, Apache Arts Company’s owner approaches the bank for an $80,000 loan 
to be made on September 2 and repaid on November 30 with annual interest of 12%, for an interest cost 
of $2,400. The owner plans to increase the store’s inventory by $60,000 during September and needs the 
loan to pay for inventory acquisitions. The bank’s loan officer needs more information about Apache Arts’ 
ability to repay the loan and asks the owner to forecast the store’s November 30 cash position. On 
September 1, Apache Arts is expected to have a $3,000 cash balance, $135,000 of accounts receivable, and 
$100,000 of accounts payable. Its budgeted sales, merchandise purchases, and various cash disbursements 
for the next three months follow. 





x 
Zo- A- 
November 
$380,000 
220,000 
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Budgeted Figures* September October 


$300,000 
180,000 








Merchandise purchases .............. 
Cash disbursements 

Payroll 17,000 18,000 

is 6,000 6,000 

Other cash expenses ae 7,000 

Repayment of bank loan ......... 80,000 

Interest on the bank loan ......... 2,400 
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* Operations began in August; August sales were $180,000 and purchases were $100,000. 


The budgeted September merchandise purchases include the inventory increase. All sales are on account. The 
company predicts that 25% of credit sales is collected in the month of the sale, 45% in the month following 
the sale, 20% in the second month, 9% in the third, and the remainder is uncollectible. Applying these percents 
to the August credit sales, for example, shows that $81,000 of the $180,000 will be collected in September, 
$36,000 in October, and $16,200 in November. All merchandise is purchased on credit; 80% of the balance is 
paid in the month following a purchase, and the remaining 20% is paid in the second month. For example, of 
the $100,000 August purchases, $80,000 will be paid in September and $20,000 in October. 


Required 


Prepare a cash budget for September, October, and November for Apache Arts Company. Show supporting 
calculations as needed. 





Problem 23-3A 
Preparation and analysis of 
cash budgets with supporting 
inventory and purchases 
budgets 


(2 A 


Abacus Company sells its product for $125 per unit. Its actual and projected sales follow. 


Units Dollars 


April (actual) ............. 8,000 $1,000,000 
May (actual) .............. 4,000 500,000 
June (budgeted) ........... 12,000 1,500,000 
July (budgeted)............ 6,000 750,000 
August (budgeted) ......... 7,600 950,000 


All sales are on credit. Recent experience shows that 20% of credit sales is collected in the month of 
the sale, 30% in the month after the sale, 48% in the second month after the sale, and 2% proves to be 
uncollectible. The product’s purchase price is $100 per unit. All purchases are payable within 12 days. 
Thus, 60% of purchases made in a month is paid in that month and the other 40% is paid in the next 
month. The company has a policy to maintain an ending monthly inventory of 25% of the next month’s 
unit sales plus a safety stock of 100 units. The April 30 and May 31 actual inventory levels are 
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consistent with this policy. Selling and administrative expenses for the year are $1,200,000 and are 
paid evenly throughout the year in cash. The company’s minimum cash balance at month-end is 
$60,000. This minimum is maintained, if necessary, by borrowing cash from the bank. If the balance 
exceeds $60,000, the company repays as much of the loan as it can without going below the minimum. 
This type of loan carries an annual 9% interest rate. On May 31, the loan balance is $32,000, and the 
company’s cash balance is $60,000. 


Required 
1. Prepare a table that shows the computation of cash collections of its credit sales (accounts receivable) 
in each of the months of June and July. 


2. Prepare a table that shows the computation of budgeted ending inventories (in units) for April, May, 
June, and July. 


3. Prepare the merchandise purchases budget for May, June, and July. Report calculations in units and 
then show the dollar amount of purchases for each month. 


A 


Prepare a table showing the computation of cash payments on product purchases for June and July. 


5. Prepare a cash budget for June and July, including any loan activity and interest expense. Compute the 
loan balance at the end of each month. 


Analysis Component 


6. Refer to your answer to part 5. Abacus’s cash budget indicates the company will need to borrow more 
than $40,000 in June and will need to borrow $60,000 in July. Suggest some reasons that knowing this 
information in May would be helpful to management. 
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Check (1) Cash collections: June, 
$930,000; July, $840,000 


(3) Budgeted purchases: 
May, $600,000; June, $1,050,000 


(5) Budgeted ending loan 
balance: June, $72,240; July, 
$136,782 





Lilliput, a one-product mail-order firm, buys its product for $60 per unit and sells it for $130 per unit. The 
sales staff receives a 10% commission on the sale of each unit. Its December income statement follows. 


LILLIPUT COMPANY 


Income Statement 
For Month Ended December 31,2011 





Sales a R S RA $1,300,000 
Cost of goods sold ............... 600,000 
Grossiprofit! 5 aj oae a sree oe 700,000 
Expenses 
Sales commissions (10%) ........ 130,000 
Advertising: oorenre eese eaae 200,000 
Storeirent. a aer ae a AN 24,000 
Administrative salaries .......... 40,000 
Depreciation ................0. 50,000 
Other expenses ............... 12,000 
Total expenses ................. 456,000 
Net income 5. cic eree enrere ne aner $ 244,000 


Management expects December’s results to be repeated in January, February, and March of 2012 without 
any changes in strategy. Management, however, has an alternative plan. It believes that unit sales will in- 
crease at a rate of 10% each month for the next three months (beginning with January) if the item’s selling 
price is reduced to $115 per unit and advertising expenses are increased by 25% and remain at that level 
for all three months. The cost of its product will remain at $60 per unit, the sales staff will continue to earn 
a 10% commission, and the remaining expenses will stay the same. 


Required 


1. Prepare budgeted income statements for each of the months of January, February, and March that show 
the expected results from implementing the proposed changes. Use a three-column format, with one 
column for each month. 


Analysis Component 


2. Use the budgeted income statements from part 1 to recommend whether management should 
implement the proposed changes. Explain. 


Problem 23-4A 
Preparation and analysis of 
budgeted income statements 


(2 : A 


Check (1) Budgeted net income: 
January, $102,500; February, 
$150,350; March, $202,985 
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Problem 23-5A 
Preparation of a complete 
master budget 


(2 Pi P2 


Near the end of 2011, the management of Simid Sports Co., a merchandising company, prepared the fol- 
lowing estimated balance sheet for December 31, 2011. 


SIMID SPORTS COMPANY 


Estimated Balance Sheet 
December 31, 2011 








Assets 
Casha Garces cine sievsaisise oreo E GE $ 18,000 
Accounts receivable ..............005 262,500 
Inventory ae eer er enn Rect 75,000 
Total current assets..............0005 355,500 
Equipment evar errta reciente tie $270,000 
Less accumulated depreciation......... 33,750 236,250 
Totallassets site cise e enee aee $591,750 
Liabilities and Equity 
Accounts payable ................... $180,000 
Bank loan payable ................... 7,500 
Taxes payable (due 3/15/2012) ......... 45,000 
Tøotalliabilities seca doe we wee ene wares $232,500 
Commonistock Gy aay oceans 236,250 
Retained earnings ................... 123,000 
Total stockholders’ equity ............ 359,250 
Total liabilities and equity ............. $591,750 





To prepare a master budget for January, February, and March of 2012, management gathers the following 
information. 


Simid Sports’ single product is purchased for $30 per unit and resold for $55 per unit. The expected 
inventory level of 2,500 units on December 31, 2011, is more than management’s desired level for 
2012, which is 20% of the next month’s expected sales (in units). Expected sales are: January, 3,500 
units; February, 4,500 units; March, 5,500 units; and April, 5,000 units. 


. Cash sales and credit sales represent 25% and 75%, respectively, of total sales. Of the credit sales, 


60% is collected in the first month after the month of sale and 40% in the second month after 
the month of sale. For the December 31, 2011, accounts receivable balance, $62,500 is collected in 
January and the remaining $200,000 is collected in February. 


. Merchandise purchases are paid for as follows: 20% in the first month after the month of purchase and 


80% in the second month after the month of purchase. For the December 31, 2011, accounts payable 
balance, $40,000 is paid in January and the remaining $140,000 is paid in February. 


- Sales commissions equal to 20% of sales are paid each month. Sales salaries (excluding commissions) 


are $30,000 per year. 


. General and administrative salaries are $72,000 per year. Maintenance expense equals $1,000 per 


month and is paid in cash. 

Equipment reported in the December 31, 2011, balance sheet was purchased in January 2011. It is be- 
ing depreciated over eight years under the straight-line method with no salvage value. The following 
amounts for new equipment purchases are planned in the coming quarter: January, $18,000; February, 
$48,000; and March, $14,400. This equipment will be depreciated under the straight-line method over 
eight years with no salvage value. A full month’s depreciation is taken for the month in which equip- 
ment is purchased. 


. The company plans to acquire land at the end of March at a cost of $75,000, which will be paid with 


cash on the last day of the month. 


. Simid Sports has a working arrangement with its bank to obtain additional loans as needed. The inter- 


est rate is 12% per year, and interest is paid at each month-end based on the beginning balance. Partial 
or full payments on these loans can be made on the last day of the month. The company has agreed to 
maintain a minimum ending cash balance of $12,500 in each month. 


. The income tax rate for the company is 40%. Income taxes on the first quarter’s income will not be 


paid until April 15. 
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Required 

Prepare a master budget for each of the first three months of 2012; include the following component 
budgets (show supporting calculations as needed, and round amounts to the nearest dollar): 
Monthly sales budgets (showing both budgeted unit sales and dollar sales). 

Monthly merchandise purchases budgets. 

Monthly selling expense budgets. 

Monthly general and administrative expense budgets. 

Monthly capital expenditures budgets. 

Monthly cash budgets. 

Budgeted income statement for the entire first quarter (not for each month). 

Budgeted balance sheet as of March 31, 2012. 
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Check (2) Budgeted purchases: 

January, $57000; February, $141,000 
(3) Budgeted selling expenses: 

January, $41,000; February, $52,000 


(6) Ending cash bal.: January, 
$15,050; February, $105,150 


(8) Budgeted total assets at 
March 31, $784,325 





Diamond Slope Company produces snow skis. Each ski requires 2 pounds of carbon fiber. The company’s 
management predicts that 7,000 skis and 10,000 pounds of carbon fiber will be in inventory on June 30 of 
the current year and that 120,000 skis will be sold during the next (third) quarter. Management wants to 
end the third quarter with 4,000 skis and 5,000 pounds of carbon fiber in inventory. Carbon fiber can be 
purchased for $12 per pound. 


Required 
1. Prepare the third-quarter production budget for skis. 
2. Prepare the third-quarter direct materials (carbon fiber) budget; include the dollar cost of purchases. 


H20 Company is a merchandiser of three different products. The company’s March 31 inventories are 
water skis, 40,000 units; tow ropes, 90,000 units; and life jackets, 250,000 units. Management believes 
that excessive inventories have accumulated for all three products. As a result, a new policy dictates that 
ending inventory in any month should equal 10% of the expected unit sales for the following month. 
Expected sales in units for April, May, June, and July follow. 


Budgeted Sales in Units 





April May June July 
Water skis ......... 70,000 90,000 130,000 140,000 
Tow ropes ......... 100,000 90,000 110,000 100,000 
Life jackets ......... 300,000 260,000 310,000 260,000 


Required 


1. Prepare a merchandise purchases budget (in units) for each product for each of the months of April, 
May, and June. 


Analysis Component 


2. The purchases budgets in part 1 should reflect fewer purchases of all three products in April com- 
pared to those in May and June. What factor caused fewer purchases to be planned? Suggest business 
conditions that would cause this factor to both occur and affect the company as it has. 


Problem 23-6A4 
Preparing production and direct 
materials budgets 


(2 P3 


Check (1) Units manuf., 117,000; 
(2) Cost of carbon fiber 
purchases, $2,748,000 


PROBLEM SET B 


Problem 23-1B 
Preparation and analysis of 
merchandise purchases budgets 


(2 P1 


Check (1) April budgeted 
purchases: Water skis, 39,000; Tow 
ropes, 19,000; Life jackets, 76,000 





During the last week of March, Siro Stereo’s owner approaches the bank for a $125,000 loan to be 
made on April 1 and repaid on June 30 with annual interest of 10%, for an interest cost of $3,125. The 
owner plans to increase the store’s inventory by $100,000 in April and needs the loan to pay for inven- 
tory acquisitions. The bank’s loan officer needs more information about Siro Stereo’s ability to repay 
the loan and asks the owner to forecast the store’s June 30 cash position. On April 1, Siro Stereo is 
expected to have a $12,000 cash balance, $121,500 of accounts receivable, and $90,000 of accounts 


Problem 23-2B 
Preparation of cash budgets 
(for three periods) 


(2 P2 
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Check Budgeted cash balance: 
April, $137500; May, $157,750; 
June, $200,175 
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payable. Its budgeted sales, merchandise purchases, and various cash disbursements for the next three 
months follow. 
























Š File Edit View Insert Format Tools Data Window Help x 
JOSE GRAS SMAPS 9 - OSS HUN MBH 20% -| Oifrrne EREN 

1 Budgeted Figures* April WEEN June 

BBE Serres $350,000 $500,000 $550,000 

3 Merchandise purchases 250,000 200,000 190,000 

4 Cash disbursements 

5 Payroll 22,500 30,000 37,500 

6 Rent 12,000 12,000 12,000 

7 Other cash expenses .............. 9,000 13,500 16,500 

8 Repayment of bank loan ......... 125,000 

9 Interest on the bank loan......... 3,125 ia] 
lia car Sreet) (Berta Ds iz Oo 





*Operations began in March; March sales were $135,000 and purchases were $90,000. 


The budgeted April merchandise purchases include the inventory increase. All sales are on account. The 
company predicts that 10% of credit sales is collected in the month of the sale, 60% in the month following 
the sale, 25% in the second month, 3% in the third, and the remainder is uncollectible. Applying these 
percents to the March credit sales, for example, shows that $81,000 of the $135,000 will be collected in 
April, $33,750 in May, and $4,050 in June. All merchandise is purchased on credit; 80% of the balance is 
paid in the month following a purchase and the remaining 20% is paid in the second month. For example, 
of the $90,000 March purchases, $72,000 will be paid in April and $18,000 in May. 


Required 


Prepare a cash budget for April, May, and June for Siro Stereo. Show supporting calculations as needed. 





Problem 23-3B 
Preparation and analysis of 
cash budgets with supporting 
inventory and purchases 
budgets 


rae i | 


Check (1) Cash collections: March, 
$372,000; April, $441,000 


(3) Budgeted purchases: 
February, $280,800; March, $223,200 


(5) Ending cash balance: 
March, $45,000, April, $82,204 


LaRocca Company sells its product for $20 per unit. Its actual and projected sales follow. 


Units Dollars 


January (actual) .......... 18,000 $360,000 
February (actual) ......... 27,000 540,000 
March (budgeted) ........ 15,000 300,000 
April (budgeted) ......... 27,000 540,000 
May (budgeted) .......... 33,000 660,000 


All sales are on credit. Recent experience shows that 40% of credit sales is collected in the month of the sale, 
30% in the month after the sale, 25% in the second month after the sale, and 5% proves to be uncollectible. 
The product’s purchase price is $12 per unit. All purchases are payable within 21 days. Thus, 30% of pur- 
chases made in a month is paid in that month and the other 70% is paid in the next month. The company has 
a policy to maintain an ending monthly inventory of 30% of the next month’s unit sales plus a safety stock of 
300 units. The January 31 and February 28 actual inventory levels are consistent with this policy. Selling and 
administrative expenses for the year are $1,440,000 and are paid evenly throughout the year in cash. The 
company’s minimum cash balance for month-end is $45,000. This minimum is maintained, if necessary, by 
borrowing cash from the bank. If the balance exceeds $45,000, the company repays as much of the loan as it 
can without going below the minimum. This type of loan carries an annual 12% interest rate. At February 28, 
the loan balance is $12,000, and the company’s cash balance is $45,000. 


Required 
1. Prepare a table that shows the computation of cash collections of its credit sales (accounts receivable) 
in each of the months of March and April. 


2. Prepare a table showing the computations of budgeted ending inventories (units) for January, February, 
March, and April. 


3. Prepare the merchandise purchases budget for February, March, and April. Report calculations in units 
and then show the dollar amount of purchases for each month. 


4. Prepare a table showing the computation of cash payments on product purchases for March and April. 


5. Prepare a cash budget for March and April, including any loan activity and interest expense. Compute 
the loan balance at the end of each month. 
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Analysis Component 


6. Refer to your answer to part 5. LaRocca’s cash budget indicates whether the company must borrow 
additional funds at the end of March. Suggest some reasons that knowing the loan needs in advance 
would be helpful to management. 
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Computa-Cations buys its product for $20 and sells it for $50 per unit. The sales staff receives a 10% com- 
mission on the sale of each unit. Its June income statement follows. 


COMPUTA-CATIONS COMPANY 


Income Statement 
For Month Ended June 30, 2011 





Sale e e A E E A $1,000,000 
Cost of goods sold ............... 400,000 
Grossi profite. meea RA see 600,000 
Expenses 
Sales commissions (10%) ........ 100,000 
Advertising -coseson eran 2156 100,000 
StGre KONE scence een ier ee eas 10,000 
Administrative salaries .......... 20,000 
Depreciation) oces oreesa o 12,000 
Other expenses ............... 24,000 
Total expenses ................. 266,000 
Netlincome: > sscmemse esse cease cuen $ 334,000 


Management expects June’s results to be repeated in July, August, and September without any changes 
in strategy. Management, however, has another plan. It believes that unit sales will increase at a rate of 
10% each month for the next three months (beginning with July) if the item’s selling price is reduced to 
$45 per unit and advertising expenses are increased by 20% and remain at that level for all three months. 
The cost of its product will remain at $20 per unit, the sales staff will continue to earn a 10% commis- 
sion, and the remaining expenses will stay the same. 


Required 


1. Prepare budgeted income statements for each of the months of July, August, and September that show 
the expected results from implementing the proposed changes. Use a three-column format, with one 
column for each month. 


Analysis Component 


2. Use the budgeted income statements from part 1 to recommend whether management should imple- 
ment the proposed plan. Explain. 


Problem 23-4B 
Preparation and analysis of 
budgeted income statements 


(2 z: A 


Check Budgeted net income: 
July, $265,000; August, $310,100; 
September, $359,710 





Near the end of 2011, the management of Oasis Corp., a merchandising company, prepared the following 
estimated balance sheet for December 31, 2011. 


OASIS CORPORATION 
Estimated Balance Sheet 


December 31, 2011 








Cashi 2 gpaciecne crits nee crepes tenho mere $ 160,000 
Accounts receivable ..............00. 400,000 
IMVEMEO YE. feos calc. ousrseeene E seusecvate 180,000 
Total current assets’. «esee resene ene 08 740,000 
Equipment ..2:..<cisissceecc sore sat suere oe $1,200,000 

Less accumulated depreciation......... 120,000 1,080,000 
(otaliassetss ere on areca eee ne $1,820,000 


[continued on next page] 


Problem 23-5B 
Preparation of a complete 
master budget 


(2 Pi P2 
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Check (2) Budgeted purchases: 


January, $216,000; February, $304,000; 
(3) Budgeted selling expenses: 


January, $96,000; February, $81,600 


(6) Ending cash bal.: January, 
$160,000; February, $281,578 
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[continued from previous page] 


Liabilities and Equity 


Accounts payable ................00. $ 300,000 
Bank loan payable ................... 20,000 
Taxes payable (due 3/15/2012) ......... 200,000 
otallliabilities: rer sect nae ees ene: $ 520,000 
COMMON SHOCK V6 escenario ee 1,500,000 
Retained earnings ..................- (200,000) 
Total stockholders’ equity ............ 1,300,000 
Total liabilities and equity ............. $1,820,000 


To prepare a master budget for January, February, and March of 2012, management gathers the following 
information. 


Oasis Corp.’s single product is purchased for $10 per unit and resold for $24 per unit. The expected 
inventory level of 18,000 units on December 31, 2011, is more than management’s desired level for 
2012, which is 40% of the next month’s expected sales (in units). Expected sales are: January, 30,000 
units; February, 24,000 units; March, 40,000 units; and April, 50,000 units. 


- Cash sales and credit sales represent 40% and 60%, respectively, of total sales. Of the credit sales, 


70% is collected in the first month after the month of sale and 30% in the second month after the 
month of sale. For the $400,000 accounts receivable balance at December 31, 2011, $280,000 is 
collected in January 2012 and the remaining $120,000 is collected in February 2012. 


- Merchandise purchases are paid for as follows: 80% in the first month after the month of purchase 


and 20% in the second month after the month of purchase. For the $300,000 accounts payable bal- 
ance at December 31, 2011, $240,000 is paid in January 2012 and the remaining $60,000 is paid in 
February 2012. 


. Sales commissions equal to 10% of sales are paid each month. Sales salaries (excluding commissions) 


are $288,000 per year. 


. General and administrative salaries are $336,000 per year. Maintenance expense equals $6,000 per 


month and is paid in cash. 

Equipment reported in the December 31, 2011, balance sheet was purchased in January 2011. It is 
being depreciated over 10 years under the straight-line method with no salvage value. The follow- 
ing amounts for new equipment purchases are planned in the coming quarter: January, $240,000; 
February, $120,000; and March, $96,000. This equipment will be depreciated using the straight-line 
method over 10 years with no salvage value. A full month’s depreciation is taken for the month in 
which equipment is purchased. 


. The company plans to acquire land at the end of March at a cost of $232,000, which will be paid 


with cash on the last day of the month. 


- Oasis Corp. has a working arrangement with its bank to obtain additional loans as needed. The in- 


terest rate is 12% per year, and interest is paid at each month-end based on the beginning balance. 
Partial or full payments on these loans can be made on the last day of the month. Oasis has agreed 
to maintain a minimum ending cash balance of $160,000 in each month. 


. The income tax rate for the company is 30%. Income taxes on the first quarter’s income will not be 


paid until April 15. 


Required 


Prepare a master budget for each of the first three months of 2012; include the following component bud- 
gets (show supporting calculations as needed, and round amounts to the nearest dollar): 


Oa hWhNDd a 


. Monthly sales budgets (showing both budgeted unit sales and dollar sales). 
- Monthly merchandise purchases budgets. 

- Monthly selling expense budgets. 

- Monthly general and administrative expense budgets. 

- Monthly capital expenditures budgets. 

- Monthly cash budgets. 
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7. Budgeted income statement for the entire first quarter (not for each month). 
8. Budgeted balance sheet as of March 31, 2012. 
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(8) Budgeted total assets at 
March 31, $2,768,880 





RBI Company produces baseball bats. Each bat requires 4 pounds of aluminum alloy. Management pre- 
dicts that 10,000 bats and 28,000 pounds of aluminum alloy will be in inventory on March 31 of the cur- 
rent year and that 100,000 bats will be sold during this year’s second quarter. Management wants to end 
the second quarter with 3,000 finished bats and 2,000 pounds of aluminum alloy in inventory. Aluminum 
alloy can be purchased for $3 per pound. 


Required 
1. Prepare the second-quarter production budget for bats. 


2. Prepare the second-quarter direct materials (aluminum alloy) budget; include the dollar cost of 
purchases. 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter 
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, 
to use the Working Papers that accompany the book.) 


SP 23 Santana Rey expects second quarter 2012 sales of her new line of computer furniture to be the 


same as the first quarter’s sales (reported below) without any changes in strategy. Monthly sales averaged 
40 desk units (sales price of $1,250) and 20 chairs (sales price of $500). 


BUSINESS SOLUTIONS 


Segment Income Statement* 
For Quarter Ended March 31, 2012 





Salesa E AA Taran re $180,000 
Cost of goods sold*............... 115,000 
Gross profit ae- eceran css lepers 65,000 
Expenses 

Sales commissions (10%)........... 18,000 
Advertising expenses.............. 9,000 
Other fixed expenses.............. 18,000 
Total expenses ................0.. 45,000 
Netincome ase ese a $ 20,000 





* Reflects revenue and expense activity only related to the computer furniture segment. 
t Revenue: (120 desks X $1,250) + (60 chairs X $500) = $150,000 + $30,000 = $180,000 
+ Cost of goods sold: (120 desks X $750) + (60 chairs X $250) + $10,000 = $115,000 


Santana Rey believes that sales will increase each month for the next three months (April, 48 desks, 32 
chairs; May, 52 desks, 35 chairs; June, 56 desks, 38 chairs) if selling prices are reduced to $1,150 for 
desks and $450 for chairs, and advertising expenses are increased by 10% and remain at that level for 
all three months. The products?’ variable cost will remain at $750 for desks and $250 for chairs. The 
sales staff will continue to earn a 10% commission, the fixed manufacturing costs per month will re- 
main at $10,000 and other fixed expenses will remain at $6,000 per month. 


Required 

1. Prepare budgeted income statements for each of the months of April, May, and June that show the 
expected results from implementing the proposed changes. Use a three-column format, with one col- 
umn for each month. 


2. Use the budgeted income statements from part 1 to recommend whether Santana Rey should imple- 
ment the proposed changes. Explain. 


Problem 23-6B4 
Preparing production and direct 
materials budgets 


(2 P3 


Check (1) Units manuf., 93,000; 


(2) Cost of aluminum 
purchases, $1,038,000 


SERIAL PROBLEM 


Business Solutions 


P2 


Check (1) Budgeted income (loss): 
April, $(660); May, $945 
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Beyond the Numbers 





REPORTING IN 
ACTION 


zA 
RIM 


BTN 23-1 Financial statements often serve as a starting point in formulating budgets. Review Research 
In Motion’s financial statements to determine its cash paid for acquisitions of property, plant and equip- 
ment in the current year and the budgeted cash needed for such acquisitions in the next year. 


Required 


1. Which financial statement reports the amount of cash paid for acquisitions of property, plant, and 
equipment? Explain where on the statement this information is reported. 

2. Indicate the amount of cash (a) paid for acquisitions of property, plant, and equipment in the year 
ended February 27, 2010, and (b) to be paid (budgeted for) next year under the assumption that annual 
acquisitions of property, plant and equipment equal 60% of the prior year’s net income. 


Fast Forward 


3. Access Research In Motion’s financial statements for a year ending after February 27, 2010, from 
either its Website [RIM.com] or the SEC’s EDGAR database [www.sec.gov]. Compare your an- 
swer for part 2 with actual cash paid for acquisitions of property, plant and equipment for that fis- 
cal year. Compute the error, if any, in your estimate. Speculate as to why cash paid for acquisitions 
of property, plant and equipment was higher or lower than your estimate. 





COMPARATIVE 
ANALYSIS 


P2 o 
RIM 
Apple 


BTN 23-2 One source of cash savings for a company is improved management of inventory. To illustrate, 
assume that Research In Motion and Apple both have $200,000 per month in sales of one model of handheld 
devices in Canada, and both forecast this level of sales per month for the next 24 months. Also assume that 
both Research In Motion and Apple have a 20% contribution margin and equal fixed costs, and that cost of 
goods sold is the only variable cost. Assume that the main difference between Research In Motion and Apple 
is the distribution system. Research In Motion uses a just-in-time system and requires ending inventory of 
only 10% of next month’s sales in inventory at each month-end. However, Apple is building an improved 
distribution system and currently requires 40% of next month’s sales in inventory at each month-end. 


Required 


1. Compute the amount by which Apple can reduce its inventory level if it can match Research In 
Motion’s system of maintaining an inventory equal to 10% of next month’s sales. (Hint: Focus on the 
facts given and only on the Canada area.) 

2. Explain how the analysis in part 1 that shows ending inventory levels for both the 40% and 10% re- 
quired inventory policies can help justify a just-in-time inventory system. You can assume a 15% inter- 
est cost for resources that are tied up in ending inventory. 





ETHICS 
CHALLENGE 


A 


BTN 23-3 Both the budget process and budgets themselves can impact management actions, both posi- 
tively and negatively. For instance, a common practice among not-for-profit organizations and government 
agencies is for management to spend any amounts remaining in a budget at the end of the budget period, 
a practice often called “use it or lose it.” The view is that if a department manager does not spend the 
budgeted amount, top management will reduce next year’s budget by the amount not spent. To avoid los- 
ing budget dollars, department managers often spend all budgeted amounts regardless of the value added 
to products or services. All of us pay for the costs associated with this budget system. 


Required 


Write a one-half page report to a local not-for-profit organization or government agency offering a solu- 
tion to the “use it or lose it” budgeting problem. 





COMMUNICATING 
IN PRACTICE 


2 A 


BTN 23-4 The sales budget is usually the first and most crucial of the component budgets in a master 
budget because all other budgets usually rely on it for planning purposes. 


Required 


Assume that your company’s sales staff provides information on expected sales and selling prices for items 
making up the sales budget. Prepare a one-page memorandum to your supervisor outlining concerns with the 
sales staff’s input in the sales budget when its compensation is at least partly tied to these budgets. More gen- 
erally, explain the importance of assessing any potential bias in information provided to the budget process. 
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BTN 23-5 Access information on e-budgets through The Manage Mentor: TAKING IT TO 
http://www.themanagementor.com/kuniverse/kmailers_universe/finance_kmailers/cfa/budgeting2.htm THE NET 
Read the information provided. t Fa 
Required E oO 
1. Assume the role of a senior manager in a large, multidivision company. What are the benefits of using 

e-budgets? 
2. As a senior manager, what concerns do you have with the concept and application of e-budgets? 
BTN 23-6 Your team is to prepare a budget report outlining the costs of attending college (full-time) for TEAMWORK IN 
the next two semesters (30 hours) or three quarters (45 hours). This budget’s focus is solely on attending ACTION 
college; do not include personal items in the team’s budget. Your budget must include tuition, books, sup- M 
plies, club fees, food, housing, and all costs associated with travel to and from college. This budgeting I | 
exercise is similar to the initial phase in activity-based budgeting. Include a list of any assumptions you ame 
use in completing the budget. Be prepared to present your budget in class. 
BTN 23-7 Smathers and Branson handcrafts needlepoint belts and other products. Company founders, ENTREPRENEURIAL 


Peter Smathers Carter and Austin Branson stress the importance of planning and budgeting. 


Required 
1. How can budgeting help the owners efficiently develop and operate their business? 


2. Why would direct materials budgets and direct labor budgets be particularly important for a business 
like Smathers and Branson? 


DECISION 


"0A 





BTN 23-3 To help understand the factors impacting a sales budget, you are to visit three businesses with 
the same ownership or franchise membership. Record the selling prices of two identical products at each 
location, such as regular and premium gas sold at Chevron stations. You are likely to find a difference in 
prices for at least one of the three locations you visit. 


Required 


1. Identify at least three external factors that must be considered when setting the sales budget. (Note: 
There is a difference between internal and external factors that impact the sales budget.) 


2. What factors might explain any differences identified in the prices of the businesses you visited? 


HITTING THE ROAD 


(2 "A 





BTN 23-9 Access Nokia’s income statement (www.Nokia.com) for the year ended December 31, 2009. 


Required 


1. Is Nokia’s administrative and general expense budget likely to be an important budget in its master 


GLOBAL DECISION 


"ae 


budgeting process? Explain. NOKIA 
2. Identify three types of expenses that would be reported as administrative and general expenses on 
Nokia’s income statement. 
3. Who likely has the initial responsibility for Nokia’s administrative and general expense budget? Explain. 
ANSWERS TO MULTIPLE CHOICE QUIZ 
ie 4. d 
2. e; Budgeted purchases = $36,000 + $7,000 — $6,000 = $37,000 5. a; 560 units + (0.30 X 600 units) — (0.30 X 560 units) = 572 units 


3. b; Cash collected = 25% of September sales + 75% of August sales = 
(0.25 X $240,000) + (0.75 X $220,000) = $225,000 


jil! lexible Budgets and Standard Costs 


A Look Back 








A Look at This Chapter A Look Ahead 


Chapter 23 explained the master This chapter describes flexible budgets, Chapter 25 focuses on capital budgeting 
budget and its component budgets variance analysis, and standard costs. It decisions. It also explains and illustrates 
as well as their usefulness for planning explains how each is used for purposes several procedures used in evaluating 
and monitoring company activities. of better controlling and monitoring of short-term managerial decisions. 


business activities. 





Learning Objectives 


CAP 











CONCEPTUAL ANALYTICAL PROCEDURAL 

C1 Define standard costs and explain how A Analyze changes in sales from P Prepare a flexible budget and 
standard cost information is useful for expected amounts. (p. 1005) interpret a flexible budget 
management by exception. (p. 995) performance report. (p. 992) 

C2 Describe variances and what they P? Compute materials and labor 
reveal about performance. (p. 997) variances. (p. 998) 


P3 Compute overhead variances. 
(p. 1002) 





P4 Appendix 24A—Prepare journal 

entries for standard costs and 
LP24 account for price and quantity 
variances. (p. 1012) 





RANCHO DOMINGUEZ, CA—What do Kenny Chesney and Alice 
in Chains have in common? Both have played shows with custom 
packdrops and drapes sewed by Megan Duckett's company, 

c. (SewWhatlnc.com) Megan's company has 
quickly become a top provider of customized stage curtains, 
drapes, and backdrops for the entertainment and special events 
industries, providing the “soft goods” for hard-edged clients like 
Green Day and Sonic Youth. 

Founder Megan Duckett immigrated to the United States from 
Australia at age 19. Working as a technician for a concert produc- 
tion company, she started sewing in her spare time. Her first gig? 
Sewing fabric coffin linings for a Halloween show. ”I rented a 
sewing machine and lined 10 coffins. | discovered | had an ability 
to sew, and | really enjoyed it, says Megan. The business stayed 
on the sidelines until Megan's husband Adam noticed she made 
more money “sewing on the kitchen table than at her 40-hourper 
week commuter job.” Megan boldly invested $2,000 in a small 
office and sewing machine and pursued her passion. 

SewWhat? Inc. adheres to tight standards. As with many 
manufacturers, production problems can arise from materials, 
processes, or employees. Main drapes are made from cotton or 
synthetic material, and factors like light blockage, sound ab- 
sorption, and budget are important in determining materials re- 


“Don't back down. . . find ways to overcome problems” 
—WMEGAN DUCKETT 


quirements. Megan stresses the importance of “having exact 
specifications and controls to detect problems; we don’t use 
any material that doesn't satisfy our requirements.” As for pro- 
cess, the company monitors its sewing machines to ensure 
excessive wear does not impair production efficiency and prod- 
uct quality. Megan uses innovative software to guide produc- 
tion. “Our application calculates yardage and purchasing 
requirements and prints out Sewing instructions both in Spanish 
and English. It allows us to standardize pricing,” explains 
Megan. Employees have work quotas, and the company knows 
how much labor costs and how long projects should take. 

Achieving high standards is the goal at SewWhat? Inc. “We've 
made a commitment to push ourselves in order to grow,” says 
Megan. From modest beginnings at Megan's kitchen table, the 
company’s sales have grown to over $4.6 million per year. Megan 
encourages entrepreneurs to “build a business around some- 
thing you are good at and feel passionate about.” After phenom- 
enal successes with massive installations for recent Carrie 
Underwood and Rod Stewart tours, the company’s future looks 
bright. Proclaims Megan, “Bring on the next one!” 


[Sources: SewWhat? Inc. Website, January 2011; Dell Website, Trailblazer 
Stories, May 2010; Inc.com, May 2009; Entreprenuer.com, October 2007] 





Chapter Preview 





Budgeting helps organize and formalize management's planning 
activities. This chapter extends the study of budgeting to look 
more closely at the use of budgets to evaluate performance. 
Evaluations are important for controlling and monitoring business 


activities. This chapter also describes and illustrates the use of 
standard costs and variance analyses. These managerial tools are 
useful for both evaluating and controlling organizations and for 
the planning of future activities. 


———— ar 


Flexible Budgets 


Budgetary Flexible Budget 
Process Reports 


Materials and 
EEE ELO O 


Standard Costs 





Cost Overhead Standards 
Variances and Variances 






e Control and e Purpose e Identifying e Analysis e Setting overhead 
reporting ¢ Preparation standard costs e Computation standards 

e Fixed budget e Flexible budget e Setting standard e Computing e Computing 
performance performance costs materials and overhead variances 
report report labor variances 


e Evaluation 





Section 1—Flexible Budgets 





This section introduces fixed budgets and fixed budget performance reports. It then introduces 
flexible budgets and flexible budget performance reports and illustrates their advantages. 


BUDGETARY PROCESS 


A master budget reflects management’s planned objectives for a future period. The preparation 
of a master budget is based on a predicted level of activity such as sales volume for the budget 
period. This section discusses the effects on the usefulness of budget reports when the actual 
level of activity differs from the predicted level. 


Budgetary Control and Reporting 


Budgetary control refers to management’s use of budgets to monitor and control a company’s 
operations. This includes using budgets to see that planned objectives are met. Budget reports 
contain relevant information that compares actual results to planned activities. This comparison 
is motivated by a need to both monitor performance and control activities. Budget reports are 
sometimes viewed as progress reports, or report cards, on management’s performance in achiev- 
ing planned objectives. These reports can be prepared at any time and for any period. Three 
common periods for a budget report are a month, quarter, and year. 

The budgetary control process involves at least four steps: (1) develop the budget from 
planned objectives, (2) compare actual results to budgeted amounts and analyze any differences, 
(3) take corrective and strategic actions, and (4) establish new planned objectives and prepare a 
new budget. Exhibit 24.1 shows this continual process of budgetary control. Budget reports and 


Point: Budget reports are often used 
to determine bonuses of managers. 


EXHIBIT 24.1 


Process of Budgetary Control 





Compare Actual Take Action Set New Plans 


to Budget 


Develop Budget 
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related documents are effective tools for managers to obtain the greatest benefits from this bud- 
getary process. 


Fixed Budget Performance Report 


In a fixed budgetary control system, the master budget is based on a single prediction for sales 
volume or other activity level. The budgeted amount for each cost essentially assumes that a 
specific (or fixed) amount of sales will occur. A fixed budget, also called a static budget, is 
based on a single predicted amount of sales or other measure of activity. 

One benefit of a budget is its usefulness in comparing actual results with planned activities. In- 
formation useful for analysis is often presented for comparison in a performance report. As shown 
in Exhibit 24.2, a fixed budget performance report for Optel compares actual results for January 
2011 with the results expected under its fixed budget that predicted 10,000 (composite) units of 
sales. Optel manufactures inexpensive eyeglasses, frames, contact lens, and related supplies. For 
this report, its production volume equals sales volume (its inventory level did not change). 


PPRT EXHIBIT 24.2 


Fixed Budget Performance Report Fixed Budget Performance Report 
For Month Ended January 31, 2011 


Fixed Actual 
Budget Results Variances* 











Saless(iniumits)ieccomecan etsy eeu ees 10,000 12,000 
Sales: (inidollars)® x saa canens antes sss sername $100,000 $125,000 $25,000 F 
Cost of goods sold 
Direct materials...<a+acscac eas amisna ene 10,000 13,000 3,000 U 
Direct labor sere seeo ee cen Goma e 15,000 20,000 5,000 U 
Overhead 
Factory supplies ee-e e e 2,000 2,100 100 U 
Utilities 2 AAA E n EE 3,000 4,000 1,000 U 
Depreciation—machinery.............. 8,000 8,000 0 
Supervisory salaries................... 11,000 11,000 0 
Selling expenses 
Sales COMMISSIONS «cose cnc eae ene sas eons 9,000 10,800 1,800 U 
Shipping expenses oa n 4,000 4,300 300 U 
General and administrative expenses 
Office:suppliess asec: cers seers cic ye 5,000 5,200 200 U 
Insurance expenses ..................06- 1,000 1,200 200 U 
Depreciation—office equipment. .......... 7,000 7,000 0 
Administrative salaries ...............0005 13,000 13,000 0 
Total expenses oome tesserae aE 88,000 99,600 11,600 U 
Income from operations ................... $ 12,000 $ 25,400 $13,400 F 








* F = Favorable variance; U = Unfavorable variance. 


This type of performance report designates differences between budgeted and actual results 
as variances. We see the letters F and U located beside the numbers in the third number column 
of this report. Their meanings are as follows: 


F = Favorable variance When compared to budget, the actual cost or revenue contributes to 
a higher income. That is, actual revenue is higher than budgeted revenue, or actual cost is 
lower than budgeted cost. 


U = Unfavorable variance When compared to budget, the actual cost or revenue contributes o 
l ; actual isi than budeeted tual tishishi Example: How is it that the favorable 
to a lower income; actual revenue is lower than budgeted revenue, or actual cost is higher <les variance in Exhibit 24.2 is linked 


than budgeted cost. with so many unfavorable cost and 
k : i ; . : i expense variances? Answer: Costs have 
This convention is common in practice and is used throughout this chapter. increased with the increase in sales. 
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Budget Reports for Evaluation 


A primary use of budget reports is as a tool for management to monitor and control operations. 
Evaluation by Optel management is likely to focus on a variety of questions that might include 
these: 


e Why is actual income from operations $13,400 higher than budgeted? 
e Are amounts paid for each expense item too high? 

e Is manufacturing using too much direct material? 

e Is manufacturing using too much direct labor? 





The performance report in Exhibit 24.2 provides little help in answering these questions because 
actual sales volume is 2,000 units higher than budgeted. A manager does not know if this higher 
level of sales activity is the cause of variations in total dollar sales and expenses or if other factors 
have influenced these amounts. This inability of fixed budget reports to adjust for changes in activ- 
ity levels is a major limitation of a fixed budget performance report. That is, it fails to show whether 
actual costs are out of line due to a change in actual sales volume or some other factor. 


@ Decision 





Green Budget Budget reporting and evaluation are used at the 
Environmental Protection Agency (EPA). It regularly prepares 
performance plans and budget requests that describe performance 
goals, measure outcomes, and analyze variances. E 





FLEXIBLE BUDGET REPORTS 


Point: A flexible budget yields an 
“apples to apples” comparison because 
budgeted activity levels are the same as 
the actual. 





P1 Prepare a flexible 
budget and interpret 

a flexible budget 
performance report. 











Purpose of Flexible Budgets 


To help address limitations with the fixed budget performance report, particularly from the 
effects of changes in sales volume, management can use a flexible budget. A flexible budget, 
also called a variable budget, is a report based on predicted amounts of revenues and expenses 
corresponding to the actual level of output. Flexible budgets are useful both before and after the 
period’s activities are complete. 

A flexible budget prepared before the period is often based on several levels of activity. Bud- 
gets for those different levels can provide a “what-if” look at operations. The different levels 
often include both a best case and worst case scenario. This allows management to make adjust- 
ments to avoid or lessen the effects of the worst case scenario. 

A flexible budget prepared after the period helps management evaluate past performance. It 
is especially useful for such an evaluation because it reflects budgeted revenues and costs based 
on the actual level of activity. Thus, comparisons of actual results with budgeted performance 
are more likely to identify the causes of any differences. This can help managers focus attention 
on real problem areas and implement corrective actions. This is in contrast to a fixed budget, 
whose primary purpose is to assist managers in planning future activities and whose numbers 
are based on a single predicted amount of budgeted sales or production. 


Preparation of Flexible Budgets 


A flexible budget is designed to reveal the effects of volume of activity on revenues and costs. 
To prepare a flexible budget, management relies on the distinctions between fixed and variable 
costs. Recall that the cost per unit of activity remains constant for variable costs so that the total 
amount of a variable cost changes in direct proportion to a change in activity level. The total 
amount of fixed cost remains unchanged regardless of changes in the level of activity within a 
relevant (normal) operating range. (Assume that costs can be reasonably classified as variable or 
fixed within a relevant range.) 
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When we create the numbers constituting a flexible budget, we express each variable cost as 
either a constant amount per unit of sales or as a percent of a sales dollar. In the case of a fixed 
cost, we express its budgeted amount as the total amount expected to occur at any sales volume 
within the relevant range. 

Exhibit 24.3 shows a set of flexible budgets for Optel for January 2011. Seven of its expenses 
are classified as variable costs. Its remaining five expenses are fixed costs. These classifications 
result from management’s investigation of each expense. Variable and fixed expense categories 
are not the same for every company, and we must avoid drawing conclusions from specific 
cases. For example, depending on the nature of a company’s operations, office supplies expense 
can be either fixed or variable with respect to sales. 


OPTEL 
Flexible Budgets 
For Month Ended January 31, 2011 
Flexible Flexible Flexible 
es Budget Budget Budget 
Variable Total for Unit for Unit for Unit 


Flexible Budget 




















Amount Fixed Sales of Salesof Sales of 
per Unit Cost 10,000 12,000 14,000 
Sales a riers reat A A neds $10.00 $100,000 $120,000 $140,000 
Variable costs 
Direct materials aeree oe aa ae a ER 1.00 10,000 12,000 14,000 
Directlabor keer a ee E 1.50 15,000 18,000 21,000 
Factory Suppliesi a e A 0.20 2,000 2,400 2,800 
Weilities ys sre a e cee ee eatin 0.30 3,000 3,600 4,200 
Sales -commissions 244.05 4c0s400006080%% 0.90 9,000 10,800 12,600 
ShippingiexPenscs men etait tint tst terran 0.40 4,000 4,800 5,600 
Office SUPPE a rere serka eee ees 0.50 5,000 6,000 7,000 
Total variable costs .........0.cceeee ees ~ 480 48,000 57,600 67,200 
Contribution margin . >... ss.cc $ 5.20 $ 52,000 $ 62,400 $ 72,800 
Fixed costs 
Depreciation—machinery .............. $ 8,000 8,000 8,000 8,000 
Supervisory salaries..................0. 11,000 11,000 11,000 11,000 
Insurance expense..................05. 1,000 1,000 1,000 1,000 
Depreciation—office equipment ......... 7,000 7,000 7,000 7,000 
Administrative salaries...............006 13,000 13,000 13,000 13,000 
Totalifixed [costs eeen neea eee in $40,000 40,000 40,000 40,000 
Income from operations .................. $ 12,000 $ 22,400 $ 32,800 





The layout for the flexible budgets in Exhibit 24.3 follows a contribution margin format— 
beginning with sales followed by variable costs and then fixed costs. Both the expected indi- 
vidual and total variable costs are reported and then subtracted from sales. The difference 
between sales and variable costs equals contribution margin. The expected amounts of fixed 
costs are listed next, followed by the expected income from operations before taxes. 

The first and second number columns of Exhibit 24.3 show the flexible budget amounts for 
variable costs per unit and each fixed cost for any volume of sales in the relevant range. The third, 
fourth, and fifth columns show the flexible budget amounts computed for three different sales 
volumes. For instance, the third column’s flexible budget is based on 10,000 units. These num- 
bers are the same as those in the fixed budget of Exhibit 24.2 because the expected volumes are 
the same for these two budgets. 

Recall that Optel’s actual sales volume for January is 12,000 units. This sales volume is 
2,000 units more than the 10,000 units originally predicted in the master budget. When differ- 
ences between actual and predicted volume arise, the usefulness of a flexible budget is apparent. 
For instance, compare the flexible budget for 10,000 units in the third column (which is the 
same as the fixed budget in Exhibit 24.2) with the flexible budget for 12,000 units in the fourth 
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Point: The usefulness of a flexible 
budget depends on valid classification of 
variable and fixed costs. Some costs are 
mixed and must be analyzed to deter- 
mine their variable and fixed portions. 


EXHIBIT 24.3 
Flexible Budgets 


Example: Using Exhibit 24.3, what is 
the budgeted income from operations 
for unit sales of (a) | 1,000 and (b) 
13,000? Answers: $17,200 for unit sales of 
11,000; $27,600 for unit sales of 13,000. 


Point: Flexible budgeting allows a bud- 
get to be prepared at the actual output 
level. Performance reports are then pre- 
pared comparing the flexible budget to 
actual revenues and costs. 
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EXHIBIT 24.4 


Flexible Budget 
Performance Report 
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column. The higher levels for both sales and variable costs reflect nothing more than the increase 
in sales activity. Any budget analysis comparing actual with planned results that ignores this 
information is less useful to management. 

To illustrate, when we evaluate Optel’s performance, we need to prepare a flexible budget 
showing actual and budgeted values at 12,000 units. As part of a complete profitability analysis, 
managers could compare the actual income of $25,400 (from Exhibit 24.2) with the $22,400 
income expected at the actual sales volume of 12,000 units (from Exhibit 24.3). This results in 
a total favorable income variance of $3,000 to be explained and interpreted. This variance is 
markedly lower from the $13,400 favorable variance identified in Exhibit 24.2 using a fixed 
budget, but still suggests good performance. After receiving the flexible budget based on Janu- 
ary’s actual volume, management must determine what caused this $3,000 difference. The next 
section describes a flexible budget performance report that provides guidance in this analysis. 


C) Decision Answer — p. 1014 





Entrepreneur The heads of both the strategic consulting and tax consulting divisions of your financial 
services firm complain to you about the unfavorable variances on their performance reports. “We worked 
on more consulting assignments than planned. It's not surprising our costs are higher than expected. To 
top it off, this report characterizes our work as poor!” How do you respond? E 


Flexible Budget Performance Report 


A flexible budget performance report lists differences between actual performance and bud- 
geted performance based on actual sales volume or other activity level. This report helps direct 
management’s attention to those costs or revenues that differ substantially from budgeted 
amounts. Exhibit 24.4 shows Optel’s flexible budget performance report for January. We pre- 
pare this report after the actual volume is known to be 12,000 units. This report shows a $5,000 
favorable variance in total dollar sales. Because actual and budgeted volumes are both 12,000 
units, the $5,000 sales variance must have resulted from a higher than expected selling price. 


OPTEL 
Flexible Budget Performance Report 
For Month Ended January 31, 2011 


Flexible Actual 
Budget Results Variances* 

















Sales:((I200Oiunits) ery aes r rete $120,000 $125,000 $5,000 F 
Variable costs 
Directimatenials! 0. sono ne 12,000 13,000 1,000 U 
Direct labor croc ee eeaeee aE ates 18,000 20,000 2,000 U 
FactOryaSUPPpl eS m et ere en een ee 2,400 2,100 300 F 
Utilities nnne eao eA E AE 3,600 4,000 400 U 
Sales commissions s. oere enre eee 10,800 10,800 0 
Shipping expenses .................04. 4,800 4,300 500 F 
Officeisupplies err ere eerie 6,000 5,200 800 F 
Total variable costs ................0005 57,600 59,400 1,800 U 
Contribution margin .................... 62,400 65,600 3,200 F 
Fixed costs 
Depreciation—machinery .............. 8,000 8,000 0 
Supervisory salaries ................... 11,000 11,000 0 
Insurance expense ................000. 1,000 1,200 200 U 
Depreciation—office equipment ......... 7,000 7,000 0 
Administrative salaries ................. 13,000 13,000 0 
Total fixed costs: n mae EA 40,000 40,200 200 U 
Income from operations ................. $ 22,400 $ 25,400 $3,000 F 








* F = Favorable variance; U = Unfavorable variance. 
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Further analysis of the facts surrounding this $5,000 sales variance reveals a favorable sales 
variance per unit of nearly $0.42 as shown here: 


Actual average price per unit (rounded to cents) ......... $125,000/12,000 = $10.42 
Budgeted price per unit ascese ooe eee eee eee ce eee eee $120,000/12,000 = 10.00 
Favorable sales variance per unit ...................00. $5,000/12,000 = $ 0.42 


The other variances in Exhibit 24.4 also direct management’s attention to areas where corrective 
actions can help control Optel’s operations. Each expense variance is analyzed as the sales vari- 
ance was. We can think of each expense as the joint result of using a given number of units of 
input and paying a specific price per unit of input. Optel’s expense variances total $2,000 unfa- 
vorable, suggesting poor control of some costs, particularly direct materials and direct labor. 

Each variance in Exhibit 24.4 is due in part to a difference between actual price per unit 
of input and budgeted price per unit of input. This is a price variance. Each variance also 
can be due in part to a difference between actual quantity of input used and budgeted quan- 
tity of input. This is a quantity variance. We explain more about this breakdown, known as 
variance analysis, later in the standard costs section. 


Quick Check Answers — p. 1015 [ví 


1. A flexible budget (a) shows fixed costs as constant amounts of cost per unit of activity, 
(b) shows variable costs as constant amounts of cost per unit of activity, or (c) is prepared 
based on one expected amount of budgeted sales or production. 


2. What is the initial step in preparing a flexible budget? 


wo 


. What is the main difference between a fixed and a flexible budget? 
4. What is the contribution margin? 


Section 2—Standard Costs 





Standard costs are preset costs for delivering a product or service under normal conditions. . 
: : : À i ‘ : C1 Define standard costs and 

These costs are established by personnel, engineering, and accounting studies using past experi- explain how standard cost 
ences and data. Management uses these costs to assess the reasonableness of actual costs in- information is useful for 
curred for producing the product or service. When actual costs vary from standard costs, management by exception. 
management follows up to identify potential problems and take corrective actions. Manage- 
ment by exception means that managers focus attention on the most significant differences 
between actual costs and standard costs and give less attention to areas where performance is 
reasonably close to standard. Management by exception is especially useful when directed at 
controllable items, enabling top management to affect the actions of lower-level managers re- 
sponsible for the company’s revenues and costs. 

Standard costs are often used in preparing budgets because they are the anticipated costs in- Point: Since standard costs are often 

d d 1 diti T h tandard řerial t štandard láb t budgeted costs, they can be used to 

curred under normal conditions. Terms such as standard materials cost, standard labor cost, — repare both fixed budgets and flexible 
and standard overhead cost are often used to refer to amounts budgeted for direct materials, budgets. 
direct labor, and overhead. 

While many managers use standard costs to investigate manufacturing costs, standard costs 
can also help control nonmanufacturing costs. Companies providing services instead of prod- 
ucts can also benefit from the use of standard costs. For example, while quality medical service 
is paramount, efficiency in providing that service is also important to medical professionals. The 
use of budgeting and standard costing is touted as an effective means to control and monitor 
medical costs, especially overhead. 
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T Decision Answer — p. 1014 





internal Auditor You discover a manager who always spends exactly what is budgeted. About 30% of 
her budget is spent just before the period-end. She admits to spending what is budgeted, whether or not 
it is needed. She offers three reasons: (1) she doesn't want her budget cut, (2) “management by excep- 
tion” focuses on budget deviations; and (3) she believes the money is budgeted to be spent. What action 
do you take? E 


MATERIALS AND LABOR STANDARDS 


Point: Business practice often uses the 
word budget when speaking of total 
amounts and standard when discussing 
per unit amounts. 


Example: What factors might be con- 
sidered when deciding whether to revise 
standard costs? Answer: Changes in the 
processes and/or resources needed to 
carry out the processes. 


Point: Companies promoting continu- 
ous improvement strive to achieve ideal 
standards by eliminating inefficiencies and 
waste. 


This section explains how to set materials and labor standards and how to prepare a standard 
cost card. 


Identifying Standard Costs 


Managerial accountants, engineers, personnel administrators, and other managers combine their 
efforts to set standard costs. To identify standards for direct labor costs, we can conduct time 
and motion studies for each labor operation in the process of providing a product or service. 
From these studies, management can learn the best way to perform the operation and then set 
the standard labor time required for the operation under normal conditions. Similarly, standards 
for materials are set by studying the quantity, grade, and cost of each material used. Standards 
for overhead costs are explained later in the chapter. 

Regardless of the care used in setting standard costs and in revising them as conditions 
change, actual costs frequently differ from standard costs, often as a result of one or more 
factors. For instance, the actual quantity of material used can differ from the standard, or the 
price paid per unit of material can differ from the standard. Quantity and price differences from 
standard amounts can also occur for labor. That is, the actual labor time and actual labor rate can 
vary from what was expected. The same analysis applies to overhead costs. 


@ Decision Insi 





Cruis'n Standards The Corvette consists of hundreds of parts for 
which engineers set standards. Various types of labor are also involved 
in its production, including machining, assembly, painting, and welding, 
and standards are set for each. Actual results are periodically compared 
with standards to assess performance. E 





Setting Standard Costs 


To illustrate the setting of a standard cost, we consider a professional league baseball bat 
manufactured by ProBat. Its engineers have determined that manufacturing one bat requires 
0.90 kg. of high-grade wood. They also expect some loss of material as part of the process be- 
cause of inefficiencies and waste. This results in adding an allowance of 0.10 kg., making the 
standard requirement 1.0 kg. of wood for each bat. 

The 0.90 kg. portion is called an ideal standard; it is the quantity of material required if the 
process is 100% efficient without any loss or waste. Reality suggests that some loss of material 
usually occurs with any process. The standard of 1.0 kg. is known as the practical standard, the 
quantity of material required under normal application of the process. 

High-grade wood can be purchased at a standard price of $25 per kg. The purchasing depart- 
ment sets this price as the expected price for the budget period. To determine this price, the pur- 
chasing department considers factors such as the quality of materials, future economic conditions, 
supply factors (shortages and excesses), and any available discounts. The engineers also decide 
that two hours of labor time (after including allowances) are required to manufacture a bat. The 
wage rate is $20 per hour (better than average skilled labor is required). ProBat assigns all over- 
head at the rate of $10 per labor hour. The standard costs of direct materials, direct labor, and 
overhead for one bat are shown in Exhibit 24.5 in what is called a standard cost card. These cost 
amounts are then used to prepare manufacturing budgets for a budgeted level of production. 
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STANDARD COST CARD EXHIBIT 24.5 
Standard Cost Card 


| Direct materials (wood) 1 kg. @ $25 per kg. | 
| Direct labor 2 hours @ $20 per hour | 








20 
Total $85 


REMARKS: SUMMARY: 


Overhead 2 labor hours @ $10 per hour 





Based on standard costs of direct materials, Materials 


a i Labor 
direct labor, and overhead for a single ProBat Ovaiioea 











COST VARIANCES 


A cost variance, also simply called a variance, is the difference between actual and standard Descnbevárancesand 
costs. A cost variance can be favorable or unfavorable. A variance from standard cost is considered C what they reveal about 
favorable if actual cost is less than standard cost. It is considered unfavorable if actual cost is more performance. 

than standard cost.' This section discusses variance analysis. 














Cost Variance Analysis 


Variances are usually identified in performance reports. When a variance occurs, management 
wants to determine the factors causing it. This often involves analysis, evaluation, and explana- 
tion. The results of these efforts should enable management to assign responsibility for the vari- 
ance and then to take actions to correct the situation. 

To illustrate, ProBat’s standard materials cost for producing 500 bats is $12,500. Assume that 
its actual materials cost for those 500 bats is $13,000. The $500 unfavorable variance raises 
questions that call for answers that, in turn, can lead to changes to correct the situation and 
eliminate this variance in the next period. A performance report often identifies the existence of 
a problem, but we must follow up with further investigation to see what can be done to improve 
future performance. 

Exhibit 24.6 shows the flow of events in the effective management of variance analysis. It 
shows four steps: (1) preparing a standard cost performance report, (2) computing and analyz- 
ing variances, (3) identifying questions and their explanations, and (4) taking corrective and 
strategic actions. These variance analysis steps are interrelated and are frequently applied in 
good organizations. 


EXHIBIT 24.6 


Variance Analysis 





Prepare Reports Analyze Variances Questions and Answers Take Action 





Cost Variance Computation 


Management needs information about the factors causing a cost variance, but first it must prop- 
erly compute the variance. In its most simple form, a cost variance (CV) is computed as the 
difference between actual cost (AC) and standard cost (SC) as shown in Exhibit 24.7. 


' Short-term favorable variances can sometimes lead to long-term unfavorable variances. For instance, if management 
spends less than the budgeted amount on maintenance or insurance, the performance report would show a favorable 
variance. Cutting these expenses can lead to major losses in the long run if machinery wears out prematurely or insur- 
ance coverage proves inadequate. 
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EXHIBIT 24.7 


Cost Variance Formulas 


Point: Price and quantity variances for 
direct labor are nearly always referred to 
as rate and efficiency variances, 
respectively. 


EXHIBIT 24.8 


Price Variance and Quantity 
Variance Formulas 


EXHIBIT 24.9 


Alternative Price Variance and 
Quantity Variance Formulas 





P Compute materials and 
labor variances. 
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Cost Variance (CV) = Actual Cost (AC) — Standard Cost (SC) 
where: 

Actual Cost (AC) = Actual Quantity (AQ) x Actual Price (AP) 
Standard Cost (SC) = Standard Quantity (SQ) X Standard Price (SP) 


A cost variance is further defined by its components. Actual quantity (AQ) is the input (material 
or labor) used to manufacture the quantity of output. Standard quantity (SQ) is the expected 
input for the quantity of output. Actual price (AP) is the amount paid to acquire the input (mate- 
rial or labor), and standard price (SP) is the expected price. 

Two main factors cause a cost variance: (1) the difference between actual price and standard 
price results in a price (or rate) variance and (2) the difference between actual quantity and 
standard quantity results in a quantity (or usage or efficiency) variance. To assess the impacts of 
these two factors in a cost variance, we use the formulas in Exhibit 24.8. 


—— Ea 
Standard Cost 
SQ X SP 


| Quantity Variance 


Price Variance | | 
(AQ X SP) — (SQ X SP) 


(AQ x AP) — (AQ X SP) 


Cost Variance l 


i 





In computing a price variance, the quantity (actual) is held constant. In computing a quantity 
variance, the price (standard) is held constant. The cost variance, or total variance, is the sum of 
the price and quantity variances. These formulas identify the sources of the cost variance. Man- 
agers sometimes find it useful to apply an alternative (but equivalent) computation for the price 
and quantity variances as shown in Exhibit 24.9. 


Price Variance (PV) = [Actual Price (AP) — Standard Price (SP)] X Actual Quantity (AQ) 
Quantity Variance (QV) = [Actual Quantity (AQ) — Standard Quantity (SQ)] X Standard Price (SP) 


The results from applying the formulas in Exhibits 24.8 and 24.9 are identical. 


Computing Materials and Labor Variances 


We illustrate the computation of the materials and labor cost variances using data from 
G-Max, a company that makes specialty golf equipment and accessories for individual 
customers. This company has set the following standard quantities and costs for materials and 
labor per unit for one of its hand-crafted golf clubheads: 


Direct materials (0.5 Ib. per unit at $20 per lb.) ......... $10.00 
Direct labor (I hr. per unit at $8 per hr.) .............. 8.00 
Total standard direct cost per unit.................... $18.00 


Materials Cost Variances During May 2011, G-Max budgeted to produce 4,000 
clubheads (units). It actually produced only 3,500 units. It used 1,800 pounds of direct 
materials (titanium) costing $21.00 per pound, meaning its total materials cost was $37,800. 
This information allows us to compute both actual and standard direct materials costs for 
G-Max’s 3,500 units and its direct materials cost variance as follows: 

Actual cost non a Ro Ore 1,800 Ibs. @ $21.00 per Ib. = $37,800 
1,750 Ibs. @ $20.00 per Ib. 35,000 


Direct materials cost variance (unfavorable) ........ = $ 2,800 


Standardi COST anaes a A EE E a 
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To better isolate the causes of this $2,800 unfavorable total direct materials cost variance, the 
materials price and quantity variances for these G-Max clubheads are computed and shown in 
Exhibit 24.10. 


Price Variance 


Quantity Variance 


$37,800 — $36,000 $36,000 — $35,000 


*AQ is actual quantity; AP is actual price; SP is standard price; SQ is standard quantity allowed for actual output. 


The $1,800 unfavorable price variance results from paying $1 more per unit than the standard 
price, computed as 1,800 Ibs. X $1. The $1,000 unfavorable quantity variance is due to using 
50 lbs. more materials than the standard quantity, computed as 50 Ibs. X $20. The total direct 
materials variance is $2,800 and it is unfavorable. This information allows management to ask 
the responsible individuals for explanations and corrective actions. 

The purchasing department is usually responsible for the price paid for materials. Responsi- 
bility for explaining the price variance in this case rests with the purchasing manager if a price 
higher than standard caused the variance. The production department is usually responsible for 
the amount of material used and in this case is responsible for explaining why the process used 
more than the standard amount of materials. 

Variance analysis presents challenges. For instance, the production department could have used 
more than the standard amount of material because its quality did not meet specifications and led to 
excessive waste. In this case, the purchasing manager is responsible for explaining why inferior ma- 
terials were acquired. However, the production manager is responsible for explaining what 
happened if analysis shows that waste was due to inefficiencies, not poor quality material. 

In evaluating price variances, managers must recognize that a favorable price variance 
can indicate a problem with poor product quality. Redhook Ale, a micro brewery in the 
Pacific Northwest, can probably save 10% to 15% in material prices by buying six-row 
barley malt instead of the better two-row from Washington’s Yakima valley. Attention to 
quality, however, has helped Redhook Ale become the first craft brewer to be kosher 
certified. Redhook’s purchasing activities are judged on both the quality of the materials 
and the purchase price variance. 


Labor Cost Variances Labor cost for a specific product or service depends on the num- 
ber of hours worked (quantity) and the wage rate paid to employees (price). When actual 
amounts for a task differ from standard, the labor cost variance can be divided into a rate (price) 
variance and an efficiency (quantity) variance. 

To illustrate, G-Max’s direct labor standard for 3,500 units of its hand-crafted clubheads is 
one hour per unit, or 3,500 hours at $8 per hour. Since only 3,400 hours at $8.30 per hour were 
actually used to complete the units, the actual and standard labor costs are 


Actual Cost: aore aoak a R EAA EE T 3,400 hrs. @ $8.30 per hr. = $28,220 
Standard Cost. oies aae s E a ea ee a 3,500 hrs. @ $8.00 per hr. = 28,000 
Direct labor cost variance (unfavorable) ........ = $ 220 








This analysis shows that actual cost is merely $220 over the standard and suggests no immediate 
concern. Computing both the labor rate and efficiency variances reveals a different picture, 
however, as shown in Exhibit 24.11. 
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EXHIBIT 24.10 


Materials Price and 
Quantity Variances* 


Example: Identify at least two factors 
that might have caused the unfavorable 
quantity variance and the unfavorable 
price variance in Exhibit 24.10. Answer: 
Poor quality materials or untrained 
workers for the former; poor price 
negotiation or higher-quality materials 
for the latter. 
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EXHIBIT 24.11 


Labor Rate and 
Efficiency Variances* 


Example: Compute the rate variance 
and the efficiency variance for Exhibit 
24.11 if 3,700 actual hours are used 

at an actual price of $7.50 per hour. 
Answer: $1,850 favorable labor rate 
variance and $1,600 unfavorable labor 
efficiency variance. 
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Rate Variance 


Efficiency Variance 


$28,220 — $27,200 $27,200 — $28,000 


= = 


T 


Total Direct Labor Variance 
$1,020 — $800 


* AH is actual direct labor hours: AR is actual wage rate; SH is standard direct labor hours allowed for actual output; SR is standard wage rate. 


The analysis in Exhibit 24.11 shows that an $800 favorable efficiency variance results from 
using 100 fewer direct labor hours than standard for the units produced, but this favorable vari- 
ance is more than offset by a wage rate that is $0.30 per hour higher than standard. The personnel 
administrator or the production manager needs to explain why the wage rate is higher than ex- 
pected. The production manager should also explain how the labor hours were reduced. If this 
experience can be repeated and transferred to other departments, more savings are possible. 

One possible explanation of these labor rate and efficiency variances is the use of workers 
with different skill levels. If this is the reason, senior management must discuss the implications 
with the production manager who has the responsibility to assign workers to tasks with the ap- 
propriate skill level. In this case, an investigation might show that higher-skilled workers were 
used to produce 3,500 units of hand-crafted clubheads. As a result, fewer labor hours might be 
required for the work, but the wage rate paid these workers is higher than standard because of 
their greater skills. The effect of this strategy is a higher than standard total cost, which would 
require actions to remedy the situation or adjust the standard. 


O Decision 


Answer — p. 1014 





Human Resource Manager You receive the manufacturing variance report for June and discover a 
large unfavorable labor efficiency (quantity) variance. What factors do you investigate to identify its possible 
causes? W 


Quick Check Answers — p. 1015 Kl 


5. A standard cost (a) changes in direct proportion to changes in the level of activity, (b) is an 
amount incurred at the actual level of production for the period, or (c) is an amount incurred 
under normal conditions to provide a product or service. 


6. What is a cost variance? 
7. The following information is available for York Company. 


Actual direct labor hours per unit.............. 2.5 hours 
Standard direct labor hours per unit............ 2.0 hours 
Actual production (units) ..................00. 2,500 units 
Budgeted production (units) .................. 3,000 units 
Actuallrate per hours van weisvcan eet $3.10 
Standard rate per hour ...................05. $3.00 


The labor efficiency variance is (a) $3,750 U, (b) $3,750 F or (c) $3,875 U. 
8. Refer to Quick Check 7; the labor rate variance is (a) $625 F or (b) $625 U. 


9. If a materials quantity variance is favorable and a materials price variance is unfavorable, can 
the total materials cost variance be favorable? 
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OVERHEAD STANDARDS AND VARIANCES 


When standard costs are used, a predetermined overhead rate is used to assign standard overhead 
costs to products or services produced. This predetermined rate is often based on some overhead 
allocation base (such as standard labor cost, standard labor hours, or standard machine hours). 


Setting Overhead Standards 


Standard overhead costs are the amounts expected to occur at a certain activity level. Unlike di- 
rect materials and direct labor, overhead includes fixed costs and variable costs. This results in 
the average overhead cost per unit changing as the predicted volume changes. Since standard 
costs are also budgeted costs, they must be established before the reporting period begins. Stan- 
dard overhead costs are therefore average per unit costs based on the predicted activity level. 

To establish the standard overhead cost rate, management uses the same cost structure it used to 
construct a flexible budget at the end of a period. This cost structure identifies the different overhead 
cost components and classifies them as variable or fixed. To get the standard overhead rate, man- 
agement selects a level of activity (volume) and predicts total overhead cost. It then divides this total 
by the allocation base to get the standard rate. Standard direct 
labor hours expected to be used to produce the predicted volume 
is acommon allocation base and is used in this section. 

To illustrate, Exhibit 24.12 shows the overhead cost struc- 
ture used to develop G-Max’s flexible overhead budgets for 
May 2011. The predetermined standard overhead rate for May is 
set before the month begins. The first two number columns list 
the per unit amounts of variable costs and the monthly amounts 
of fixed costs. The four right-most columns show the costs ex- 
pected to occur at four different levels of production activity. The 
predetermined overhead rate per labor hour is smaller as volume 
of activity increases because total fixed costs remain constant. 


G-MAX 
Flexible Overhead Budgets 
For Month Ended May 31, 2011 


Flexible Budget 
———————_ Flexible 


Budget 
at 70% 
Capacity 


Flexible 
Budget 
at 80% 

Capacity 


Flexible 
Budget 
at 90% 

Capacity 


Flexible 

Budget 

at 100% 

Capacity 


Total 
Fixed 
Cost 


Variable 
Amount 
per Unit 


























Production (in units) .............. l unit 3,500 4,000 4,500 5,000 
Factory overhead 
Variable costs 
Indirect labor................ $0.40/unit $1,400 $1,600 $1,800 $2,000 
Indirect materials ............ 0.30/unit 1,050 1,200 1,350 1,500 
Power and lights ............. 0.20/unit 700 800 900 1,000 
Maintenance ne ee ee 0.10/unit 350 400 450 500 
Total variable overhead costs .... $1.00/unit 3,500 4,000 4,500 5,000 
Fixed costs (per month) ae 
Building rent ................ $1,000 1,000 1,000 1,000 1,000 
Depreciation—machinery...... 1,200 1,200 1,200 1,200 1,200 
Supervisory salaries........... 1,800 1,800 1,800 1,800 1,800 
Total fixed overhead costs...... $4,000 4,000 4,000 4,000 4,000 
Total factory overhead .......... — $7,500 $8,000 $8,500 $9,000 
Standard direct labor hours | hr/unit. . 3,500 hrs. 4,000 hrs. 4,500 hrs. 5,000 hrs. 
Predetermined overhead rate per 
standard direct labor hour ....... $ 2.14 $ 2.00 $ 1.89 $ 1.80 











Point: With increased automation, 
machine hours are frequently used in 
applying overhead instead of labor hours. 


EXHIBIT 24.12 
Flexible Overhead Budgets 
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Point: Variable costs per unit remain 
constant, but fixed costs per unit decline 
with increases in volume. This means the 
average total overhead cost per unit 
declines with increases in volume. 





P Compute overhead 
variances. 











EXHIBIT 24.13 


Overhead Cost Variance 
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G-Max managers predicted an 80% activity level for May, or a production volume of 4,000 
clubheads. At this volume, they budget $8,000 as the May total overhead. This choice implies a 
$2 per unit (labor hour) average overhead cost ($8,000/4,000 units). Since G-Max has a stan- 
dard of one direct labor hour per unit, the predetermined standard overhead rate for May is $2 
per standard direct labor hour. The variable overhead rate remains constant at $1 per direct labor 
hour regardless of the budgeted production level. The fixed overhead rate changes according to 
the budgeted production volume. For instance, for the predicted level of 4,000 units of produc- 
tion, the fixed rate is $1 per hour ($4,000 fixed costs/4,000 units). For a production level of 
5,000 units, however, the fixed rate is $0.80 per hour ($4,000 fixed costs/5,000 units). 

When choosing the predicted activity level, management considers many factors. The level 
can be set as high as 100% of capacity, but this is rare. Factors causing the activity level to be 
less than full capacity include difficulties in scheduling work, equipment under repair or main- 
tenance, and insufficient product demand. Good long-run management practices often call for 
some plant capacity in excess of current operating needs to allow for special opportunities and 
demand changes. 


@ Decision 





Measuring Up In the spirit of continuous improvement, competitors compare their processes and per- 
formance standards against benchmarks established by industry leaders. Those that use benchmarking 
include Precision Lube, Jiffy Lube, All Tune and Lube, and Speedee Oil Change and Tune-Up. E 


Total Overhead Cost Variance 


When standard costs are used, the cost accounting system applies overhead to the good units 
produced using the predetermined standard overhead rate. At period-end, the difference between 
the total overhead cost applied to products and the total overhead cost actually incurred is called 
an overhead cost variance (total overhead variance), which is defined in Exhibit 24.13. 


Overhead cost variance (OCV) = Actual overhead incurred (AOI) — Standard overhead applied (SOA) 


EXHIBIT 24.14 


Framework for Understanding Total 
Overhead Variance 


The standard overhead applied is based on the predetermined overhead rate and the standard 
number of hours that should have been used, based on the actual production. To illustrate, 
G-Max produced 3,500 units during the month, which should have used 3,500 direct labor 
hours. From Exhibit 24.12, G-Max’s predetermined overhead rate at the predicted capacity level 
of 4,000 units was $2.00 per direct labor hour, so the standard overhead applied is $7,000 (com- 
puted as 3,500 X $2.00). Additional data from cost reports show that the actual overhead cost 
incurred in the month is $7,650. G-Max’s total overhead variance is thus $650, computed as 
$7,650 — $7,000. This variance is unfavorable, as G-Max’s actual overhead was higher than it 
should have been based on budgeted amounts. 


Controllable and Volume Variances To help identify factors causing the overhead 
cost variance, managers analyze this variance separately for controllable and volume variances, 
as illustrated in Exhibit 24.14. The results provide information useful for taking strategic actions 
to improve company performance. 


Total 
Overhead Variance 


m 


Controllable Volume 
Variance Variance 
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The controllable variance is the difference between actual overhead costs incurred and the 
budgeted overhead costs based on a flexible budget. The controllable variance is so named be- 
cause it refers to activities usually under management control. A volume variance occurs when 
there is a difference between the actual volume of production and the standard volume of pro- 
duction. The budgeted fixed overhead amount is the same regardless of the volume of produc- 
tion (within the relevant range). This budgeted amount is computed based on the standard direct 
labor hours that the budgeted production volume allows. The applied fixed overhead is based, 
however, on the standard direct labor hours allowed for the actual volume of production, using 
the flexible budget. When a company operates at a capacity different from what it expected, the 
volume variance will differ from zero. 

Returning to the G-Max data, the flexible budget in Exhibit 24.12 shows budgeted factory 
overhead of $7,500 at the production volume of 3,500 units during the month. The controllable 
variance is then computed as: 


Actual total overhead (given) ...................05. $7,650 
Applied total overhead (from flexible budget) ......... 7,500 
Controllable variance (unfavorable) ................. $ 150 


We then compute the volume variance. It is important to note that the volume variance is based 
solely on fixed overhead. G-Max’s budgeted fixed overhead at the predicted capacity level for 
the month was $4,000. Recall from Exhibit 24.12 that G-Max’s predetermined fixed overhead at 
the predicted capacity level of 4,000 units was $1 per hour. Thus, G-Max’s applied fixed over- 
head was $3,500, computed as 3,500 units X $1.00 per unit. G-Max’s volume variance is then 
computed as: 


Budgeted fixed overhead (at predicted capacity) ..... $4,000 
Applied fixed overhead (3,500 X $1.00) ........... 3,500 
Volume variance (unfavorable) ................... $ 500 


Analyzing Controllable and Volume Variances How should the top management 
of G-Max interpret the unfavorable controllable and volume variances? An unfavorable vol- 
ume variance implies that the company did not reach its predicted operating level. In this 
case, 80% of manufacturing capacity was budgeted but only 70% was used. Man- 
agement needs to know why the actual level of production differs from the expected 
level. The main purpose of the volume variance is to identify what portion of the 
total overhead variance is caused by failing to meet the expected production level. 
Often the reasons for failing to meet this expected production level are due to fac- 
tors, for example customer demand, that are beyond employees’ control. This infor- 
mation permits management to focus on explanations for the controllable variance, 
as we discuss next. 


Overhead Variance Reports To help management isolate the reasons for 
the $150 unfavorable controllable variance, an overhead variance report can be 
prepared. A complete overhead variance report provides managers information 
about specific overhead costs and how they differ from budgeted amounts. Exhibit 
24.15 shows G-Max’s overhead variance report for May. It reveals that (1) fixed 
costs and maintenance costs were incurred as expected, (2) costs for indirect labor 
and power and lights were higher than expected, and (3) indirect materials cost was 





ae 
less than expected. “Well, according to the books, you'vegottoo much overhead.” 
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EXHIBIT 24.15 


Overhead Variance Report 
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G-MAX 


Overhead Variance Report 
For Month Ended May 31, 2011 





Volume Variance 


Expected production level ............. 80% of capacity 
Production level achieved.............. 70% of capacity 
Volume variance ae ae eee ee eee ee $500 (unfavorable) 


Flexible Actual 














Controllable Variance Budget Results Variances* 
Variable overhead costs 
Indirect: labor e e eae a $1,400 $1,525 $125 U 
Indirect materials o eee aee aa 1,050 1,025 25 F 
Power and lights................... 700 750 50 U 
Maintenance senene erer enn enaa 350 350 0 
Total variable overhead costs......... 3,500 3,650 150 U 
Fixed overhead costs 
Buildingrent e vac eeie osu. 1,000 1,000 0 
Depreciation—machinery ........... 1,200 1,200 0 
Supervisory salaries ................ 1,800 1,800 0 
Total fixed overhead costs ........... 4,000 4,000 0 
Total overhead costs ................. $7,500 $7,650 $150 U 





* F = Favorable variance; U = Unfavorable variance. 


The total controllable variance amount is also readily available from Exhibit 24.15. The 
overhead variance report shows the total volume variance as $500 unfavorable (shown at the 
top) and the $150 unfavorable controllable variance (reported at the bottom right). The sum of 
the controllable variance and the volume variance equals the total overhead variance of $650 
unfavorable. 

Appendix 24A describes an expanded analysis of overhead variances. 









Quick Check Answers — p. 1015 





10. Under what conditions is an overhead volume variance considered favorable? 


11. To use management by exception, a company (a) need not study fixed overhead variances, 
(b) should compute variances from flexible budget amounts to allow management to focus its 
attention on significant differences between actual and budgeted results, or (c) should analyze 
only variances for direct materials and direct labor. 


GLOBAL VIEW 





BMW, a German automobile manufacturer, uses concepts of standard costing and variance analysis. Pro- 
duction begins with huge rolls of steel and aluminum, which are then cut and pressed by large machines. 
Material must meet high quality standards, and the company sets standards for each of its machine opera- 
tions. In the Assembly department, highly-trained employees complete the assembly of the painted car 
chassis, often to customer specifications. Again, BMW sets standards for how much labor should be used 
and monitors its employee performance. 
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Sales Variances OQO Decision Analysis 





This chapter explained the computation and analysis of cost variances. A similar variance analysis can be 
applied to sales. To illustrate, consider the following sales data from G-Max for two of its golf products, 
Excel golf balls and Big Bert® drivers. 


Budgeted Actual 


A Analyze changes in sales 
from expected amounts. 











Sales of Excel golf balls (units)........... 1,000 units 1,100 units 
Sales price per Excel golf ball............ $10 $10.50 
Sales of Big Bert® drivers (units)......... 150 units 140 units 
Sales price per Big Bert® driver.......... $200 $190 


Using this information, we compute both the sales price variance and the sales volume variance as shown 
in Exhibit 24.16. The total sales price variance is $850 unfavorable, and the total sales volume variance is 
$1,000 unfavorable. Neither total variance implies anything positive about these two products. However, 
further analysis of these total sales variances reveals that both the sales price and sales volume variances 
for Excel golf balls are favorable, meaning that both the unfavorable total sales price variance and the 
unfavorable total sales volume variance are due to the Big Bert driver. 








; = EXHIBIT 24.16 
Excel Golf Balls Actual Results Flexible Budget Fixed Budget ; ; 
AS X AP AS X BP BS X BP Computing Sales Variances* 
(1,100 x $10.50) (1,100 x $10) (1,000 x $10) 
Sales dollars (balls) $11,550 $11,000 $10,000 
$550 F $1,000 F 
| Sales Price Variance \ Sales Volume Variance 
Big Bert? Drivers 
(140 x $190) (140 x $200) (150 x $200) 
Sales dollars (drivers) $26,600 $28,000 $30,000 
~N, 
$1,400 U $2,000 U 
| Sales Price Variance l Sales Volume Variance | 
Total $850 U $1,000 U 











* AS = actual sales units; AP = actual sales price; BP = budgeted sales price; BS = budgeted sales units (fixed budget). 


Managers use sales variances for planning and control purposes. The sales variance information is 
used to plan future actions to avoid unfavorable variances. G-Max sold 90 total combined units (both 
balls and drivers) more than planned, but these 90 units were not sold in the proportion budgeted. G-Max 
sold fewer than the budgeted quantity of the higher-priced driver, which contributed to the unfavorable 
total sales variances. Managers use such detail to question what caused the company to sell more golf 
balls and fewer drivers. Managers also use this information to evaluate and even reward their salespeo- 
ple. Extra compensation is paid to salespeople who contribute to a higher profit margin. Finally, with 
multiple products, the sales volume variance can be separated into a sales mix variance and a sales quan- 
tity variance. The sales mix variance is the difference between the actual and budgeted sales mix of the 
products. The sales quantity variance is the difference between the total actual and total budgeted quan- 
tity of units sold. 





C) Decision Answer — p. 1014 


Sales Manager The current performance report reveals a large favorable sales volume variance but an 
unfavorable sales price variance. You did not expect to see a large increase in sales volume. What steps do 
you take to analyze this situation? E 
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DEMONSTRATION PROBLEM 


Pacific Company provides the following information about its budgeted and actual results for June 2011. 
Although the expected June volume was 25,000 units produced and sold, the company actually produced 
and sold 27,000 units as detailed here: 


Budget Actual 


(25,000 units) (27,000 units) 





Selling price oneni eee ee eee r eae $5.00 per unit $5.23 per unit 
Variable costs (per unit) 
Direct materials uraren ee a a 1.24 per unit 1.12 per unit 
Direct labors. ecco cene seee eee 1.50 per unit 1.40 per unit 
Factory- supplies. mee eerren ane e eis 0.25 per unit 0.37 per unit 
Utilities* ic, nc ireanii ranra Enn 0.50 per unit 0.60 per unit 
Selling COStS o a neei A EENE 0.40 per unit 0.34 per unit 
Fixed costs (per month) 
Depreciation—machinery*...............- $3,750 $3,710 
Depreciation—building* .................. 2,500 2,500 
General liability insurance................. 1,200 1,250 
Property taxes on office equipment ......... 500 485 
Other administrative expense.............. 750 900 


* Indicates factory overhead item; $0.75 per unit or $3 per direct labor hour for variable overhead, and $0.25 
per unit or $1 per direct labor hour for fixed overhead. 


Standard costs based on expected output of 25,000 units 


Per Unit Quantity Total 

of Output to Be Used Cost 
Direct materials, 4 oz. @ $0.31/oz........... $1.24/unit 100,000 oz. $31,000 
Direct labor, 0.25 hrs. @ $6.00/hr. .......... 1.50/unit 6,250 hrs. 37,500 
Overhead). aisre ore e A stiles ateraze 1.00/unit 25,000 

Actual costs incurred to produce 27,000 units 

Per Unit Quantity Total 

of Output Used Cost 
Direct materials, 4 oz. @ $0.28/oz........... $1.12/unit 108,000 oz. $30,240 
Direct labor, 0.20 hrs. @ $7.00/hr. .......... 1.40/unit 5,400 hrs. 37,800 
Overhead! ane anew A E mane eine 1.20/unit 32,400 


Standard costs based on expected output of 27,000 units 


Per Unit Quantity Total 

of Output to Be Used Cost 
Direct materials, 4 oz. @ $0.31/oz........... $1.24/unit 108,000 oz. $33,480 
Direct labor, 0.25 hrs. @ $6.00/hr. .......... 1.50/unit 6,750 hrs. 40,500 


Overhead ec ree enaa R ENa AE 26,500 
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Required 
1. Prepare June flexible budgets showing expected sales, costs, and net income assuming 20,000, 25,000, 
and 30,000 units of output produced and sold. 


2. Prepare a flexible budget performance report that compares actual results with the amounts budgeted 
if the actual volume had been expected. 


. Apply variance analysis for direct materials and direct labor. 
Compute the total overhead variance, and the controllable and volume variances. 
Compute spending and efficiency variances for overhead. (Refer to Appendix 24A.) 


Onn w 


. Prepare journal entries to record standard costs, and price and quantity variances, for direct materials, 
direct labor, and factory overhead. (Refer to Appendix 24A.) 


PLANNING THE SOLUTION 


© Prepare a table showing the expected results at the three specified levels of output. Compute the vari- 
able costs by multiplying the per unit variable costs by the expected volumes. Include fixed costs at the 
given amounts. Combine the amounts in the table to show total variable costs, contribution margin, total 
fixed costs, and income from operations. 
© Prepare a table showing the actual results and the amounts that should be incurred at 27,000 units. Show 
any differences in the third column and label them with an F for favorable if they increase income or a 
U for unfavorable if they decrease income. 
© Using the chapter’s format, compute these total variances and the individual variances requested: 
© Total materials variance (including the direct materials quantity variance and the direct materials 
price variance). 
© Total direct labor variance (including the direct labor efficiency variance and rate variance). 
© Total overhead variance (including both controllable and volume overhead variances and their com- 
ponent variances). 


SOLUTION TO DEMONSTRATION PROBLEM 
1. 


PACIFIC COMPANY 
Flexible Budgets 

For Month Ended June 30, 2011 

Flexible Flexible Flexible 
Budget Budget Budget 
Variable Total for Unit for Unit for Unit 
Amount Fixed Sales of Salesof Sales of 
per Unit Cost 20,000 25,000 30,000 


Flexible Budget 














Sal@sit Greve neces cee oa senate nen anne $5.00 $100,000 $125,000 $150,000 
Variable costs 
Directmatenialsm eeen eeo eee 1.24 24,800 31,000 37,200 
Direct labor a e oee a e E 1.50 30,000 37,500 45,000 
Factory supplies o eee en 0.25 5,000 6,250 7,500 
Utilities ooe en ero ean e E E 0.50 10,000 12,500 15,000 
Selling COSS n a eee ces 0.40 8,000 10,000 12,000 
Total variable costs ..............+..-- 3.89 77,800 97,250 116,700 
Contribution margin a e e e $1.1 22,200 27,750 33,300 
Fixed costs 
Depreciation—machinery............. $3,750 3,750 3,750 3,750 
Depreciation—building ............... 2,500 2,500 2,500 2,500 
General liability insurance............. 1,200 1,200 1,200 1,200 
Property taxes on office equipment ..... 500 500 500 500 
Other administrative expense ......... 750 750 750 750 
Totalifixedicostse ae ae nen sme oer net $8,700 8,700 8,700 8,700 








Income from operations ................ $ 13,500 $ 19,050 $ 24,600 
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PACIFIC COMPANY 
Flexible Budget Performance Report 
For Month Ended June 30, 2011 


Flexible Actual 

















Budget Results Variance* 
Sales/{27;000 units) -noe eee e lens eter = $135,000 $141,210 $6,210 F 
Variable costs 
Directimaterials cn one aoe ee eee 33,480 30,240 3,240 F 
Direct labores ina aee e a 40,500 37,800 2,700 F 
Factory supplies =en eose e eee 6,750 9,990 3,240 U 
Utilities aneo ae E a E ER TEE E a RR 13,500 16,200 2,700U 
Selling costs one A E tees een 10,800 9,180 1,620 F 
Total variable costs oee eee e E 105,030 103,410 1,620 F 
Contribution margin a a 29,970 37,800 7,830 F 
Fixed costs 
Depreciation—machinery................. 3,750 3,710 40 F 
Depreciation—building ................... 2,500 2,500 0 
General liability insurance................. 1,200 1,250 50U 
Property taxes on office equipment ......... 500 485 ISF 
Other administrative expense ............. 750 900 150U 
motal fixed Costs o a ee ones 8,700 8,845 145U 
Income from operations .................... $ 21,270 $ 28,955 $7,685 F 








* F = Favorable variance; U = Unfavorable variance. 


3. Variance analysis of materials and labor costs. 





Materials cost variances 


Actuallcoste E « 108,000 oz. @ $0.28 $30,240 
Standardicost REER... 108,000 oz. @ $0.31 33,480 
Direct materials cost variance (favorable) ....... $ 3,240 





Price and quantity variances (based on formulas in Exhibit 24.10): 


Actual Cost Standard Cost 
AQ X AP AQ X SP SQ x SP 
108,000 oz. X $0.28 108,000 oz. X $0.31 108,000 oz. X $0.31 
$30,240 $33,480 $33,480 

A a] 
$3,240 F $0 


! Price Variance } Quantity Variance 


bee— m 
$3,240 F 


| Total Direct Materials Variance 


Labor cost variances 





Actual eost e 1; + 5,400 hrs. @ $7.00 $37,800 
Standardicost EAN... 6,750 hrs. @ $6.00 40,500 
Direct labor cost variance (favorable) .......... $ 2,700 





Rate and efficiency variances (based on formulas in Exhibit 24.11): 


Actual Cost Standard Cost 
AH X AR AH X SR SH X SR 
5,400 hrs. X $7 5,400 hrs. X $6 6,750 hrs. X $6 
$37,800 $32,400 $40,500 
C OO O o 
$5,400 U $8,100 F 
Rate Variance | Efficiency Variance 

$2,700 F 


) Total Direct Labor Variance 
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4. Total, controllable, and volume variances for overhead. 





Overhead cost variances 


Total overhead cost incurred ..... 27,000 units @ $1.20 $32,400 
Total overhead applied .......... 27,000 units @ $1.00 27,000 
Overhead cost variance (unfavorable) ................. $ 5,400 


Controllable variance 


Actual overhead (given) .......05........... e $32,400 
Applied overhead (from flexible budget for 27,000 units) .... 26,500 
Controllable variance (unfavorable) ..............++++0:- $ 5,900 





Volume variance 








Budgeted fixed overhead (at predicted capacity) ........... $ 6,250 
Applied fixed overhead (6,750 X $1.00) ................. 6,750 
Volume variance (favorable)... .......... 00. c eee cece $ 500 





5. Variable and fixed overhead spending and efficiency variances. 


Variable overhead variance (factory supplies and utilities) 


Variable overhead cost incurred ...... ($9,990 + $16,200) $26,190 
Variable overhead cost applied ....... 6,750 hrs. @ $3/hr. 20,250 
Variable overhead cost variance (unfavorable) ............. $ 5,940 





Spending and efficiency variances (based on formulas in Exhibit 24A.2): 


Actual Overhead Applied Overhead 
AH X AVR AH X SVR SH X SVR 
5,400 x $3 6,750 X $3 
$26,190 $16,200 $20,250 
$9,990 U $4,050 F 


| Spending Variance l Efficiency Variance 


E SSS 
$5,940 U 


| Total Variable Overhead Variance 


Fixed overhead (depreciation on machinery and building) 


Fixed overhead cost incurred ........ ($3,710 + $2,500) $ 6,210 
Fixed overhead cost applied ......... 6,750 hrs. @ $1/hr. 6,750 
Fixed overhead cost variance (favorable) ................. $ 540 
Spending and volume variances (based on formulas in Exhibit 24A.2): 
Actual Overhead Budgeted Overhead Applied Overhead 
6,750 x $I 
$6,210 $6,250 $6,750 
A 
$40 F $500 F 


i Spending Variance | Volume Variance 


i E E Mj 
$540 F 


} Total Fixed Overhead Variance 


Controllable variance: $5,900 U (both spending variances plus efficiency variance) 


We can also compute 


Volume variance: 500 F (identified as above) 
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s Goods in Process Inventory .................- 33,480 
Direct Materials Price Variance.............. 3,240 
Raw Materials Inventory ................... 30,240 
Goods in Process Inventory .................. 40,500 
Direct Labor Rate Variance ................... 5,400 
Direct Labor Efficiency Variance ............. 8,100 
Factory: Payroll ee a a E e a iia 37,800 
Goods in Process Inventory* ................- 27,000 
Variable Overhead Spending Variance........... 9,990 
Variable Overhead Efficiency Variance......... 4,050 
Fixed Overhead Spending Variance ........... 40 
Fixed Overhead Volume Variance ............ 500 
Factory Overheadt...............0.00 eee ee 32,400 


* $20,250 + $6,750 *$26,190 + $6,210 


APPENDIX 


Expanded Overhead Variances and 
24A Standard Cost Accounting System 


Expanded Overhead Variances Similar to analysis of direct materials and direct labor, overhead 
variances can be more completely analyzed. Exhibit 24A.1 shows an expanded framework for under- 
standing these component overhead variances. This framework uses classifications of overhead costs as 

either variable or fixed. A spending variance occurs 





EXHIBIT 24A.1 Total when management pays an amount different than 
Expanded Framework for Total Overhead Variance the standard price to acquire an item. For instance, 
Overhead Variance the actual wage rate paid to indirect labor might be 


higher than the standard rate. Similarly, actual su- 
pervisory salaries might be different than expected. 
Variable Fixed Spending variances such as these cause management 


lite ee to investigate the reasons that the amount paid dif- 

fers from the standard. Both variable and fixed over- 

head costs can yield their own spending variances. 

Analyzing variable overhead includes computing an 

Spending Efficiency Spending Wolume efficiency variance, which occurs when standard 


Variance Variance Variance Variance direct labor hours (the allocation base) expected for 
actual production differ from the actual direct labor 
hours used. This efficiency variance reflects on the 
cost-effectiveness in using the overhead allocation 

Controllable base (such as direct labor). 

Variance Exhibit 24A.1 shows that we can combine the 
variable overhead spending variance, the fixed over- 
head spending variance, and the variable overhead 
efficiency variance to get the controllable variance. 


Computing Variable and Fixed Overhead Cost Variances To illustrate the computation of more detailed 
overhead cost variances, we return to the G-Max data. We know that G-Max produced 3,500 units when 
4,000 units were budgeted. Additional data from cost reports show that the actual overhead cost incurred 
is $7,650 (the variable portion of $3,650 and the fixed portion of $4,000). Recall from Exhibit 24.12 that 
each unit requires 1 hour of direct labor, that variable overhead is applied at a rate of $1.00 per direct labor 
hour, and that the predetermined fixed overhead rate is $1.00 per direct labor hour. Using this information, 
we can compute overhead variances for both variable and fixed overhead as follows: 
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Actual variable overhead (given).................. $3,650 
Applied variable overhead (3,500 Xx $1.00) ......... _3,500 
Variable overhead variance (unfavorable) ........... $ 150 
Actual fixed overhead (given) ..................0. $4,000 
Applied fixed overhead (3,500 X $1.00) ........... _3,500 
Fixed overhead variance (unfavorable) ............. $ 500 


Management should seek to determine the causes of these unfavorable variances and take corrective ac- 
tion. To help better isolate the causes of these variances, more detailed overhead variances can be used, as 
shown in the next section. 


Expanded Overhead Variance Formulas Exhibit 24A.2 shows formulas to use in computing detailed over- 
head variances that can better identify reasons for variable and fixed overhead variances. 





Variable Overhead Variance* | 


Actual Overhead Applied Overhead 


AH X AVR AH X SVR SH X SVR 
LO O E S a O E a 
Spending Variance Efficiency Variance 
(AH x AVR) — (AH X SVR) (AH X SVR) — (SH X SVR) 


DE =a IM M ae 


} Variable Overhead Variance 


* AH = actual direct labor hours; AVR = actual variable overhead rate; SH = standard direct labor hours; SVR = standard variable 
overhead rate. 





Fixed Overhead Variance’ 


Actual Overhead Budgeted Overhead Applied Overhead 
(Given) (From Budget) (SH X SFR) 


e—a 


Spending Variance 
Actual — Budgeted 


T 


| Fixed Overhead Variance 


TSH = standard direct labor hours; SFR = standard fixed overhead rate. 






Volume Variance 
Budgeted — Applied 





Variable Overhead Cost Variances Using these formulas, Exhibit 24A.3 offers insight into the causes of 
G-Max’s $150 unfavorable variable overhead cost variance. Recall that G-Max applies overhead based on 
direct labor hours as the allocation base. We know that it used 3,400 direct labor hours to produce 3,500 units. 
This compares favorably to the standard requirement of 3,500 direct labor hours at one labor hour per unit. At 
a standard variable overhead rate of $1.00 per direct labor hour, this should have resulted in variable overhead 
costs of $3,400 (middle column of Exhibit 24A.3). 





Actual Overhead Applied Overhead 
AH X AVR AH X SVR SH X SVR 
Given 3,400 hrs. X $1.00 3,500 hrs. X $1.00 
$3,650 $3,400 $3,500 
st A 
$250 U $100 F 








Spending Variance Efficiency Variance 
$3,650 — $3,400 $3,400 — $3,500 


(a 
$150 U 


Variable Overhead Variance 
$250 — $100 











IOII 


EXHIBIT 24A.2 


Variable and Fixed 
Overhead Variances 


EXHIBIT 24A.3 


Computing Variable Overhead 
Cost Variances 
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EXHIBIT 24A.4 


Computing Fixed Overhead 
Cost Variances 





P Prepare journal entries 
for standard costs and 
account for price and 
quantity variances. 











Assets = Liabilities + Equity 
+35,000 — 1,000 
—37,800 =1;800 
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G-Max’s cost records, however, report actual variable overhead of $3,650, or $250 higher than 
expected. This means G-Max has an unfavorable variable overhead spending variance of $250 ($3,650 — 
$3,400). On the other hand, G-Max used 100 fewer labor hours than expected to make 3,500 units, and its 
actual variable overhead is lower than its applied variable overhead. Thus, G-Max has a favorable variable 
overhead efficiency variance of $100 ($3,400 — $3,500). 


Fixed Overhead CostVariances Exhibit 24A.4 provides insight into the causes of G-Max’s $500 unfavorable 
fixed overhead variance. G-Max reports that it incurred $4,000 in actual fixed overhead; this amount equals 
the budgeted fixed overhead for May at the expected production level of 4,000 units (see Exhibit 24.12). Thus, 
the fixed overhead spending variance is zero, suggesting good control of fixed overhead costs. 
G-Max’s budgeted fixed overhead application rate is $1 per hour ($4,000/4,000 direct labor hours), but 
the actual production level is only 3,500 units. Using this information, we can compute the fixed overhead 
volume variance shown in Exhibit 24A.4. The applied fixed overhead is computed by multiplying 
3,500 standard hours allowed for the actual production by the $1 fixed overhead allocation rate. The 
volume variance of $500 occurs because 500 fewer units are produced than budgeted; namely, 80% of 
the manufacturing capacity is budgeted but only 70% is used. 


7 


Spending Variance 
$4,000 — $4,000 
DE 


Fixed Overhead Variance 
$0 — $500 


Standard Cost Accounting System We have shown how companies use standard costs in 
management reports. Most standard cost systems also record these costs and variances in accounts. This 
practice simplifies recordkeeping and helps in preparing reports. Although we do not need knowledge of 
standard cost accounting practices to understand standard costs and their use, we must know how to inter- 
pret the accounts in which standard costs and variances are recorded. The entries in this section briefly 
illustrate the important aspects of this process for G-Max’s standard costs and variances for May. 

The first of these entries records standard materials cost incurred in May in the Goods in Process In- 
ventory account. This part of the entry is similar to the usual accounting entry, but the amount of the debit 
equals the standard cost ($35,000) instead of the actual cost ($37,800). This entry credits Raw Materials 
Inventory for actual cost. The difference between standard and actual direct materials costs is recorded 
with debits to two separate materials variance accounts (recall Exhibit 24.10). Both the materials price 
and quantity variances are recorded as debits because they reflect additional costs higher than the standard 
cost (if actual costs were less than the standard, they are recorded as credits). This treatment (debit) re- 
flects their unfavorable effect because they represent higher costs and lower income. 





May 31 Goods in Process Inventory ..............000-000- 35,000 
Direct Materials Price Variance* .............. 1,800 
Direct Materials Quantity Variance ............ 1,000 

Raw Materials Inventory ............2-+-e-0+0 37,800 


To charge production for standard quantity of 
materials used (1,750 Ibs.) at the standard 
price ($20 per Ib.), and to record material price 
and material quantity variances. 


* Many companies record the materials price variance when materials are purchased. For simplicity, we record both the materials 
price and quantity variances when materials are issued to production. 


The second entry debits Goods in Process Inventory for the standard labor cost of the goods manufac- 
tured during May ($28,000). Actual labor cost ($28,220) is recorded with a credit to the Factory Payroll 
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account. The difference between standard and actual labor costs is explained by two variances (see Exhibit 
24.11). The direct labor rate variance is unfavorable and is debited to that account. The direct labor effi- 
ciency variance is favorable and that account is credited. The direct labor efficiency variance is favorable 
because it represents a lower cost and a higher net income. 


May 31 Goods in Process Inventory <. ee e a eee eeeeeee 28,000 
Direct Labor Rate Variance .......................-- 1,020 

Direct Labor Efficiency Variance ................. 800 

Factory Payroll ses ner eene ened memset E E 28,220 


To charge production with 3,500 standard hours of 
direct labor at the standard $8 per hour rate, and 
to record the labor rate and efficiency variances. 


The entry to assign standard predetermined overhead to the cost of goods manufactured must debit the 
$7,000 predetermined amount to the Goods in Process Inventory account. Actual overhead costs of $7,650 
were debited to Factory Overhead during the period (entries not shown here). Thus, when Factory Over- 
head is applied to Goods in Process Inventory, the actual amount is credited to the Factory Overhead ac- 
count. To account for the difference between actual and standard overhead costs, the entry includes a $250 
debit to the Variable Overhead Spending Variance, a $100 credit to the Variable Overhead Efficiency Vari- 
ance, and a $500 debit to the Volume Variance (recall Exhibits 24A.3 and 24A.4). An alternative (simpler) 
approach is to record the difference with a $150 debit to the Controllable Variance account and a $500 
debit to the Volume Variance account (recall from Exhibit 24A.1 that controllable variance is the sum of 
both variable overhead variances and the fixed overhead spending variance). 


May 31 Goods in Process Inventory ra ee eeee 7,000 
VolumeNariance S e a ce er ecient: 500 
Variable Overhead Spending Variance .............. 250 

Variable Overhead Efficiency Variance .......... 100 


Factors Oyverhea dEr eer et ene A, 7,650 
To apply overhead at the standard rate of 
$2 per standard direct labor hour (3,500 hours), 


and to record overhead variances. 


The balances of these different variance accounts accumulate until the end of the accounting period. As a 
result, the unfavorable variances of some months can offset the favorable variances of other months. 

These ending variance account balances, which reflect results of the period’s various transactions and 
events, are closed at period-end. If the amounts are immaterial, they are added to or subtracted from the 
balance of the Cost of Goods Sold account. This process is similar to that shown in the job order costing 
chapter for eliminating an underapplied or overapplied balance in the Factory Overhead account. (Note: 
These variance balances, which represent differences between actual and standard costs, must be added to 
or subtracted from the materials, labor, and overhead costs recorded. In this way, the recorded costs equal 
the actual costs incurred in the period; a company must use actual costs in external financial statements 
prepared in accordance with generally accepted accounting principles.) 






lv] 


12. A company uses a standard cost accounting system. Prepare the journal entry to record these 
direct materials variances: 





Quick Check Answers — p. 1015 





Direct materials cost actually incurred.................. $73,200 
Direct materials quantity variance (favorable)............ 3,800 
Direct materials price variance (unfavorable) ............ 1,300 


13. If standard costs are recorded in the manufacturing accounts, how are recorded variances 
treated at the end of an accounting period? 
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Assets 
+28,000 


= Liabilities + Equity 
+28,220 
— 1,020 
+ 800 





Assets = Liabilities + Equity 





+7,000 +7,650 
— 250 
— 500 


+ 100 


Point: If variances are material they can 
be allocated between Goods in Process 
Inventory, Finished Goods Inventory, and 
Cost of Goods Sold. This closing process 
is explained in advanced courses. 
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Summary 


C1 Define standard costs and explain how standard cost infor- 
mation is useful for management by exception. Standard 
costs are the normal costs that should be incurred to produce a 
product or perform a service. They should be based on a careful 
examination of the processes used to produce a product or perform 
a service as well as the quantities and prices that should be incurred 
in carrying out those processes. On a performance report, standard 
costs (which are flexible budget amounts) are compared to actual 
costs, and the differences are presented as variances. Standard cost 
accounting provides management information about costs that differ 
from budgeted (expected) amounts. Performance reports disclose 
the costs or areas of operations that have significant variances from 
budgeted amounts. This allows managers to focus attention on the 
exceptions and less attention on areas proceeding normally. 


C2 Describe variances and what they reveal about perfor- 

mance. Management can use variances to monitor and control 
activities. Total cost variances can be broken into price and quantity 
variances to direct management’s attention to those responsible for 
quantities used and prices paid. 


M Analyze changes in sales from expected amounts. Actual 

sales can differ from budgeted sales, and managers can inves- 
tigate this difference by computing both the sales price and sales 
volume variances. The sales price variance refers to that portion of 
total variance resulting from a difference between actual and bud- 
geted selling prices. The sales volume variance refers to that portion 
of total variance resulting from a difference between actual and bud- 
geted sales quantities. 


P1 Prepare a flexible budget and interpret a flexible budget 
performance report. A flexible budget expresses variable 
costs in per unit terms so that it can be used to develop budgeted 
amounts for any volume level within the relevant range. Thus, man- 
agers compute budgeted amounts for evaluation after a period for 
the volume that actually occurred. To prepare a flexible budget, we 
express each variable cost as a constant amount per unit of sales 
(or as a percent of sales dollars). In contrast, the budgeted amount 


Guidance Answers to Decision Maker and Decision Ethics 


Entrepreneur From the complaints, this performance report ap- 
pears to compare actual results with a fixed budget. This comparison is 
useful in determining whether the amount of work actually performed 
was more or less than planned, but it is not useful in determining 
whether the divisions were more or less efficient than planned. If the 
two consulting divisions worked on more assignments than expected, 
some costs will certainly increase. Therefore, you should prepare a 
flexible budget using the actual number of consulting assignments and 
then compare actual performance to the flexible budget. 


Internal Auditor Although the manager’s actions might not 
be unethical, this action is undesirable. The internal auditor should 
report this behavior, possibly recommending that for the purchase 
of such discretionary items, the manager must provide budgetary 
requests using an activity-based budgeting process. The internal 
auditor would then be given full authority to verify this budget 
request. 
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of each fixed cost is expressed as a total amount expected to 
occur at any sales volume within the relevant range. The flexible 
budget is then determined using these computations and amounts 
for fixed and variable costs at the expected sales volume. 


P 2 Compute materials and labor variances. Materials and labor 

variances are due to differences between the actual costs incurred 
and the budgeted costs. The price (or rate) variance is computed by 
comparing the actual cost with the flexible budget amount that should 
have been incurred to acquire the actual quantity of resources. The 
quantity (or efficiency) variance is computed by comparing the flexible 
budget amount that should have been incurred to acquire the actual 
quantity of resources with the flexible budget amount that should have 
been incurred to acquire the standard quantity of resources. 


P Compute overhead variances. Overhead variances are due to 

differences between the actual overhead costs incurred and the 
overhead applied to production. An overhead spending variance 
arises when the actual amount incurred differs from the budgeted 
amount of overhead. An overhead efficiency (or volume) variance 
arises when the flexible overhead budget amount differs from the 
overhead applied to production. It is important to realize that over- 
head is assigned using an overhead allocation base, meaning that an 
efficiency variance (in the case of variable overhead) is a result of 
the overhead application base being used more or less efficiently 
than planned. 


P AA Prepare journal entries for standard costs and account for 
price and quantity variances. When a company records stan- 
dard costs in its accounts, the standard costs of materials, labor, and 
overhead are debited to the Goods in Process Inventory account. 
Based on an analysis of the material, labor, and overhead costs, each 
quantity variance, price variance, volume variance, and controllable 
variance is recorded in a separate account. At period-end, if the 
variances are material, they are allocated among the balances of the 
Goods in Process Inventory, Finished Goods Inventory, and Cost 
of Goods Sold accounts. If they are not material, they are simply 
debited or credited to the Cost of Goods Sold account. 





Human Resource Manager As HR manager, you should in- 
vestigate the causes for any labor-related variances although you may 
not be responsible for them. An unfavorable labor efficiency variance 
occurs because more labor hours than standard were used during the 
period. There are at least three possible reasons for this: (1) materials 
quality could be poor, resulting in more labor consumption due to 
rework; (2) unplanned interruptions (strike, breakdowns, accidents) 
could have occurred during the period; and (3) the production man- 
ager could have used a different labor mix to expedite orders. This 
new labor mix could have consisted of a larger proportion of un- 
trained labor, which resulted in more labor hours. 


Sales Manager The unfavorable sales price variance suggests 
that actual prices were lower than budgeted prices. As the sales man- 
ager, you want to know the reasons for a lower than expected price. 
Perhaps your salespeople lowered the price of certain products by 
offering quantity discounts. You then might want to know what 
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prompted them to offer the quantity discounts (perhaps competitors 
were offering discounts). You want to break the sales volume vari- 
ance into both the sales mix and sales quantity variances. You could 


Guidance Answers to Quick Checks 


1. b 
2. The first step is classifying each cost as variable or fixed. 


3. A fixed budget is prepared using an expected volume of sales or 
production. A flexible budget is prepared using the actual vol- 
ume of activity. 


The contribution margin equals sales less variable costs. 
c 
It is the difference between actual cost and standard cost. 
a; Total actual hours: 2,500 X 2.5 = 6,250 

Total standard hours: 2,500 x 2.0 = 5,000 

Efficiency variance = (6,250 — 5,000) x $3.00 

= $3,750 U 

8. b; Rate variance = ($3.10 — $3.00) X 6,250 = $625 U 


NO OS 


find that although the sales quantity variance is favorable, the sales 
mix variance is not. Then you need to investigate why the actual sales 
mix differs from the budgeted sales mix. 


10. 


11. 
12. 


13. 


Yes, this will occur when the materials quantity variance is 
more than the materials price variance. 

The overhead volume variance is favorable when the actual op- 
erating level is higher than the expected level. 


b 
Goods in Process Inventory ............. 75,700 
Direct Materials Price Variance ........... 1,300 
Direct Materials Quantity Variance...... 3,800 
Raw Materials Inventory .............. 73,200 


If the variances are material, they should be prorated among 
the Goods in Process Inventory, Finished Goods Inventory, and 
Cost of Goods Sold accounts. If they are not material, they 
can be closed to Cost of Goods Sold. 


Key Terms mhhe.com/wildFAP20e 


Benchmarking (p. 1002) Fixed budget (p. 991) Quantity variance (p. 995) 
Budget report (p. 990) Fixed budget performance report (p. 991) Spending variance (p. 1010) 
Budgetary control (p. 990) Flexible budget (p. 992) Standard costs (p. 995) 
Controllable variance (p. 1003) Flexible budget performance report (p. 994) | Unfavorable variance (p. 991) 
Cost variance (p. 997) Management by exception (p. 995) Variance analysis (p. 995) 
Efficiency variance (p. 1010) Overhead cost variance (p. 1002) Volume variance (p. 1003) 
Favorable variance (p. 991) Price variance (p. 995) 


Multiple Choice Quiz 


Additional Quiz Questions are available at the book’s Website. 


1. A company predicts its production and sales will be 24,000 
units. At that level of activity, its fixed costs are budgeted at 
$300,000, and its variable costs are budgeted at $246,000. If its 
activity level declines to 20,000 units, what will be its fixed 
costs and its variable costs? 

. Fixed, $300,000; variable, $246,000 

- Fixed, $250,000; variable, $205,000 

. Fixed, $300,000; variable, $205,000 

. Fixed, $250,000; variable, $246,000 

. Fixed, $300,000; variable, $300,000 

2. Using the following information about a single product com- 
pany, compute its total actual cost of direct materials used. 

e Direct materials standard cost: 5 lbs. X $2 per lb. = $10. 
e Total direct materials cost variance: $15,000 unfavorable. 
e Actual direct materials used: 300,000 Ibs. 

e Actual units produced: 60,000 units. 


ona 09 


Answers on p. 1033 







mhhe.com/wildFAP20e 


$585,000 
- $600,000 
- $300,000 
- $315,000 
- $615,000 


ono00D 


. A company uses four hours of direct labor to produce a product 


unit. The standard direct labor cost is $20 per hour. This period 
the company produced 20,000 units and used 84,160 hours of 
direct labor at a total cost of $1,599,040. What is its labor rate 
variance for the period? 

a. $83,200 F 

b. $84,160 U 

c. $84,160 F 

d. $83,200 U 

e. $ 960F 
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4. A company’s standard for a unit of its single product is $6 per unit 5. A company’s standard for a unit of its single product is 
in variable overhead (4 hours X $1.50 per hour). Actual data for $4 per unit in fixed overhead ($24,000 total/6,000 units bud- 
the period show variable overhead costs of $150,000 and produc- geted). Actual data for the period show total actual fixed overhead 
tion of 24,000 units. Its total variable overhead cost variance is of $24,100 and production of 4,800 units. Its volume variance is 
a. $ 6,000F a. $4,800 U. 

b. $ 6,000 U. b. $4,800 F. 
c. $114,000 U. c. $ 100U. 
d. $114,000 F. d. $ 100F 
e. $ 0. e. $4,900 U. 


_ Superscript letter A denotes assignments based on Appendix 24A. 
Icon denotes assignments that involve decision making. 


Discussion Questions 


1. a What limits the usefulness to managers of fixed budget 11. In general, variance analysis is said to provide information 








performance reports? about and variances. 
2: Q Identify the main purpose of a flexible budget for managers. 12. Research In Motion monitors its overhead. In RIM 
3. Prepare a flexible budget performance report title (in proper an analysis of overhead cost variances, what is the 

form) for Spalding Company for the calendar year 2011. Why controllable variance and what causes it? 

is a proper title important for this or any report? 13. What are the relations among standard costs, flexible budgets, 
4. €9 What type of analysis does a flexible budget performance variance analysis, and management by exception? 

report help management perform? 14. @ How can the manager of handheld devices at an Apple 
5. In what sense can a variable cost be considered constant? Apple retail store use flexible budgets to enhance PP 


6. What department is usually responsible for a direct labor performance? 


rate variance? What department is usually responsible for a di- 15. @ is it possible for a retail store such as Apple to Apple 
rect labor efficiency variance? Explain. use variances in analyzing its operating performance? 
Explain. 
16. i] Assume that Palm is budgeted to operate at 80% 
; ; alm 
of capacity but actually operates at 75% of capacity. 
NOKIA What effect will the 5% deviation have on its controllable vari- 
ance? Its volume variance? 


7. What is a price variance? What is a quantity variance? 

: What is the purpose of using standard costs? 

9. Nokia monitors its fixed overhead. In an analysis 
of fixed overhead cost variances, what is the vol- 
ume variance? 


10. What is the predetermined standard overhead rate? How is it 
computed? 


© 
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QUICK STUDY Santana Company sold 100,000 units of its product in May. For the level of production achieved in May, the 
budgeted amounts were: sales, $850,000; variable costs, $675,000; and fixed costs, $150,000. The following 
OS 24-1 actual financial results are available for May. Prepare a flexible budget performance report for May. 
Flexible budget performance 
Sales (100,000 units) ......... $837,500 
report 
P1 Variable costs............... 656,250 
Fixedicostsimencmmrrrr tori 150,000 
OS 24-2 Managers use management by exception for control purposes. (1) Describe the concept of management by 
Management by exception exception. (2) Explain how standard costs help managers apply this concept to monitor and control 
C1 0 costs. 
QS 24-3 BatPro makes metal baseball bats. Each bat requires 1 kg. of aluminum at $20 per kg. and 0.50 direct 
Standard cost card [1 labor hours at $16 per hour. Overhead is assigned at the rate of $40 per labor hour. What amounts would 
appear on a standard cost card for BatPro? 
QS 24-4 Refer to information in QS 24-3. Assume the actual cost to manufacture one metal bat was $54. Compute 


Cost variances (2 the cost variance and classify it as favorable or unfavorable. 
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Jacomo Company’s output for the current period was assigned a $300,000 standard direct materials cost. 
The direct materials variances included a $44,000 favorable price variance and a $6,000 favorable quantity 
variance. What is the actual total direct materials cost for the current period? 


QS 24-5 
Materials cost variances P2 





Reflection Company’s output for the current period results in a $40,000 unfavorable direct labor rate variance 
and a $20,000 unfavorable direct labor efficiency variance. Production for the current period was assigned an 
$800,000 standard direct labor cost. What is the actual total direct labor cost for the current period? 


QS 24-6 
Labor cost variances P2 





For the current period, Kawaga Company’s manufacturing operations yield a $4,000 favorable price 
variance on its direct materials usage. The actual price per pound of material is $77; the standard price is 
$77.50. How many pounds of material are used in the current period? 


QS 24-7 
Materials cost variances P2 





Hewitt Company’s output for the current period yields a $30,000 favorable overhead volume variance and 
a $50,400 unfavorable overhead controllable variance. Standard overhead charged to production for the 
period is $225,000. What is the actual total overhead cost incurred for the period? 


QS 24-8 
Overhead cost variances P3 





Refer to the information in QS 24-8. Hewitt records standard costs in its accounts. Prepare the journal entry 
to charge overhead costs to the Goods in Process Inventory account and to record any variances. 


QS 24-94 
Preparing overhead entries P4 








Masters Company applies overhead using machine hours and reports the following information. Compute QS 24-10% 
the total variable overhead cost variance. Overhead cost variances 
P3 
Actual machine hours used..............2000005 4,950 hours 
Standard machine hours: -e eee eee eee ee 5,000 hours 
Actual variable overhead rate per hour ........... $4.10 
Standard variable overhead rate per hour ......... $4.00 
Refer to the information from QS 24-10. Compute the variable overhead spending variance and the OS 24-11% 


variable overhead efficiency variance. 


Overhead spending and 
efficiency variances P3 





VanWay, Inc. specializes in selling used SUVs. During the first six months of 2011, the dealership sold 
100 trucks at an average price of $10,000 each. The budget for the first six months of 2011 was to sell 90 
trucks at an average price of $10,500 each. Compute the dealership’s sales price variance and sales volume 
variance for the first six months of 2011. 


QS 24-12 
Computing sales price and 
volume variances Al 





Based on predicted production of 12,000 units, a company anticipates $150,000 of fixed costs and 
$123,000 of variable costs. If the company actually produces 10,000 units, what are the flexible budget 
amounts of fixed and variable costs? 


QS 24-13 
Flexible budget P1 





Beck Company expects to produce 10,000 units for the year ending December 31. A flexible budget for 
10,000 units of production reflects sales of $200,000; variable costs of $40,000; and fixed costs of $75,000. 
If the company instead produces and sells 13,000 units for the year, calculate the expected level of income 
from operations. 


QS 24-14 
Flexible budget 


P1 





Refer to information in QS 24-14. Assume that actual sales are $265,000, actual variable costs for the year 
are $59,000, and actual fixed costs for the year are $73,400. Prepare a flexible budget performance report 
for the year. 


QS 24-15 
Flexible budget performance 
report P1 





TenPro reports the following on one of its products. Compute the direct materials price and quantity 


variances. 
Direct materials standard (4 Ibs. @ $2/lb.) ........ $8 per finished unit 
Actual direct materials used ................0000. 150,000 Ibs. 
Actual finished units produced .................. 30,000 units 


Actual cost of direct materials used.............. $267,500 


OS 24-16 


Materials variances 


P2 
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OS 24-17 The following information describes a company’s usage of direct labor in a recent period. Compute the 
Direct labor variances direct labor rate and efficiency variances for the period. 
P2 

Actual direct labor hours used .............0.000000s 45,000 

Actual direct labor rate per hour.................... $15 

Standard direct labor rate per hour.................. $14 

Standard direct labor hours for units produced......... 47,000 
QS 24-18 Funk Co. expects to produce 48,000 units for the year. The company’s flexible budget for 48,000 units of 
Controllable overhead variance production shows variable overhead costs of $72,000 and fixed overhead costs of $64,000. For the year, 
P3 the company incurred actual overhead costs of $122,800 while producing 40,000 units. Compute the 


controllable overhead variance. 











QS 24-19 Aigne Corp. reports the following for November. Compute the controllable overhead variance for November. 
Controllable overhead variance 
P3 Actual total factory overhead incurred ................... $28,175 
Standard factory overhead: 
Variable overhead omesse cecmu tiers sisss as svers © anscane aya) suse $3.10 per unit produced 
Fixed overhead 
($12,000/6,000 predicted units to be produced) ........ $2 per unit 
Predicted units produced .............. 0.00 eee e eee eee 6,000 units 
Actual units produced- acs aeee e n e tase 4,800 units 
QS 24-20 Refer to information in QS 24-19. Compute the volume variance for November. 
Volume variance P3 
QS 24-21 In a recent year, BMW sold 216,944 of its 1 Series cars. Assume the company expected to sell 225,944 of 
Sales variances Al these cars during the year. Also assume the budgeted sales price for each car was $30,000, and the actual 
sales price for each car was $30,200. Compute the sales price variance and the sales volume variance. 


la connect 
EXERCISES Mesa Company’s fixed budget for the first quarter of calendar year 2011 reveals the following. Prepare 


flexible budgets following the format of Exhibit 24.3 that show variable costs per unit, fixed costs, and 


Exercise 24-1 three different flexible budgets for sales volumes of 7,500, 10,000, and 12,500 units. 


Preparation of 








flexible budgets Sales (10,000 units) .................. $3,000,000 
P1 Cost of goods sold 
Direct materials o-ren eneee i aee $320,000 
Directlabor n anom erare aE REAA 680,000 
Production supplies ............... 264,000 
Plant manager salary ............... 60,000 1,324,000 
Grossiprolit enara eo aie esters lore seve 1,676,000 
Selling expenses 
Sales commissions ...............55 120,000 
Packaging: saci aa ayertenaleinare sas is 210,000 
Advertising’ osc cisiscsvede cre auennya emaren 100,000 430,000 
Administrative expenses 
Administrative salaries ............. 80,000 
Depreciation—office equip. ......... 30,000 
Insurance cass oa se hee eon a eer Have 18,000 
OHCET E EAEE E E 24,000 152,000 
Check Income (at 7,500 units), Income from operations .............. $1,094,000 


$742,500 
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KMAR Company manufactures and sells mountain bikes. It normally operates eight hours a day, six days 
a week. Using this information, classify each of the following costs as fixed or variable. If additional infor- 
mation would affect your decision, describe the information. 


a. Incoming shipping expenses e. Bike tires i. Screws for assembly 

b. Office supplies f. Gas used for heating j. Repair expense for tools 
c. Depreciation on tools g. Bike frames k. Management salaries 

d. Taxes on property h. Direct labor 


Exercise 24-2 
Classification of costs as 
fixed or variable 


"A 





Cimarron Company’s fixed budget performance report for July follows. The $630,000 budgeted expenses 
include $588,000 variable expenses and $42,000 fixed expenses. Actual expenses include $54,000 fixed 
expenses. Prepare a flexible budget performance report that shows any variances between budgeted results 
and actual results. List fixed and variable expenses separately. 














Fixed Budget Actual Results Variances 
Salesi(iniUmitS iste: 8,400 10,800 
Sales (in dollars) ............... $840,000 $1,080,000 $240,000 F 
Total expenses ................ 630,000 756,000 126,000 U 
Income from operations ......... $210,000 $ 324,000 $114,000 F 








Exercise 24-3 
Preparation of a flexible budget 
performance report 


P1 


Check Income variance, $42,000 F 





Daytec Company’s fixed budget performance report for June follows. The $440,000 budgeted expenses 
include $300,000 variable expenses and $140,000 fixed expenses. Actual expenses include $130,000 fixed 
expenses. Prepare a flexible budget performance report showing any variances between budgeted and ac- 
tual results. List fixed and variable expenses separately. 


Fixed Budget Actual Results Variances 











Sales 7(inmkunits)icee. spacer peers 6,000 4,800 

Sales (in dollars) ............... $480,000 $422,400 $57,600 U 
Total expenses ................ 440,000 394,000 46,000 F 
Income from operations ......... $ 40,000 $ 28,400 $11,600 U 











Exercise 24-4 
Preparation of a flexible budget 
performance report 


P1 


Check Income variance, $24,400 F 





After evaluating Zero Company’s manufacturing process, management decides to establish standards of 
1.5 hours of direct labor per unit of product and $11 per hour for the labor rate. During October, the com- 
pany uses 3,780 hours of direct labor at a $45,360 total cost to produce 2,700 units of product. In Novem- 
ber, the company uses 4,480 hours of direct labor at a $47,040 total cost to produce 2,800 units of product. 
(1) Compute the rate variance, the efficiency variance, and the total direct labor cost variance for each of 
these two months. (2) Interpret the October direct labor variances. 


Exercise 24-5 
Computation and interpretation 


of labor variances P2 


Check (1) October rate variance, 
$3,780 U 





Sonic Company set the following standard costs for one unit of its product for 2011. 





Direct material (20 Ibs. @ $2.50 per Ib.) ................... $ 50.00 
Direct labor (15 hrs. @ $8.00 per hr.) ..................... 120.00 
Factory variable overhead (15 hrs. @ $2.50 per hr.) .......... 37.50 
Factory fixed overhead (15 hrs. @ $0.50 per hr.) ............ 7.50 
Standard cost tans seers ce pee ea eT Re $215.00 





The $3.00 ($2.50 + $0.50) total overhead rate per direct labor hour is based on an expected operating level 
equal to 75% of the factory’s capacity of 50,000 units per month. The following monthly flexible budget 
information is also available. 


Exercise 24-64 
Computation of total variable 
and fixed overhead variances 


oe i 


1020 


Check (2) Variable overhead cost 
variance, $45,000 F 
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2 

3 Budgeted output (units) 35,000 37,500 40,000 
4 Budgeted labor (standard hours) 525,000 562,500 600,000 
5 Budgeted overhead (dollars) 

6 Variable overhead $1,312,500 $1,406,250 $1,500,000 
7 Fixed overhead 281,250 281,250 281,250 
8 — Total overhead $1,593,750 $1,687,500 $1,781,250 
fi n oo O O è èåëěëěëěë 





During the current month, the company operated at 70% of capacity, employees worked 500,000 hours, and 
the following actual overhead costs were incurred. 


Variable overhead costs ........ $1,267,500 
Fixed overhead costs .......... 285,000 
Total overhead costs ........... $1,552,500 


(1) Show how the company computed its predetermined overhead application rate per hour for total over- 
head, variable overhead, and fixed overhead. (2) Compute the variable and fixed overhead variances. 





Exercise 24-7^ 

Computation and interpretation 
of overhead spending, efficiency, 
and volume variances P3 
Check (1) Variable overhead: 
Spending, $17,500 U; Efficiency, 
$62,500 F 


Refer to the information from Exercise 24-6. Compute and interpret the following. 
1. Variable overhead spending and efficiency variances. 

2. Fixed overhead spending and volume variances. 

3. Controllable variance. 





Exercise 24-8 
Computation and interpretation 


of materials variances P2 


Check Price variance, $8,800 F 


BTS Company made 6,000 bookshelves using 88,000 board feet of wood costing $607,200. The company’s 
direct materials standards for one bookshelf are 16 board feet of wood at $7 per board foot. (1) Compute the 
direct materials variances incurred in manufacturing these bookshelves. (2) Interpret the direct materials 
variances. 





Exercise 24-9^ 
Materials variances recorded 
and closed 


"A 


Check (2) Cr. to Cost of Goods 
Sold, $64,800 


Refer to Exercise 24-8. BTS Company records standard costs in its accounts and its material variances 
in separate accounts when it assigns materials costs to the Goods in Process Inventory account. (1) Show 
the journal entry that both charges the direct materials costs to the Goods in Process Inventory account 
and records the materials variances in their proper accounts. (2) Assume that BTS’s material variances 
are the only variances accumulated in the accounting period and that they are immaterial. Prepare the 
adjusting journal entry to close the variance accounts at period-end. (3) Identify the variance that should 
be investigated according to the management by exception concept. Explain. 





Exercise 24-10 
Computation of total overhead 
rate and total overhead variance 


P3 


Check (1) Variable overhead rate, 
$7.00 per hour 


Earth Company expects to operate at 80% of its productive capacity of 25,000 units per month. At this 
planned level, the company expects to use 40,000 standard hours of direct labor. Overhead is allocated to 
products using a predetermined standard rate based on direct labor hours. At the 80% capacity level, the 
total budgeted cost includes $40,000 fixed overhead cost and $280,000 variable overhead cost. In the cur- 
rent month, the company incurred $340,000 actual overhead and 39,000 actual labor hours while producing 
19,500 units. (1) Compute its overhead application rate for total overhead. (2) Compute its total overhead 
variance. 





Exercise 24-11 
Computation of volume and 
controllable overhead variances 


P3 


Check (2) $27,000 U 


Refer to the information from Exercise 24-10. Compute the (1) overhead volume variance and (2) overhead 
controllable variance. 
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Comp Wiz sells computers. During May 2011, it sold 500 computers at a $900 average price each. The 
May 2011 fixed budget included sales of 550 computers at an average price of $850 each. (1) Compute the 
sales price variance and the sales volume variance for May 2011. (2) Interpret the findings. 


Exercise 24-12 
Computing and interpreting 
sales variances 


| i 





Match the terms a—e with their correct definition 1—5. 


Standard cost 


b. Practical standard 
c. 
d 
e 


Standard cost card 


. Ideal standard 
. Management by 


exception 


1. Record that accumulates standard cost information. 


- Quantity of input required if a production process is 100% efficient. 


. Managing by focusing on large differences from standard costs. 


2 
3 
4. Quantity of input required under normal conditions. 
5 


. Preset cost for delivering a product or service under normal conditions. 


Exercise 24-13 
Standard costs 


C1 





Presented below are terms preceded by letters a through j and a list of definitions 1 through 10. Enter the 
letter of the term with the definition, using the space preceding the definition. 


TO moa & 


Cost variance 
Volume variance 
Price variance 
Quantity variance 
Standard costs 
Controllable variance 
Fixed budget 
Flexible budget 
Variance analysis 


Management by 
exception 


1. 


10. 


The difference between the total budgeted overhead cost and the 
overhead cost that was allocated to products using the predeter- 
mined fixed overhead rate. 


. A planning budget based on a single predicted amount of sales 


or production volume; unsuitable for evaluations if the actual 
volume differs from the predicted volume. 


. Preset costs for delivering a product, component, or service un- 


der normal conditions. 


. A process of examining the differences between actual and bud- 


geted sales or costs and describing them in terms of the amounts 
that resulted from price and quantity differences. 


. The difference between actual and budgeted sales or cost caused 


by the difference between the actual price per unit and the bud- 
geted price per unit. 


. A budget prepared based on predicted amounts of revenues and 


expenses corresponding to the actual level of output. 


. The difference between actual and budgeted cost caused by the 


difference between the actual quantity and the budgeted quantity. 


. The combination of both overhead spending variances (variable 


and fixed) and the variable overhead efficiency variance. 


. A management process to focus on significant variances and give 


less attention to areas where performance is close to the standard. 


The difference between actual cost and standard cost, made up 
of a price variance and a quantity variance. 


Exercise 24-14 
Cost variances 


(2 





Dee-Daw Co. provides the following results of April’s operations: F indicates favorable and U indicates 
unfavorable. Applying the management by exception approach, which of the variances are of greatest 
concern? Why? 


Direct materials price variance 
Direct materials quantity variance 
Direct labor rate variance 
Direct labor efficiency variance 
Controllable overhead variance 


Fixed overhead volume variance 


Exercise 24-15 
Analyzing variances 


C1 
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Exercise 24-16 The following information describes production activities of Truzor Manufacturing for the year: 
Direct materials and direct 
labor variances Actual raw materials used ......... 16,000 Ibs. at $4.05 per Ib. 
P2 Actual factory payroll ............. 5,545 hours for a total of $72,085 
Actual units produced ............ 30,000 


Budgeted standards for each unit produced are 0.50 pounds of raw material at $4.15 per pound and 10 minutes 
of direct labor at $12.50 per hour. (1) Compute the direct materials price and quantity variances. Round to the 
nearest whole dollar. (2) Compute the direct labor rate and efficiency variances. Indicate whether each vari- 
ance is favorable or unfavorable. 


m connect 





PROBLEM SET A Tuna Company set the following standard unit costs for its single product. 
Problem 24-1A Direct materials (25 Ibs. @ $4 per Ib.) ................. $100.00 
Computation of materials, labor, Direct labor (6 hrs. @ $8 per hr.) ..............-2.000- 48.00 
and overhead variances Factory overhead—variable (6 hrs. @ $5 per hr.) ........ 30.00 
P? P3 Factory overhead— fixed (6 hrs. @ $7 per hr.) .......... 42.00 
Tetall standard cost arosa une acne ese ae RRES $220.00 





eXcel 


mhhe.com/wildFAP20e The predetermined overhead rate is based on a planned operating volume of 80% of the productive capac- 
ity of 60,000 units per quarter. The following flexible budget information is available. 


Operating Levels 





80% 
Production in units 64.4561 eae ows 42,000 48,000 54,000 
Standard direct labor hours ......... 252,000 288,000 324,000 
Budgeted overhead 
Fixed factory overhead ........... $2,016,000 $2,016,000 $2,016,000 
Variable factory overhead ......... $1,260,000 $1,440,000 $1,620,000 


During the current quarter, the company operated at 70% of capacity and produced 42,000 units of product; 
actual direct labor totaled 250,000 hours. Units produced were assigned the following standard costs: 


Direct materials (1,050,000 Ibs. @ $4 per Ib.)......... $4,200,000 
Direct labor (252,000 hrs. @ $8 per hr.)............. 2,016,000 
Factory overhead (252,000 hrs. @ $12 per hr.)........ 3,024,000 
Total standard costcc..-6..5 caso danas sous ease buns $9,240,000 


Actual costs incurred during the current quarter follow: 


Direct materials (1,000,000 Ibs. @ $4.25) ............ $4,250,000 
Direct labor (250,000 hrs. @ $7.75) ................ 1,937,500 
Fixed factory overhead costs ................000005 1,960,000 
Variable factory overhead costs ..................4. 1,200,000 
Motal actual Casts; Cenc epic cia ele E E $9,347,500 


Required 
Check (1) Materials variances: Price, 
$250,000 U; Quantity, $200,000 F 
(2) Labor variances: Rate, 


1. Compute the direct materials cost variance, including its price and quantity variances. 
2. Compute the direct labor variance, including its rate and efficiency variances. 





$62,500 F; Efficiency, $16,000 F 3. Compute the overhead controllable and volume variances. 
Problem 24-2A4 Refer to information in Problem 24-1A. 

E ded head i 

ie ed overhead variances Required 


Compute these variances: (a) variable overhead spending and efficiency, (b) fixed overhead spending and vol- 
ume, and (c) total overhead controllable. 
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Pebco Company’s 2011 master budget included the following fixed budget report. It is based on anex- Problem 24-3A 
pected production and sales volume of 20,000 units. Preparation and analysis 
of a flexible budget P1 
PEBCO COMPANY 


Fixed Budget Report 
For Year Ended December 31, 2011 











MES sososowepbupedhnooseposerousnnepede $3,000,000 
Cost of goods sold 

Direce:materials. 3 pats ie OAs news $1,200,000 

Direct laboreen eero Sincsis ouscdas bean 260,000 

Machinery repairs (variable cost) .......... 57,000 

Depreciation—plant equipment ........... 250,000 

Utilities ($50,000 is variable) ............. 200,000 

Plant management salaries ............... 140,000 2,107,000 
(GOssiprolitemaay ure AA et ere 893,000 
Selling expenses 

Packaging ocne eeen eeste vere sinuses aver slave 80,000 

ShipPINg oe ee anne ae e E EE es 116,000 

Sales salary (fixed annual amount) ......... 160,000 356,000 
General and administrative expenses 

Advertising expense ma 81,000 

Salariesee an eae a 2 ours navn mie ia E 241,000 

Entertainment expense .................. 90,000 412,000 
Income from operations ................... $ 125,000 


Required 


1. Classify all items listed in the fixed budget as variable or fixed. Also determine their amounts per unit 
or their amounts for the year, as appropriate. 
2. Prepare flexible budgets (see Exhibit 24.3) for the company at sales volumes of 18,000 and 24,000 units. Check (2) Budgeted income at 
3. The company’s business conditions are improving. One possible result is a sales volume of 24.000 units, $372,400 
approximately 28,000 units. The company president is confident that this volume is within the relevant 
range of existing capacity. How much would operating income increase over the 2011 budgeted 
amount of $125,000 if this level is reached without increasing capacity? 
4. An unfavorable change in business is remotely possible; in this case, production and sales volume for (4) Potential operating loss, 


2011 could fall to 14,000 units. How much income (or loss) from operations would occur if sales vol- $(246,100) 
ume falls to this level? 





Refer to the information in Problem 24-3A. Pebco Company’s actual income statement for 2011 follows. Problem 24-4A 
Preparation and analysis 





PEBCO COMPANY of a flexible budget 
Statement of Income from Operations performance report 
For Year Ended December 31,2011 P1 P2 Al 
Sales (24.000 Units) E T: $3,648,000 
Cost of goods sold eXcel 
Direct materials . s425 525.60 eee < eee ne ek $1,400,000 mhhe.com/wildFAP20e 
Direct labor. meeen eae en e ven aeue ewe 360,000 
Machinery repairs (variable cost) .......... 60,000 
Depreciation—plant equipment .......... 250,000 
Utilities (fixed cost is $154,000) ........... 218,000 
Plant management salaries................ 155,000 2,443,000 
Grossiprofiterm ecient hui eae 1,205,000 
Selling expenses 
Packaging seeur noenee en mee esvousiens aye) 6 aus 90,000 
SHIP PUA Beye) eea ane e e IA oie 124,000 
Sales salary (annual) ne e 162,000 376,000 
General and administrative expenses 
Advertising expense me 104,000 
Salaries case x is eae cece ewe eer 232,000 
Entertainment expense .................. 100,000 436,000 





Income from operations ................... $ 393,000 
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Required 


Check (1) Variances: Fixed costs, 1. Prepare a flexible budget performance report for 2011. 
$45,000 U; Income, $20,600 F 
Analysis Component 


2. Analyze and interpret both the (a) sales variance and (b) direct materials variance. 





Problem 24-5A Kwikeze Company set the following standard costs for one unit of its product. 

Flexible budget preparation; 

computation of materials, labor, 7 ; 

and overhead variances: and Direct materials (4.5 Ibs. @ $6 per lb.) ....... $27.00 

overhead variance report Direct labor (1.5 hrs. @ $12 per hr.)......... 18.00 
Overhead (1.5 hrs. @ $16 per hr.)........... 24.00 

P1 P2 P3 C2 Notalistandardicost2 r k A esr c rere $69.00 


The predetermined overhead rate ($16 per direct labor hour) is based on an expected volume of 75% of the 
factory’s capacity of 20,000 units per month. Following are the company’s budgeted overhead costs per 
month at the 75% level. 


Overhead Budget (75% Capacity) 


Variable overhead costs 


Indirect materials .................. $22,500 

Indirect labor. ccc tsa recon cre 90,000 

POWER enn E AEE eee ee 22,500 

Repairs and maintenance ............ 45,000 

Total variable overhead costs ......... $180,000 
Fixed overhead costs 

Depreciation—building .............. 24,000 

Depreciation—machinery ........... 72,000 

Taxes and insurance................. 18,000 

SupehVISION Enero re aie ote 66,000 

Total fixed overhead costs............ 180,000 
Total overhead costs ............0.0005 $360,000 


The company incurred the following actual costs when it operated at 75% of capacity in October. 





Direct materials (69,000 Ibs. @ $6.10 per Ib.)......... $ 420,900 
Direct labor (22,800 hrs. @ $12.30 per hr.) .......... 280,440 
Overhead costs 

Indirect: materials. s.2e sree caine scecvoais ei sieve $21,600 

Indirect labor sens oe A ea ee ia Seen na 82,260 

POWER acca Seine ni AAE A tee wT ee 23,100 

Repairs and maintenance .....................00. 46,800 

Depreciation—building ......................0.. 24,000 

Depreciation—machinery a a 75,000 

Taxestandiinsurance n eee naaa aa e OEE ewan sen 16,500 

SUPENVISIO ME A 66,000 355,260 
Motalicosts ea er A A naam ae A ANES $1,056,600 


Required 


1. Examine the monthly overhead budget to (a) determine the costs per unit for each variable overhead 


Chack @ Gosssted til eueihaad item and its total per unit costs, and (b) identify the total fixed costs per month. 


at 13,000 units, $336,000. 2. Prepare flexible overhead budgets (as in Exhibit 24.12) for October showing the amounts of each vari- 
(3) Materials varianées: able and fixed cost at the 65%, 75%, and 85% capacity levels. 


Price, $6,900 U; Quantity, $9,000 U 3. Compute the direct materials cost variance, including its price and quantity variances. 
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4. Compute the direct labor cost variance, including its rate and efficiency variances. 


5. Prepare a detailed overhead variance report (as in Exhibit 24.15) that shows the variances for indi- 
vidual items of overhead. 
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(4) Labor variances: Rate, 
$6,840 U; Efficiency, $3,600 U 





Kudos Company has set the following standard costs per unit for the product it manufactures. 


Direct materials (10 Ibs. @ $3 per Ib.)........... $30.00 
Direct labor (4 hrs. @ $6 per hr.) ............. 24.00 
Overhead (4 hrs. @ $2.50 per hr.)............. _ 10.00 
Total standard cost Gia va ys ees eee eee $64.00 


The predetermined overhead rate is based on a planned operating volume of 80% of the productive 
capacity of 10,000 units per month. The following flexible budget information is available. 


Operating Levels 





70% 80% 90% 
Prodúction im units -sees esre ereere 7,000 8,000 9,000 
Standard direct labor hours ........... 28,000 32,000 36,000 


Budgeted overhead 


Variable overhead costs 











Indirect materials... ..5.04.00+005 $ 8,750 $10,000 $11,250 
Indirectilaboran ses oieee eeens 14,000 16,000 18,000 
Poweria nenene a E, 3,500 4,000 4,500 
Maintenanceneecm een ernie 1,750 2,000 2,250 
Total variable costs: nne 28,000 32,000 36,000 
Fixed overhead costs 
Rent of factory building .......... 12,000 12,000 12,000 
Depreciation—machinery ........ 20,000 20,000 20,000 
Supervisory salaries ............. 16,000 16,000 16,000 
Total/fixed costs I 48,000 48,000 48,000 
Total overhead costs ......56005000 $76,000 $80,000 $84,000 








During May, the company operated at 90% of capacity and produced 9,000 units, incurring the following 
actual costs. 


Direct materials (92,000 Ibs. @ $2.95 per Ib.)......... $271,400 
Direct labor (37,600 hrs. @ $6.05 per hr.) ........... 227,480 
Overhead costs 

Indirect materials: «dsj. ods sennae nue eae tances $10,000 

lndirectlabor oer cis cane r EA E A ES 16,000 

Power e Ra AE A Aten T eee T ree 4,500 

Maintenance: o o ea e E E R EE 3,000 

Rent of factory building ...................22005. 12,000 

Depreciation—machinery .................00005- 19,200 

Supervisory salaries soros 210,25 sss.eveueversiays wa eae uae 17,000 81,700 
Total costs coun ace Sie sas E E E SURO OLE RRERS $580,580 


Required 
1. Compute the direct materials variance, including its price and quantity variances. 
2. Compute the direct labor variance, including its rate and efficiency variances. 


Problem 24-6A“ 
Materials, labor, and overhead 
variances; and overhead 
variance report 


(2 P2 P3 


Check (1) Materials variances: 
Price, $4,600 F; Quantity, $6,000 U 
(2) Labor variances: Rate, $1,880 U; 
Efficiency, $9,600 U 
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3. Compute these variances: (a) variable overhead spending and efficiency, (b) fixed overhead spending 
and volume, and (c) total overhead controllable. 

4. Prepare a detailed overhead variance report (as in Exhibit 24.15) that shows the variances for indi- 
vidual items of overhead. 





Problem 24-7A4 Loretto Company’s standard cost accounting system recorded this information from its December 
Materials, labor, and overhead operations. 
variances recorded and analyzed 
C1 P4 ds pecs ienal cost i E T EAA AA $130,000 
2 irect materials quantity variance (unfavorable) ........ 5,000 
Direct materials price variance (favorable) ............. 1,500 
Actoalidirect laborcost en yee es eee ee nea ee ee 65,000 
Direct labor efficiency variance (favorable)............. 7,000 
Direct labor rate variance (unfavorable) ............... 500 
Actoalcoverhead! Cost. renee cease aids sae hae ns enemas 250,000 
Volume variance (unfavorable)....................05. 12,000 
Controllable variance (unfavorable)................... 8,000 
Required 
Check (1) Dr. Goods in Process 1. Prepare December 31 journal entries to record the company’s costs and variances for the month. (Do 
Inventory (for overhead), $230,000 not prepare the journal entry to close the variances.) 


Analysis Component 


2. Identify the areas that would attract the attention of a manager who uses management by exception. 
Explain what action(s) the manager should consider. 


© 
PROBLEM SETB Sabates Company set the following standard unit costs for its single product. 
Problem 24-1B Direct materials (5 Ibs. @ $10 per Ib.) ................... $50.00 
Computation of materials, labor, Direct labor (3 hrs.@ $15 perhr.)...................0.. 45.00 
and overhead variances Factory overhead—variable (3 hrs. @ $5 per hr.) .......... 15.00 
P2 P3 Factory overhead—fixed (3 hrs. @ $3 per hr.) ............ 9.00 


lotalistandandicost] saaa A SE AE E $119.00 








The predetermined overhead rate is based on a planned operating volume of 90% of the productive 
capacity of 100,000 units per quarter. The following flexible budget information is available. 


Operating Levels 





80% 90% 100% 
Production in units -s.e eree eren 32,000 36,000 40,000 
Standard direct labor hours ......... 96,000 108,000 120,000 
Budgeted overhead 
Fixed factory overhead ........... $324,000 $324,000 $324,000 
Variable factory overhead ......... 480,000 540,000 600,000 


During the current quarter, the company operated at 80% of capacity and produced 32,000 units of product; 
direct labor hours worked were 100,000. Units produced were assigned the following standard costs: 


Direct materials (160,000 Ibs. @ $10 per Ib.) ........... $1,600,000 
Direct labor (96,000 hrs. @ $15 per hr.) ............... 1,440,000 
Factory overhead (96,000 hrs. @ $8 per hr.)............ 768,000 


Motalistandard:cost: errak rs cis etree aent ere $3,808,000 
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Actual costs incurred during the current quarter follow: 


Direct materials (155,000 Ibs. @ $10.20) .......... $1,581,000 

Direct labor (100,000 hrs. @ $14) ............... 1,400,000 

Fixed factory overhead costs ................... 370,000 

Variable factory overhead costs ................. 480,000 

(otal actualcostsiss cos cea cee ere ele $3,831,000 
Required 
1. Compute the direct materials cost variance, including its price and quantity variances. 


2. 
3. 


Compute the direct labor variance, including its rate and efficiency variances. 
Compute the total overhead controllable and volume variances. 
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Check (1) Materials variances: 
Price, $31,000 U; Quantity, $50,000 F 
(2) Labor variances: Rate, $100,000 F; 
Efficiency, $60,000 U 





Refer to information in Problem 24-1B. 


Required 


Compute these variances: (a) variable overhead spending and efficiency, (b) fixed overhead spending and 
volume, and (c) total overhead controllable. 


Problem 24-2B4 
Expanded overhead variances 


P3 





Razorback Company’s 2011 master budget included the following fixed budget report. It is based on an 
expected production and sales volume of 10,000 units. 


RAZORBACK COMPANY 


Fixed Budget Report 
For Year Ended December 31,2011 





Sales nrnna a A E EE E EREE $250,000 
Cost of goods sold 

Direct materials e oaeee eeaeee e $100,000 

Direct labors mera AR e IA 20,000 

Machinery repairs (variable cost) .......... 3,000 

Depreciation—machinery ............... 11,920 

Utilities (80% is variable cost) ............ 8,000 

Plant manager salaries................... 6,000 148,920 
Grossi profits. oaa e sari siters levies ES 101,080 
Selling expenses 

Packaging is csecsemo ns ayers sosusve aene 9,000 

SHIPPING es ae rennene aca mana marae sales 30,000 

Sales salary (fixed annual amount) ......... 18,000 57,000 
General and administrative expenses 

Advertising ee eose onn n EES 4,000 

Salaries o cts a RAR ATRE E ENTR 9,360 

Entertainment expense .................. 10,000 23,360 
Income from operations ................... $ 20,720 


Required 


1. 


2. 
3. 


Classify all items listed in the fixed budget as variable or fixed. Also determine their amounts per unit 
or their amounts for the year, as appropriate. 


Prepare flexible budgets (see Exhibit 24.3) for the company at sales volumes of 8,000 and 12,000 units. 


The company’s business conditions are improving. One possible result is a sales volume of 
approximately 14,400 units. The company president is confident that this volume is within the relevant 
range of existing capacity. How much would operating income increase over the 2011 budgeted 
amount of $20,720 if this level is reached without increasing capacity? 

An unfavorable change in business is remotely possible; in this case, production and sales volume for 
2011 could fall to 5,000 units. How much income (or loss) from operations would occur if sales vol- 
ume falls to this level? 


Problem 24-3B 
Preparation and analysis of a 
flexible budget P1 Al 


Check (2) Budgeted income at 
12,000 units, $37,040 


(4) Potential operating loss, 
$(20,080) 
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Problem 24-4B Refer to the information in Problem 24-3B. Razorback Company’s actual income statement for 2011 follows. 
Preparation and analysis 
of a flexible budget 
performance report 


i¥-V£o)1:7-\el Eeo] u \ be 


Statement of Income from Operations 
For Year Ended December 31, 2011 





P1 Al 

Salesy(I2;O00}Units) erent eterna terre $288,000 
Cost of goods sold 

Birectmatarials e eae eA AT $95,000 

Direct libor eera E A 16,000 

Machinery repairs (variable cost) .......... 3,300 

Depreciation—machinery ............... 11,920 

Utilities (variable cost, $7,160) ............ 8,520 

Plant manager salaries................... 6,720 141,460 
Gross Profit eso cress a e aee isteiones 146,540 
Selling expenses 

Packaging oeeo ae ee ee eea 10,800 

Shipping eese esene eee eee ee ee ens 37,200 

Sales salary (annual) .................... 19,200 67,200 
General and administrative expenses 

Advertising expense ................205: 4,200 

Salaties: iee e ea e e aie ee ee 9,360 

Entertainment expense .................. 10,000 23,560 
Income from operations ................... $ 55,780 

Required 
Check (1) Variances: Fixed costs, 1. Prepare a flexible budget performance report for 2011. 


$1,880 U; Income, $18,740 F _ 
Analysis Component 


2. Analyze and interpret both the (a) sales variance and (b) direct materials variance. 





Problem 24-5B Sunburst Company set the following standard costs for one unit of its product. 
Flexible budget preparation; 

computation of materials, labor, Direct materials (48 kgs. @ $4 per kg.) ........ $192.00 
and overhead variances; and Direct labor (12 hrs. @ $9 per hr.) ........... 108.00 
overhead variance report Overhead (12 hrs. @ $4.50 per hr.).........0. 54.00 
P1 P2 P3 C2 Total standard COSt. o... aiaeeiiee $354.00 





The predetermined overhead rate ($4.50 per direct labor hour) is based on an expected volume of 50% of 
the factory’s capacity of 10,000 units per month. Following are the company’s budgeted overhead costs 
per month at the 50% level. 


Overhead Budget (50% Capacity) 


Variable overhead costs 


Indirect materials no oroe eee eee ee $40,000 
Indirectilabonencc. ceric elena: 80,000 
Power was neuen ena a e AARE 20,000 
Repairs and maintenance ............ 30,000 
Total variable overhead costs ......... $170,000 
Fixed overhead costs 
Depreciation—building .............. 20,000 
Depreciation—machinery............ 30,000 
Taxes and insurance ..............+. 10,000 
SUPE EM cosoccosccosvosvscG0enns 40,000 
Total fixed overhead costs............ 100,000 


Total overhead costs ...............00- $270,000 


The company incurred the following actual costs when it operated at 40% of capacity in December. 


Required 


1. Examine the monthly overhead budget to (a) determine the costs per unit for each variable overhead. 
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Direct materials (196,000 kgs. @ $4.00) ........ $ 784,000 
Direct labor (46,000 hrs. @ $9.15) ............ 420,900 
Overhead costs 

Indipectimaterials: ane roaa unre ap wain sie eae $30,000 

Indirect labors. 32.02 E eek cme eens 66,000 

POWGl ore rise eaters acon Grn ere AT 15,600 

Repairs and maintenance ................... 21,000 

Depreciation—building .................... 20,000 

Depreciation—machinery .................. 30,000 

Waxes:-and! iNSUranee eaa aae ss Gavan eens 9,600 

SUPERVISION serovars cterata tarred auroras en rere 39,600 231,800 
Totalicostsi ane ee era oleae A AN Rae $1,436,700 


item and its total per unit costs, and (b) identify the total fixed costs per month. 


2. Prepare flexible overhead budgets (as in Exhibit 24.12) for December showing the amounts of each 


variable and fixed cost at the 40%, 50%, and 60% capacity levels. 


3. Compute the direct materials cost variance, including its price and quantity variances. 


A 


5. Prepare a detailed overhead variance report (as in Exhibit 24.15) that shows the variances for indi- 


vidual items of overhead. 


Compute the direct labor cost variance, including its rate and efficiency variances. 
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Check (2) Budgeted total overhead 
at 6,000 units, $304,000 


(3) Materials variances: 
Price, $0 U; Quantity, $16,000 U 


(4) Labor variances: Rate, 
$6,900 U; Efficiency, $18,000 F 





Carlsbad Company has set the following standard costs per unit for the product it manufactures. 


The predetermined overhead rate is based on a planned operating volume of 60% of the productive 
capacity of 3,000 units per month. The following flexible budget information is available. 





Direct materials (40 oz. @ $0.75 per oz.) ........ $ 30.00 
Direct labor (2 hr. @ $20 per hr.) ............. 40.00 
Overhead (2 hr. @ $53.50 per hr.) ............ 107.00 
Wotalstandard cost. 35 ee E $177.00 





Operating Levels 














50% 60% 70% 
Production in units 2.44 .4¢s 0c ances 1,500 1,800 2,100 
Standard direct labor hours ........... 3,000 3,600 4,200 
Budgeted overhead 
Variable overhead costs 
Indirect materials ............... $ 18,000 $21,600 $25,200 
Indirectilabors me e eee 10,500 12,600 14,700 
Power aeia SEN E TENA. 7,500 9,000 10,500 
Maintenance meree E A 4,500 5,400 6,300 
Total variable costs . 0.0.25 00045 40,500 48,600 56,700 
Fixed overhead costs 
Rent of factory building .......... 48,000 48,000 48,000 
Depreciation—machinery ........ 44,000 44,000 44,000 
Taxes and insurance.............. 20,000 20,000 20,000 
Supervisory salaries ............. 32,000 32,000 32,000 
Total fixed costs...............-- 144,000 144,000 144,000 
Total overhead costs .............05 $184,500 $192,600 $200,700 








Problem 24-6B° 

Materials, labor, and overhead 
variances; and overhead 
variance report 


(2 P2 P3 
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Check (1) Materials variances: 

Price, $4,400 F; Quantity, $3,000 U 
(2) Labor variances: Rate, 

$2,000 F; Efficiency, $4,000 F 
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During March, the company operated at 70% of capacity and produced 2,100 units, incurring the following 
actual costs. 


Direct materials (88,000 oz. @ $0.70 per oz.).......... $ 61,600 
Direct labor (4,000 hrs. @ $19.50 per hr.) ............ 78,000 
Overhead costs 
lndirect materials .5442yncsvs awe ase een eae $23,600 
Indieect labaer eae te wae ore westerns 14,800 
Power Gora peseien E E ers era E 10,000 
Maintenance aoaea N aE ie erie a ornare Meni ae 3,200 
Rentiofifactonyabulldin guerre ntrtittt terete eter ee 48,000 
Depreciation—machinery ...................005- 44,000 
Taxes and! insurance... 64 ocec5ss yee eee eta E sees 24,000 
Supenvisony/Salarieszrsacreruncsmscisienststet ciate re 31,600 199,200 
Motaleosts aen ese ere ee ee eee $338,800 


Required 

1. Compute the direct materials cost variance, including its price and quantity variances. 

2. Compute the direct labor variance, including its rate and efficiency variances. 

3. Compute these variances: (a) variable overhead spending and efficiency, (b) fixed overhead spending 
and volume, and (c) total overhead controllable. 

4. Prepare a detailed overhead variance report (as in Exhibit 24.15) that shows the variances for indi- 
vidual items of overhead. 





Problem 24-7B“ 
Materials, labor, and overhead 
variances recorded and analyzed 


C1 "A 


Check (1) Dr. Goods in Process 
Inventory (for overhead), $324,850 


SERIAL PROBLEM 


Business Solutions 


P1 


Kincaid Company’s standard cost accounting system recorded this information from its June operations. 


Standard direct: materials Cost e 05.054 sv ne neeene eave $220,500 
Direct materials quantity variance (favorable) ......... 20,250 
Direct materials price variance (favorable) ............ 14,500 

Actual direct labor CoStar aeaee ance widens wines a 335,000 
Direct labor efficiency variance (favorable) ............ 26,700 
Direct labor rate variance (unfavorable) .............. 3,500 

Actualioverhead cost.) sae ev ee eee ee ees 359,000 
Volume variance (unfavorable) ....................5. 1,650 
Controllable variance (unfavorable).................. 32,500 


Required 


1. Prepare journal entries dated June 30 to record the company’s costs and variances for the month. (Do 
not prepare the journal entry to close the variances.) 


Analysis Component 


2. Identify the areas that would attract the attention of a manager who uses management by exception. 
Describe what action(s) the manager should consider. 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
the working papers that accompany the book.) 


SP 24 Business Solutions’ second quarter 2012 fixed budget performance report for its computer 
furniture operations follows. The $156,000 budgeted expenses include $108,000 in variable expenses for 
desks and $18,000 in variable expenses for chairs, as well as $30,000 fixed expenses. The actual expenses 
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include $31,000 fixed expenses. Prepare a flexible budget performance report that shows any variances 
between budgeted results and actual results. List fixed and variable expenses separately. 


Fixed Budget Actual Results Variances 
Desk sales (in units)............. 144 150 
Chair sales (in units) ............ 72 80 
Desk sales (in dollars) ........... $180,000 $186,000 $6,000 F 
Chair sales (in dollars)........... $ 36,000 $ 41,200 $5,200 F 
Total expenses................. $156,000 $163,880 $7,880 U 
Income from operations ......... $ 60,000 $ 63,320 $3,320 F 


Beyond the Numbers 


BTN 24-1 Analysis of flexible budgets and standard costs emphasizes the importance of a similar unit 
of measure for meaningful comparisons and evaluations. When Research In Motion compiles its finan- 
cial reports in compliance with GAAP, it applies the same unit of measurement, U.S. dollars, for most 
measures of business operations. One issue for Research In Motion is how best to adjust account values 
for its subsidiaries that compile financial reports in currencies other than the U.S. dollar. 


Required 
1. Read Research In Motion’s Note 1 in Appendix A and identify the financial statement where it reports 
the annual adjustment (remeasurement) for foreign currency translation. 


2. Translating financial statements requires the use of a currency exchange rate. For each of the following 
three financial statement items, explain the exchange rate the company would apply to translate into 
U.S. dollars. 


a. Cash 
b. Sales revenue 
c. Property, plant and equipment 
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Check Variances: Fixed expenses, 
$1,000 U 


REPORTING IN 
ACTION 
C1 


RIM 








BTN 24-2 The usefulness of budgets, variances, and related analyses often depends on the accuracy of 
management’s estimates of future sales activity. 


Required 
1. Identify and record the prior three years’ sales (in dollars) for Research In Motion, Apple, and Palm 
using their financial statements in Appendix A. 


2. Using the data in part 1, predict all three companies’ sales activity for the next two to three years. 
(If possible, compare your predictions to actual sales figures for these years.) 


COMPARATIVE 
ANALYSIS 


Al 
RIM 
Apple 
Paim 





BTN 24-3 Setting materials, labor, and overhead standards is challenging. If standards are set too low, 
companies might purchase inferior products and employees might not work to their full potential. If stan- 
dards are set too high, companies could be unable to offer a quality product at a profitable rate and em- 
ployees could be overworked. The ethical challenge is to set a high but reasonable standard. Assume that 
as a manager, you are asked to set the standard materials price and quantity for the new 1,000 CKB Mega- 
Max chip, a technically advanced product. To properly set the price and quantity standards, you assemble 
a team of specialists to provide input. 


Required 


Identify four types of specialists that you would assemble to provide information to help set the materials 
price and quantity standards. Briefly explain why you chose each individual. 


ETHICS 
CHALLENGE 


A 
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COMMUNICATING 
IN PRACTICE 


P4 am 1 


BTN 24-4 The reason we use the words favorable and unfavorable when evaluating variances is made 
clear when we look at the closing of accounts. To see this, consider that (1) all variance accounts are 
closed at the end of each period (temporary accounts), (2) a favorable variance is always a credit balance, 
and (3) an unfavorable variance is always a debit balance. Write a one-half page memorandum to your 
instructor with three parts that answer the three following requirements. (Assume that variance accounts 
are closed to Cost of Goods Sold.) 


Required 
1. Does Cost of Goods Sold increase or decrease when closing a favorable variance? Does gross margin 
increase or decrease when a favorable variance is closed to Cost of Goods Sold? Explain. 


2. Does Cost of Goods Sold increase or decrease when closing an unfavorable variance? Does gross 
margin increase or decrease when an unfavorable variance is closed to Cost of Goods Sold? Explain. 


3. Explain the meaning of a favorable variance and an unfavorable variance. 





TAKING IT TO 
THE NET 


"O 


BTN 24-5 Access iSixSigma’s Website (iSixSigma.com) to search for and read information about 
benchmarking to complete the following requirements. 


Required 
1. Write a one-paragraph explanation (in layperson’s terms) of benchmarking. 
2. How does standard costing relate to benchmarking? 





TEAMWORK IN 
ACTION 


e ÅA 


BTN 24-6 Many service industries link labor rate and time (quantity) standards with their processes. 
One example is the standard time to board an aircraft. The reason time plays such an important role in 
the service industry is that it is viewed as a competitive advantage: best service in the shortest amount of 
time. Although the labor rate component is difficult to observe, the time component of a service delivery 
standard is often readily apparent—for example, “Lunch will be served in less than five minutes, 
or it is free.” 


Required 


Break into teams and select two service industries for your analysis. Identify and describe all the time ele- 
ments each industry uses to create a competitive advantage. 





ENTREPRENEURIAL 
DECISION 


Ci : BP 


BTN 24-7 SewWhat? Inc., as discussed in the chapter opener, uses a costing system with standard 
costs for direct materials, direct labor, and overhead costs. Two comments frequently are mentioned in 
relation to standard costing and variance analysis: “Variances are not explanations” and “Management’s 
goal is not to minimize variances.” 


Required 


Write a short memo to Megan Duckett, SewWhat? Inc.’s CEO, (no more than | page) interpreting these 
two comments. 





HITTING THE ROAD 


A 


BTN 24-8 Training employees to use standard amounts of materials in production is common. Typically 
large companies invest in this training but small organizations do not. One can observe these different 
practices in a trip to two different pizza businesses. Visit both a local pizza business and a national pizza 
chain business and then complete the following. 


Required 

1. Observe and record the number of raw material items used to make a typical cheese pizza. Also ob- 
serve how the person making the pizza applies each item when preparing the pizza. 

2. Record any differences in how items are applied between the two businesses. 

3. Estimate which business is more profitable from your observations. Explain. 
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BTN 24-9 Access the annual report of Nokia (at www.Nokia.com) for the year ended December 31, GLOBAL DECISION 
2009. The usefulness of its budgets, variances, and related analyses depends on the accuracy of manage- A1 @ 

l 

q G ) 


ment’s estimates of future sales activity. 


Required 


NOKIA 


1. Identify and record the prior two years’ sales (in € millions) for Nokia from its income statement. 


2. Using the data in part 1, predict sales activity for Nokia for the next two years. Explain your prediction 


process. 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. c; Fixed costs remain at $300,000; Variable costs = ($246,000/24,000 
units) X 20,000 units = $205,000. 

2. e; Budgeted direct materials + Unfavorable variance = Actual cost of 
direct materials used; or, 60,000 units X $10 per unit = $600,000 + 
$15,000 U = $615,000. 

3. c; (AH X AR) — (AH X SR) = $1,599,040 — (84,160 hours X $20 per 
hour) = $84,160 F. 


- b; Actual variable overhead — Variable overhead applied to production = 


Variable overhead cost variance; or $150,000 — (96,000 hours X $1.50 
per hour) = $6,000 U. 


. a; Budgeted fixed overhead — Fixed overhead applied to production = Vol- 


ume variance; or $24,000 — (4,800 units X $4 per unit) = $4,800 U. 





Capital Budgeting and 
Managerial Decisions 








A Look Back 


A Look at This Chapter 





Chapter 24 discussed flexible budgets, This chapter focuses on evaluating capital 

variance analysis, and standard costs. It budgeting decisions. It also explains sev- 

explained how management uses each to eral tools and procedures used in making 

control and monitor business activities. and evaluating short-term managerial 
decisions. 


Learning Objectives 











CAP 


CONCEPTUAL ANALYTICAL PROCEDURAL 
C Describe the importance of relevant A Evaluate short-term managerial P1 Compute payback period and describe 
costs for short-term decisions. (p. 1047) decisions using relevant costs. (p. 1048) its use. (p. 1037) 
A Analyze a capital investment project P? Compute accounting rate of return and 
using break-even time. (p. 1055) explain its use. (p. 1039) 





P4 Compu 
explain 


e net present value and 


P3 Compu 
describe its use. (p. 1041) 





e internal rate of return and 
its use. (p. 1043) 


ful health probleiis, Marco Giannini started L J 
(Dogswell.com), a company devoted to developing foods | to 
fight disease in dogs. The company combines natural ingredi- 
ents with nutritional supplements like flaxseed, glucosamine, 
and taurine to make Happy Hips™, Mellow Mut™, and Biscuits 
with Benefits™. 

Marco started with $30,000 of his own money and insight into 
the benefits of nutritional supplements after the failure of his ven- 
ture into nutritional beverages. His first product was cage-free 
chicken jerky sold from plastic bags hanging from grocery store 
hooks. “The treat was very cost-effective, and it was easy to get 
shelf space for a small product that provided good contribution 
margins for retailers,’ explains Marco. Focusing on contribution 
margins also helps Marco and his Dogswell team make decisions 
on sales mix and whether to eliminate certain products. “Not all 
of our products have been successful, but we quickly push the 
successful ones and we take the bottom ones out of the market,” 
admits Marco. Focusing on relevant costs and incremental reve- 
nues guides these important business decisions. 


“Always improve your product...” 
—MARCO GIANNINI 


Marco applies high standards to his production process. 
Unlike some companies that might be able to rework substan- 
dard materials into a viable product, Marco says “raw materi- 
als that do not meet our specifications never enter our 
processing facilitities.” Assessing payback periods, rates of re- 
turn, and break-even points helps Marco make decisions on 
what, and when, to buy. While capital budgeting decisions are 
important, Marco stresses the importance of employees— 
“We didn’t bring on human capital fast enough,” he admits. 
And, says Marco, don't ignore factors such as employee mo- 
rale and the company’s image in making decisions. 

Marco advises would-be entrepreneurs to develop the best 
product they can. He stresses “simplicity” as one key to suc- 
cess. “Make everything easy for the customer,” says Marco. 
“We have a simple product line with easy-to-read ingredients. 
People appreciate that.” With projected sales of over $21 million, 
that recipe is working. 


[Sources: Dogswell Company Website, January 2011; Los Angeles 
Business Journal, November 2008; Entrepeneur.com, August 2008; 
Pet Business, September 2008] 





Chapter Preview 





Making business decisions involves choosing between alterna- 
tive courses of action. Many factors affect business decisions, 
yet analysis typically focuses on finding the alternative that of- 
fers the highest return on investment or the greatest reduction 
in costs. Some decisions are based on little more than an 
intuitive understanding of the situation because available infor 
mation is too limited to allow a more systematic analysis. In 


other cases, intangible factors such as convenience, prestige, 
and environmental considerations are more important than 
strictly quantitative factors. In all situations, managers can reach 
a sounder decision if they identify the consequences of alterna- 
tive choices in financial terms. This chapter explains several 
methods of analysis that can help managers make those 
business decisions. 


a Ses 
Capital Budgeting Managerial Decisions 


Nonpresent Present Value Decisions and Decision 
Value Methods Methods Information Scenarios 


e Payback period ¢ Net present value e Decision making e Additional business 
e Accounting rate e Internal rate of e Relevant costs e Make or buy 








of return return e Scrap or rework 
e Comparison of e Sell or process 
methods e Sales mix selection 


e Segment elimination 
e Keep or replace 





Section 1—Capital Budgeting 


The capital expenditures budget is management’s plan for acquiring and selling plant assets. 
Capital budgeting is the process of analyzing alternative long-term investments and deciding 
which assets to acquire or sell. These decisions can involve developing a new product or pro- 
cess, buying a new machine or a new building, or acquiring an entire company. An objective for 
these decisions is to earn a satisfactory return on investment. 

Capital budgeting decisions require careful analysis because they are usually the most diffi- 
cult and risky decisions that managers make. These decisions are difficult because they require 
predicting events that will not occur until well into the future. Many of these predictions are 
tentative and potentially unreliable. Specifically, a capital budgeting decision is risky because 
(1) the outcome is uncertain, (2) large amounts of money are usually involved, (3) the invest- 
ment involves a long-term commitment, and (4) the decision could be difficult or impossible to 
reverse, no matter how poor it turns out to be. Risk is especially high for investments in technol- 
ogy due to innovations and uncertainty. 

Managers use several methods to evaluate capital budgeting decisions. Nearly all of these 
methods involve predicting cash inflows and cash outflows of proposed investments, assess- 
ing the risk of and returns on those flows, and then choosing the investments to make. Man- 
agement often restates future cash flows in terms of their present value. This approach 
applies the time value of money: A dollar today is worth more than a dollar tomorrow. Simi- 
larly, a dollar tomorrow is worth less than a dollar today. The process of restating future cash 
flows in terms of their present value is called discounting. The time value of money is impor- 
tant when evaluating capital investments, but managers sometimes apply evaluation methods 
that ignore present value. This section describes four methods for comparing alternative 
investments. 


Point: The nature of capital spending 

has changed with the business environ- 
ment. Budgets for information technol- 

ogy have increased from about 25% of 

corporate capital spending 20 years ago 
to an estimated 35% today. 
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METHODS NOT USING TIME VALUE OF MONEY 


All investments, whether they involve the purchase of a machine or another long-term asset, are 
expected to produce net cash flows. Net cash flow is cash inflows minus cash outflows. Some- 
times managers perform simple analyses of the financial feasibility of an investment’s net cash 
flow without using the time value of money. This section explains two of the most common 
methods in this category: (1) payback period and (2) accounting rate of return. 


Payback Period 


An investment’s payback period (PBP) is the expected time period to recover the initial invest- 
ment amount. Managers prefer investing in assets with shorter payback periods to reduce the 
risk of an unprofitable investment over the long run. Acquiring assets with short payback peri- 
ods reduces a company’s risk from potentially inaccurate long-term predictions of future cash 
flows. 


Computing Payback Period with Even Cash Flows To illustrate use of the 
payback period for an investment with even cash flows, we look at data from FasTrac, a manu- 
facturer of exercise equipment and supplies. (Even cash flows are cash flows that are the same 
each and every year; uneven cash flows are cash flows that are not all equal in amount.) FasTrac 
is considering several different capital investments, one of which is to purchase a machine to use 
in manufacturing a new product. This machine costs $16,000 and is expected to have an eight-year 
life with no salvage value. Management predicts this machine will produce 1,000 units of product 
each year and that the new product will be sold for $30 per unit. Exhibit 25.1 shows the expected 
annual net cash flows for this asset over its life as well as the expected annual revenues and ex- 
penses (including depreciation and income taxes) from investing in the machine. 


FASTRAC 
Cash Flow Analysis—Machinery Investment 
January 15, 2011 


Expected Expected 
Accrual Net Cash 

















Figures Flows 
Annual sales of new product ............ 2. cece eee eee eee $30,000 $30,000 
Deduct annual expenses 
Cost of materials, labor, and overhead (except depreciation) ......... 15,500 15,500 
Depreciation = Machinery e a a e ten ta 2,000 
Additional selling and administrative expenses...................-. 9,500 9,500 
Annual pretax accrualllincOmes sose eare ee ones 12 e wer scuece esere 3,000 
Income taxes: (30%) er omes aneas ee e Ap aesa EE Ea E ia eleis e S 900 900 
Annualinet income ae -re e ee e a E A AR E E AEEA $ 2,100 
Annual net cash low nor ocaaeer aee te e ek we Maes $4,100 








The amount of net cash flow from the machinery is computed by subtracting expected cash 
outflows from expected cash inflows. The cash flows column of Exhibit 25.1 excludes all 
noncash revenues and expenses. Depreciation is FasTrac’s only noncash item. Alternatively, 
managers can adjust the projected net income for revenue and expense items that do not affect 
cash flows. For FasTrac, this means taking the $2,100 net income and adding back the $2,000 
depreciation. 

The formula for computing the payback period of an investment that yields even net cash 
flows is in Exhibit 25.2. 


Cost of investment 





Payback iod = 
eas ao Annual net cash flow 








P Compute payback period 
and describe its use. 











EXHIBIT 25.1 


Cash Flow Analysis 


Point: Annual net cash flow in Exhibit 
25.1 equals net income plus depreciation 
(a noncash expense). 


EXHIBIT 25.2 


Payback Period Formula with 
Even Cash Flows 


1038 


Example: If an alternative machine 
(with different technology) yields a 
payback period of 3.5 years, which 
one does a manager choose? Answer: 
The alternative (3.5 is less than 3.9). 


EXHIBIT 25.3 


Payback Period Calculation 
with Uneven Cash Flows 


Example: Find the payback period in 
Exhibit 25.3 if net cash flows for the first 
4 years are: 

Year | = $6,000; Year 2 = $5,000; 

Year 3 = $4,000; Year 4 = $3,000. 
Answer: 3.33 years 
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The payback period reflects the amount of time for the investment to generate enough net cash 
flow to return (or pay back) the cash initially invested to purchase it. FasTrac’s payback period 
for this machine is just under four years: 


$16,000 


$4,100 = 3.9 years 


Payback period = 


The initial investment is fully recovered in 3.9 years, or just before reaching the halfway point 
of this machine’s useful life of eight years. 





@ Decision Insi 


Payback Phones Profits of telecoms have declined as too much 
capital investment chased too little revenue. Telecom success depends 
on new technology, and communications gear is evolving at a dizzying 
rate. Consequently, managers of telecoms often demand short payback 
periods and large expected net cash flows to compensate for the 
investment risk. E 





Computing Payback Period with Uneven Cash Flows Computing the payback 
period in the prior section assumed even net cash flows. What happens if the net cash flows are 
uneven? In this case, the payback period is computed using the cumulative total of net cash 
flows. The word cumulative refers to the addition of each period’s net cash flows as we progress 
through time. To illustrate, consider data for another investment that FasTrac is considering. 
This machine is predicted to generate uneven net cash flows over the next eight years. The rel- 
evant data and payback period computation are shown in Exhibit 25.3. 


Period* Expected Net Cash Flows Cumulative Net Cash Flows 
Year O orn $(16,000) $(16,000) 
Year l cei. ecuee 3,000 (13,000) 
Year 2 S aas 4,000 (9,000) 
Year Seo ren ana 4,000 (5,000) 
Year A iiss, somone 4,000 (1,000) 
Year S oeer ert ore 5,000 4,000 
Year 6 oeer anrass 3,000 7,000 
Near d oaeen ae 2,000 9,000 
Year 8 oeer oecicne 2,000 11,000 


Payback period = 4.2 years 
* All cash inflows and outflows occur uniformly during the year. 


Year 0 refers to the period of initial investment in which the $16,000 cash outflow occurs at the 
end of year 0 to acquire the machinery. By the end of year 1, the cumulative net cash flow is re- 
duced to $(13,000), computed as the $(16,000) initial cash outflow plus year 1’s $3,000 cash in- 
flow. This process continues throughout the asset’s life. The cumulative net cash flow amount 
changes from negative to positive in year 5. Specifically, at the end of year 4, the cumulative net 
cash flow is $(1,000). As soon as FasTrac receives net cash inflow of $1,000 during the fifth year, 
it has fully recovered the investment. If we assume that cash flows are received uniformly within 
each year, receipt of the $1,000 occurs about one-fifth of the way through the year. This is com- 
puted as $1,000 divided by year 5’s total net cash flow of $5,000, or 0.20. This yields a payback 
period of 4.2 years, computed as 4 years plus 0.20 of year 5. 


Using the Payback Period Companies desire a short payback period to increase return and 
reduce risk. The more quickly a company receives cash, the sooner it is available for other uses and 
the less time it is at risk of loss. A shorter payback period also improves the company’s ability to 
respond to unanticipated changes and lowers its risk of having to keep an unprofitable investment. 


Chapter 25 Capital Budgeting and Managerial Decisions 1039 


Payback period should never be the only consideration in evaluating investments. This is so be- 
cause it ignores at least two important factors. First, it fails to reflect differences in the timing of net 
cash flows within the payback period. In Exhibit 25.3, FasTrac’s net cash flows in the first five years 
were $3,000, $4,000, $4,000, $4,000, and $5,000. If another investment had predicted cash flows of 
$9,000, $3,000, $2,000, $1,800, and $1,000 in these five years, its payback period would also be 4.2 
years, but this second alternative could be more desirable because it provides cash more quickly. 
The second important factor is that the payback period ignores all cash flows after the point where 
its costs are fully recovered. For example, one investment might pay back its cost in 3 years but stop 
producing cash after 4 years. A second investment might require 5 years to pay back its cost yet “So what if | underestimated costs 
continue to produce net cash flows for another 15 years. A focus on only the payback period would and overestimated revenues? It all 
mistakenly lead management to choose the first investment over the second. averages out in the end.” 


Quick Check Answers — p. 1061 


1. Capital budgeting is (a) concerned with analyzing alternative sources of capital, including debt 
and equity, (b) an important activity for companies when considering what assets to acquire 
or sell, or (c) best done by intuitive assessments of the value of assets and their usefulness. 








2. Why are capital budgeting decisions often difficult? 

3. A company is considering purchasing equipment costing $75,000. Future annual net cash 
flows from this equipment are $30,000, $25,000, $15,000, $10,000, and $5,000. The payback 
period is (a) 4 years, (b) 3.5 years, or (c) 3 years. 

4. If depreciation is an expense, why is it added back to an investment’s net income to compute 
the net cash flow from that investment? 


5. If two investments have the same payback period, are they equally desirable? Explain. 


Accounting Rate of Return 


The accounting rate of return, also called return on average investment, is computed by divid- 
ing a project’s after-tax net income by the average amount invested in it. To illustrate, we return 
to FasTrac’s $16,000 machinery investment described in Exhibit 25.1. We first compute (1) the 
after-tax net income and (2) the average amount invested. The $2,100 after-tax net income is 
already available from Exhibit 25.1. To compute the average amount invested, we assume that 
net cash flows are received evenly throughout each year. Thus, the average investment for each 
year is computed as the average of its beginning and ending book values. If FasTrac’s $16,000 
machine is depreciated $2,000 each year, the average amount invested in the machine for each 
year is computed as shown in Exhibit 25.4. The average for any year is the average of the begin- 
ning and ending book values. 





P Compute accounting rate of 
return and explain its use. 











EXHIBIT 25.4 


Beginning Annual Ending Average 
BookValue Depreciation BookValue BookValue Computing Average 
Amount Invested (Book Value) 
Year l oee oeer er $16,000 $2,000 $14,000 $15,000 
Year 2 ocre 14,000 2,000 12,000 13,000 
Year 3 oecon 12,000 2,000 10,000 11,000 
Year 4... 10,000 2,000 8,000 9,000 
Year Se oee 8,000 2,000 6,000 7,000 
Year 6 o oeoee 6,000 2,000 4,000 5,000 
Year I ee 4,000 2,000 2,000 3,000 
Wear 8 eere ei 2,000 2,000 0 1,000 
AYES Gace cede S UAT TOS NDING OO BSAA OGD Ahm SOUS PNA SGU RSA US $ 8,000 


Next we need the average book value for the asset’s entire life. This amount is computed by taking Point: General formula for annual 
Pe Pa : average investment is the sum of individual 
the average of the individual yearly averages. This average equals $8,000, computed as $64,000 (the ; ae 
eR ; s= . wae years’ average book values divided by 
sum of the individual years’ averages) divided by eight years (see last column of Exhibit 25.4). the number of years of the planned 
If a company uses straight-line depreciation, we can find the average amount invested by us- investment. 
ing the formula in Exhibit 25.5. Because FasTrac uses straight-line depreciation, its average 
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EXHIBIT 25.5 


Computing Average Amount 
Invested under Straight-Line 
Depreciation 


EXHIBIT 25.6 


Accounting Rate of 
Return Formula 
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amount invested for the eight years equals the sum of the book value at the beginning of the 
asset’s investment period and the book value at the end of its investment period, divided by 2, 
as shown in Exhibit 25.5. 


Beginning book value + Ending book value 
2 





Annual average investment = 
(straight-line case only) 
$16,000 + $0 
= ———_——— = $8,000 
2 
If an investment has a salvage value, the average amount invested when using straight-line de- 
preciation is computed as (Beginning book value + Salvage value)/2. 
Once we determine the after-tax net income and the average amount invested, the accounting 
rate of return on the investment can be computed from the annual after-tax net income divided 
by the average amount invested, as shown in Exhibit 25.6. 


Annual after-tax net income 





Accounting rate of return = : 
Annual average investment 


This yields an accounting rate of return of 26.25% ($2,100/$8,000). FasTrac management must 
decide whether a 26.25% accounting rate of return is satisfactory. To make this decision, we 
must factor in the investment’s risk. For instance, we cannot say an investment with a 26.25% 
return is preferred over one with a lower return unless we recognize any differences in risk. 
Thus, an investment’s return is satisfactory or unsatisfactory only when it is related to returns 
from other investments with similar lives and risk. 

When accounting rate of return is used to choose among capital investments, the one with the 
least risk, the shortest payback period, and the highest return for the longest time period is often 
identified as the best. However, use of accounting rate of return to evaluate investment opportu- 
nities is limited because it bases the amount invested on book values (not predicted market val- 
ues) in future periods. Accounting rate of return is also limited when an asset’s net incomes are 
expected to vary from year to year. This requires computing the rate using average annual net 
incomes, yet this accounting rate of return fails to distinguish between two investments with the 
same average annual net income but different amounts of income in early years versus later 
years or different levels of income variability. 


Quick Check Answers — p. 1062 [vi 
6. The following data relate to a company’s decision on whether to purchase a machine: 

A nee ae ARE renee CRATES $180,000 

Salvage value me eneen eene eee eee 15,000 

Annual after-tax net income........... 40,000 


The machine's accounting rate of return, assuming the even receipt of its net cash flows dur 
ing the year and use of straight-line depreciation, is (a) 22%, (b) 41%, or (c) 21%. 


7. Is a 15% accounting rate of return for a machine a good rate? 


METHODS USING TIME VALUE OF MONEY 





This section describes two methods that help managers with capital budgeting decisions and 
that use the time value of money: (1) net present value and (2) internal rate of return. (To apply 
these methods, you need a basic understanding of the concept of present value. An expanded 
explanation of present value concepts is in Appendix B near the end of the book. You can use the 
present value tables at the end of Appendix B to solve many of this chapter’s assignments that 
use the time value of money.) 
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Net Present Value 


Net present value analysis applies the time value of money to future cash inflows and cash out- 
flows so management can evaluate a project’s benefits and costs at one point in time. Specifi- 
cally, net present value (NPV) is computed by discounting the future net cash flows from the 
investment at the project’s required rate of return and then subtracting the initial amount in- 
vested. A company’s required return, often called its hurdle rate, is typically its cost of capital, 
which is the rate the company must pay to its long-term creditors and shareholders. 

To illustrate, let’s return to FasTrac’s proposed machinery purchase described in Exhibit 25.1. 
Does this machine provide a satisfactory return while recovering the amount invested? Recall 
that the machine requires a $16,000 investment and is expected to provide $4,100 annual net 
cash inflows for the next eight years. If we assume that net cash flows from this machine are 
received at each year-end and that FasTrac requires a 12% annual return, net present value can 
be computed as in Exhibit 25.7. 


Present Value Present Value of 


Net Cash Flows* of I at 12% Net Cash Flows 
Year tain cna none $ 4,100 0.8929 $ 3,661 
Yean Qi erences EA ER 4,100 0.7972 3,269 
Vean I e A R 4,100 0.7118 2,918 
Near A AA E ARNA 4,100 0.6355 2,606 
Year Da eee ee o EE RIE 4,100 0.5674 2,326 
Year 6n a aE n AEA 4,100 0.5066 2,077 
NEATE A E 4,100 0.4523 1,854 
E. T E 4,100 0.4039 1,656 
Tots e a EE $32,800 20,367 
Amountinvestedierm ent ttre e ene rr re nitrite (16,000) 
Netipresentivallieimr.. me cr rumen lie oar A A A $ 4,367 





* Cash flows occur at the end of each year. 


+ Present value of 1 factors are taken from Table B.1 in Appendix B. 


The first number column of Exhibit 25.7 shows the annual net cash flows. Present value of 1 
factors, also called discount factors, are shown in the second column. Taken from Table B.1 
in Appendix B, they assume that net cash flows are received at each year-end. (To simplify 
present value computations and for assignment material at the end of this chapter, we as- 
sume that net cash flows are received at each year-end.) Annual net cash flows from the first 
column of Exhibit 25.7 are multiplied by the discount factors in the second column to give 
present values shown in the third column. The last three lines of this exhibit show the final 
NPV computations. The asset’s $16,000 initial cost is deducted from the $20,367 total pres- 
ent value of all future net cash flows to give this asset’s NPV of $4,367. The machine is thus 
expected to (1) recover its cost, (2) provide a 12% compounded return, and (3) generate $4,367 
above cost. We summarize this analysis by saying the present value of this machine’s future net 
cash flows to FasTrac exceeds the $16,000 investment by $4,367. 


Net Present Value Decision Rule The decision rule in applying NPV is as follows: 
When an asset’s expected cash flows are discounted at the required rate and yield a positive net 
present value, the asset should be acquired. This decision rule is reflected in the graphic below. 
When comparing several investment opportunities of about the same cost and same risk, we 
prefer the one with the highest positive net present value. 


If20 Accept 
Present project 
value Amount Net 
ofnet = . = present 
invested 

cash value 

flows Reject 
f<0 project 
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p Compute net present value 
and describe its use. 











Cost of capital by industry 
Entertainment i 
E-commerce ; 
Trucking = 


Apparel || 7 





EXHIBIT 25.7 


Net Present Value Calculation with 
Equal Cash Flows 


Point: The assumption of end-of-year 
cash flows simplifies computations and is 
common in practice. 


Point: The amount invested includes all 
costs that must be incurred to get the 
asset in its proper location and ready for 
use. 


Example: What is the net present 
value in Exhibit 25.7 if a 10% return is 
applied? Answer: $5,873 
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Example: Why does the net present 
value of an investment increase when a 
lower discount rate is used? Answer: The 
present value of net cash flows increases. 


EXHIBIT 25.8 


Net Present Value Calculation with 
Uneven Cash Flows 


Example: If 12% is the required 
return in Exhibit 25.8, which project is 
preferred? Answer: Project B. Net 
present values are:A = $10;B = $553; 
C = $(715). 


Example: Will the rankings of Projects 
A, B, and C change with the use of differ- 
ent discount rates, assuming the same 
rate is used for all projects? Answer: No; 
only the NPV amounts will change. 
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Simplifying Computations The computations in Exhibit 25.7 use separate present 
value of 1 factors for each of the eight years. Each year’s net cash flow is multiplied by its 
present value of 1 factor to determine its present value. The individual present values for each 
of the eight net cash flows are added to give the asset’s total present value. This computation 
can be simplified in two ways if annual net cash flows are equal in amount. One way is to add 
the eight annual present value of 1 factors for a total of 4.9676 and multiply this amount by 
the annual $4,100 net cash flow to get the $20,367 total present value of net cash flows.! A 
second simplification is to use a calculator with compound interest functions or a spreadsheet 
program. We show how to use Excel functions to compute net present value in this chapter’s 
Appendix. Whatever procedure you use, it is important to understand the concepts behind 
these computations. 


O Decision 


Answer — p. 1061 





Systems Manager Top management adopts a policy requiring purchases in excess of $5,000 to be 
submitted with cash flow projections to the cost analyst for capital budget approval. As systems manager, 
you want to upgrade your computers at a $25,000 cost. You consider submitting several orders all under 
$5,000 to avoid the approval process. You believe the computers will increase profits and wish to avoid a 
delay. What do you do? E 


Uneven Cash Flows Net present value analysis can also be applied when net cash flows 
are uneven (unequal). To illustrate, assume that FasTrac can choose only one capital invest- 
ment from among projects A, B, and C. Each project requires the same $12,000 initial 
investment. Future net cash flows for each project are shown in the first three number columns 
of Exhibit 25.8. 


Present Value of 








Net Cash Flows present Net Cash Flows 
Value of 
B I at 10% B 
Yearila a a $ 5,000 $ 8,000 $ 1,000 0.9091 $ 4,546 $ 7,273 $ 909 
Year 2e e 5,000 5,000 5,000 0.8264 4,132 4,132 4,132 
A Hee ern eet are err 5,000 2,000 9,000 0.7513 3,757 1,503 _ 6,762 
otals scare sates $15,000 $15,000 $15,000 12,435 12,908 11,803 
Amount invested ....... (12,000) (12,000) (12,000) 
Net present value .... $ 435 $ 908 $ (197) 








The three projects in Exhibit 25.8 have the same expected total net cash flows of $15,000. Proj- 
ect A is expected to produce equal amounts of $5,000 each year. Project B is expected to pro- 
duce a larger amount in the first year. Project C is expected to produce a larger amount in the 
third year. The fourth column of Exhibit 25.8 shows the present value of 1 factors from Table 
B.1 assuming 10% required return. 

Computations in the right-most columns show that Project A has a $435 positive NPV. Proj- 
ect B has the largest NPV of $908 because it brings in cash more quickly. Project C has a $(197) 
negative NPV because its larger cash inflows are delayed. If FasTrac requires a 10% return, it 
should reject Project C because its NPV implies a return under 10%. If only one project can be 
accepted, project B appears best because it yields the highest NPV. 


1 We can simplify this computation using Table B.3, which gives the present value of 1 to be received periodically for a 
number of periods. To determine the present value of these eight annual receipts discounted at 12%, go down the 12% 
column of Table B.3 to the factor on the eighth line. This cumulative discount factor, also known as an annuity factor, is 
4.9676. We then compute the $20,367 present value for these eight annual $4,100 receipts, computed as 
4.9676 X $4,100. 
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Salvage Value and Accelerated Depreciation FasTrac predicted the $16,000 ma- 
chine to have zero salvage value at the end of its useful life (recall Exhibit 25.1). In many 
cases, assets are expected to have salvage values. If so, this amount is an additional net cash 
inflow received at the end of the final year of the asset’s life. All other computations remain 
the same. 

Depreciation computations also affect net present value analysis. FasTrac computes de- 
preciation using the straight-line method. Accelerated depreciation is also commonly used, 
especially for income tax reports. Accelerated depreciation produces larger depreciation de- 
ductions in the early years of an asset’s life and smaller deductions in later years. This pat- 
tern results in smaller income tax payments in early years and larger payments in later years. 
Accelerated depreciation does not change the basics of a present value analysis, but it can 
change the result. Using accelerated depreciation for tax reporting affects the NPV of an as- 
set’s cash flows because it produces larger net cash inflows in the early years of the asset’s 
life and smaller ones in later years. Being able to use accelerated depreciation for tax report- 
ing always makes an investment more desirable because early cash flows are more valuable 
than later ones. 


Use of Net Present Value [n deciding whether to proceed with a capital investment 
project, we approve the proposal if the NPV is positive but reject it if the NPV is negative. 
When considering several projects of similar investment amounts and risk levels, we can 
compare the different projects’ NPVs and rank them on the basis of their NPVs. However, if 
the amount invested differs substantially across projects, the NPV is of limited value for 
comparison purposes. One means to compare projects, especially when a company cannot 
fund all positive net present value projects, is to use the profitability index, which is 
computed as: 


Net present value of cash flows 





Profitability index = 
Investment 


A higher profitability index suggests a more desirable project. To illustrate, suppose that Proj- 
ect X requires a $1 million investment and provides a $100,000 NPV. Project Y requires an in- 
vestment of only $100,000 and returns a $75,000 NPV. Ranking on the basis of NPV puts 
Project X ahead of Y, yet X’s profitability index is only 0.10 ($100,000/$1,000,000) whereas Y’s 
profitability index is 0.75. We must also remember that when reviewing projects with different 
risks, we computed the NPV of individual projects using different discount rates. The higher the 
risk, the higher the discount rate. 


Inflation Large price-level increases should be considered in NPV analyses. Hurdle rates 
already include investor’s inflation forecasts. Net cash flows can be adjusted for inflation by 
using future value computations. For example, if the expected net cash inflow in year 1 is 
$4,100 and 5% inflation is expected, then the expected net cash inflow in year 2 is $4,305, 
computed as $4,100 X 1.05 (1.05 is the future value of $1 (Table B.2) for 1 period with a 
5% rate). 


Internal Rate of Return 


Another means to evaluate capital investments is to use the internal rate of return (IRR), 
which equals the rate that yields an NPV of zero for an investment. This means that if 
we compute the total present value of a project’s net cash flows using the IRR as the dis- 
count rate and then subtract the initial investment from this total present value, we get a zero 
NPV. 

To illustrate, we use the data for FasTrac’s Project A from Exhibit 25.8 to compute its IRR. 
Exhibit 25.9 shows the two-step process in computing IRR. 
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Point: Projects with higher cash flows 
in earlier years generally yield higher net 
present values. 


Example: When is it appropriate to 
use different discount rates for different 
projects? Answer: When risk levels are 
different. 


Point: Tax savings from depreciation is 
called: depreciation tax shield. 





P Compute internal rate of 
return and explain its use. 
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EXHIBIT 25.9 


Computing Internal Rate of Return 
(with even cash flows) 
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Step 1: Compute the present value factor for the investment project. 


Amount invested $12,000 
Net cash flows $5,000 


Step 2: Identify the discount rate (IRR) yielding the present value factor 


= 2.4000 





Present value factor = 


Search Table B.3 for a present value factor of 2.4000 in the three-year row (equal- 
ing the 3-year project duration). The 12% discount rate yields a present value 
factor of 2.4018. This implies that the IRR is approximately 12%.* 


* Since the present value factor of 2.4000 is not exactly equal to the 12% factor of 2.4018, we can more precisely estimate 
the IRR as follows: 








Discount rate Present Value Factor from Table B.3 
12% 2.4018 
15% 2.2832 


0.1186 = difference 


2.4018 — 2.4000 
0.1186 





Then, IRR = 12% + | (15% — 12%) X 12.05% 


When cash flows are equal, as with Project A, we compute the present value factor (as shown in 
Exhibit 25.9) by dividing the initial investment by its annual net cash flows. We then use an an- 
nuity table to determine the discount rate equal to this present value factor. For FasTrac’s Project 
A, we look across the three-period row of Table B.3 and find that the discount rate correspond- 
ing to the present value factor of 2.4000 roughly equals the 2.4018 value for the 12% rate. This 
row is reproduced here: 


Present Value of an Annuity of 1 for Three Periods 


Discount Rate 


Periods 5% 10% 12% 15% 





TEN 2.9410 2.7232 2.4869 2.4018 2.2832 


The 12% rate is the Project’s IRR. A more precise IRR estimate can be computed following the 
procedure shown in the note to Exhibit 25.9. Spreadsheet software and calculators can also 
compute this IRR. We show how to use an Excel function to compute IRR in this chapter’s 
appendix. 


Uneven Cash Flows If net cash flows are uneven, we must use trial and error to compute 
the IRR. We do this by selecting any reasonable discount rate and computing the NPV. If the 
amount is positive (negative), we recompute the NPV using a higher (lower) discount rate. We 
continue these steps until we reach a point where two consecutive computations result in NPVs 
having different signs (positive and negative). Because the NPV is zero using IRR, we know 
that the IRR lies between these two discount rates. We can then estimate its value. Spreadsheet 
programs and calculators can do these computations for us. 





@ Decision 


Fun-IRR Many theme parks use both financial and nonfinancial 
criteria to evaluate their investments in new rides and activities. 
The use of IRR is a major part of this evaluation. This requires good 
estimates of future cash inflows and outflows. It also requires risk 
assessments of the uncertainty of the future cash flows. E 
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Use of Internal Rate of Return When we use the IRR to evaluate a project, we com- 
pare it to a predetermined hurdle rate, which is a minimum acceptable rate of return and is 
applied as follows. 


If=0 Accept 
project 
Internal Hurdle 
rate of 
rate 
return 
Reject 
If<0 project 


Top management selects the hurdle rate to use in evaluating capital investments. Financial for- 
mulas aid in this selection, but the choice of a minimum rate is subjective and left to manage- 
ment. For projects financed from borrowed funds, the hurdle rate must exceed the interest rate 
paid on these funds. The return on an investment must cover its interest and provide an addi- 
tional profit to reward the company for its risk. For instance, if money is borrowed at 10%, an 
average risk investment often requires an after-tax return of 15% (or 5% above the borrowing 
rate). Remember that lower-risk investments require a lower rate of return compared with 
higher-risk investments. 

If the project is internally financed, the hurdle rate is often based on actual returns from com- 
parable projects. If the IRR is higher than the hurdle rate, the project is accepted. Multiple proj- 
ects are often ranked by the extent to which their IRR exceeds the hurdle rate. The hurdle rate 
for individual projects is often different, depending on the risk involved. IRR is not subject to 
the limitations of NPV when comparing projects with different amounts invested because the 
IRR is expressed as a percent rather than as an absolute dollar value in NPV. 


© Decision 


Answer — p. 1061 





Entrepreneur You are developing a new product and you use a 12% discount rate to compute its NPV. 
Your banker, from whom you hope to obtain a loan, expresses concern that your discount rate is too low. 
How do you respond? W 


Comparison of Capital Budgeting Methods 


We explained four methods that managers use to evaluate capital investment projects. How do 
these methods compare with each other? Exhibit 25.10 addresses that question. Neither the 
payback period nor the accounting rate of return considers the time value of money. On the 
other hand, both the net present value and the internal rate of return do. 


Accounting Rate Net Present 
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Example: How can management 
evaluate the risk of an investment? 
Answer: It must assess the uncertainty 
of future cash flows. 


Point: A survey reports that 41% of top 
managers would reject a project with an 
internal rate of return above the cost of 
capital, if the project would cause the firm 
to miss its earnings forecast. The roles of 
benchmarks and manager compensation 
plans must be considered in capital bud- 
geting decisions. 


EXHIBIT 25.10 


Comparing Capital 
Budgeting Methods 


Internal Rate 


Payback Period of Return Value of Return 
Measurement basis © Cash flows ® Accrual income ® Cash flows ® Cash flows 
® Profitability © Profitability 
Measurement unit @ Years @ Percent ® Dollars @ Percent 
Strengths @ Easy to understand @ Easy to understand © Reflects time value © Reflects time value 
of money of money 
@® Allows comparison @® Allows comparison ® Reflects varying risks ©@ Allows comparisons 
of projects of projects over project's life of dissimilar projects 
Limitations © Ignores time ® Ignores time value © Difficult to compare © Ignores varying risks 


value of money of money dissimilar projects 
© Ignores cash flows ® Ignores annual rates 


after payback period over life of project 


over life of project 
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The payback period is probably the simplest method. It gives managers an estimate of how 
soon they will recover their initial investment. Managers sometimes use this method when they 
have limited cash to invest and a number of projects to choose from. The accounting rate of 
return yields a percent measure computed using accrual income instead of cash flows. The ac- 
counting rate of return is an average rate for the entire investment period. Net present value 
considers all estimated net cash flows for the project’s expected life. It can be applied to even 
and uneven cash flows and can reflect changes in the level of risk over a project’s life. Since it 
yields a dollar measure, comparing projects of unequal sizes is more difficult. The internal rate 
of return considers all cash flows from a project. It is readily computed when the cash flows are 
even but requires some trial and error estimation when cash flows are uneven. Because the IRR 
is a percent measure, it is readily used to compare projects with different investment amounts. 
However, IRR does not reflect changes in risk over a project’s life. 


@ Decision 





And the Winner Is ... How do we choose 
among the methods for evaluating capital invest- 
ments? Management surveys consistently show the 
internal rate of return (IRR) as the most popular 
method followed by the payback period and net pres- 
ent value (NPV). Few companies use the accounting 
rate of return (ARR), but nearly all use more than one 





method. E 
0% 10% 20% 30% 40% 
Company Usage of Capital Budgeting Methods 
Quick Check Answers — p. 1062 [vi 


8. A company can invest in only one of two projects, A or B. Each project requires a $20,000 
investment and is expected to generate end-of-period, annual cash flows as follows: 





Year | Year2 Year 3 Total 
ProjectA ......... $12,000 $8,500 $4,000 $24,500 
ProjectB......... 4,500 8,500 13,000 26,000 


Assuming a discount rate of 10%, which project has the higher net present value? 

9. Two investment alternatives are expected to generate annual cash flows with the same net 
present value (assuming the same discount rate applied to each). Using this information, can 
you conclude that the two alternatives are equally desirable? 

10. When two investment alternatives have the same total expected cash flows but differ 
in the timing of those flows, which method of evaluating those investments is superior, 
(a) accounting rate of return or (b) net present value? 


Section 2—Managerial Decisions 


This section focuses on methods that use accounting information to make several important 
managerial decisions. Most of these involve short-term decisions. This differs from methods 
used for longer-term managerial decisions that are described in the first section of this chapter 
and in several other chapters of this book. 
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DECISIONS AND INFORMATION 


This section explains how managers make decisions and the information relevant to those 
decisions. 


Decision Making 


Managerial decision making involves five steps: (1) define the decision task, (2) identify 
alternative courses of action, (3) collect relevant information and evaluate each alternative, 
(4) select the preferred course of action, and (5) analyze and assess decisions made. These five 
steps are illustrated in Exhibit 25.11. 





Define Task 
and Goal 


Select Course 
of Action 


Collect Relevant 
Information 


Identify 
Alternative Actions 


Analyze and 
Assess Decision 


Both managerial and financial accounting information play an important role in most manage- 
ment decisions. The accounting system is expected to provide primarily financial information 
such as performance reports and budget analyses for decision making. Nonfinancial information 
is also relevant, however; it includes information on environmental effects, political sensitivi- 
ties, and social responsibility. 


Relevant Costs 


Most financial measures of revenues and costs from accounting systems are based on historical 
costs. Although historical costs are important and useful for many tasks such as product pricing 
and the control and monitoring of business activities, we sometimes find that an analysis of 
relevant costs, or avoidable costs, is especially useful. Three types of costs are pertinent to our 
discussion of relevant costs: sunk costs, out-of-pocket costs, and opportunity costs. 

A sunk cost arises from a past decision and cannot be avoided or changed; it is irrelevant to 
future decisions. An example is the cost of computer equipment previously purchased by a com- 
pany. Most of a company’s allocated costs, including fixed overhead items such as depreciation 
and administrative expenses, are sunk costs. 

An out-of-pocket cost requires a future outlay of cash and is relevant for current and future 
decision making. These costs are usually the direct result of management’s decisions. For in- 
stance, future purchases of computer equipment involve out-of-pocket costs. 

An opportunity cost is the potential benefit lost by taking a specific action when two or more 
alternative choices are available. An example is a student giving up wages from a job to attend 
summer school. Companies continually must choose from alternative courses of action. For in- 
stance, a company making standardized products might be approached by a customer to supply a 
special (nonstandard) product. A decision to accept or reject the special order must consider not 
only the profit to be made from the special order but also the profit given up by devoting time and 
resources to this order instead of pursuing an alternative project. The profit given up is an oppor- 
tunity cost. Consideration of opportunity costs is important. The implications extend to internal 
resource allocation decisions. For instance, a computer manufacturer must decide between inter- 
nally manufacturing a chip versus buying it externally. In another case, management of a multi- 
divisional company must decide whether to continue operating or close a particular division. 

Besides relevant costs, management must also consider the relevant benefits associated with 
a decision. Relevant benefits refer to the additional or incremental revenue generated by 
selecting a particular course of action over another. For instance, a student must decide the 
relevant benefits of taking one course over another. In sum, both relevant costs and relevant 
benefits are crucial to managerial decision making. 


EXHIBIT 25.11 


Managerial Decision Making 





C Describe the importance of 
relevant costs for short- 
term decisions. 











Example: Depreciation and amortiza- 
tion are allocations of the original cost of 
plant and intangible assets. Are they out- 
of-pocket costs? Answer: No; they are 
sunk costs. 


Point: Opportunity costs are not 
entered in accounting records. This 
does not reduce their relevance for 
managerial decisions. 
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MANAGERIAL DECISION SCENARIOS 





A Evaluate short-term 
managerial decisions 
using relevant costs. 











EXHIBIT 25.12 


Selected Operating Income Data 


EXHIBIT 25.13 


Analysis of Additional Business 
Using Historical Costs 


Managers experience many different scenarios that require analyzing alternative actions and 
making a decision. We describe several different types of decision scenarios in this section. We 
set these tasks in the context of FasTrac, an exercise supplies and equipment manufacturer intro- 
duced earlier. We treat each of these decision tasks as separate from each other. 


Additional Business 


FasTrac is operating at its normal level of 80% of full capacity. At this level, it produces and 
sells approximately 100,000 units of product annually. Its per unit and annual total costs are 
shown in Exhibit 25.12. 


Per Unit Annual Total 





Sales (100,000 units) ............ $10.00 $1,000,000 
Direct materials................ (3.50) (350,000) 
Direct labors cis cic.s siacicice imnes (2.20) (220,000) 
Overhead. osco saa cies gece ees (1.10) (110,000) 
Selling expenses ................ (1.40) (140,000) 
Administrative expenses ......... _(0.80) (80,000) 
Total costs and expenses......... (9.00) (900,000) 
Operating income .............. $ 1.00 $ 100,000 








A current buyer of FasTrac’s products wants to purchase additional units of its product and 
export them to another country. This buyer offers to buy 10,000 units of the product at $8.50 per 
unit, or $1.50 less than the current price. The offer price is low, but FasTrac is considering the 
proposal because this sale would be several times larger than any single previous sale and it 
would use idle capacity. Also, the units will be exported, so this new business will not affect 
current sales. 

To determine whether to accept or reject this order, management needs to know whether ac- 
cepting the offer will increase net income. The analysis in Exhibit 25.13 shows that if manage- 
ment relies on per unit historical costs, it would reject the sale because it yields a loss. However, 
historical costs are not relevant to this decision. Instead, the relevant costs are the additional 
costs, called incremental costs. These costs, also called differential costs, are the additional 
costs incurred if a company pursues a certain course of action. FasTrac’s incremental costs are 
those related to the added volume that this new order would bring. 


Per Unit Total 


Sales (10,000 additional units) ......... $ 8.50 $ 85,000 

DirectimaterialS .................... (3.50) (35,000) 
Direct labon a a e A A (2.20) (22,000) 
Overhead: me r E inci: (1.10) (11,000) 
Sellingtexpensest mre tr rrnr itt ia: (1.40) (14,000) 
Administrative expenses ............. (0.80) (8,000) 
Total costs and expenses............. " (9.00) (90,000) 
Operating loss ©. o.oo oooi $(0.50)  $(5,000) 





To make its decision, FasTrac must analyze the costs of this new business in a different man- 
ner. The following information regarding the order is available: 


@ Manufacturing 10,000 additional units requires direct materials of $3.50 per unit and direct 
labor of $2.20 per unit (same as for all other units). 
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@ Manufacturing 10,000 additional units adds $5,000 of incremental overhead costs for power, 
packaging, and indirect labor (all variable costs). 

e@ Incremental commissions and selling expenses from this sale of 10,000 additional units 
would be $2,000 (all variable costs). 

© Incremental administrative expenses of $1,000 for clerical efforts are needed (all fixed costs) 
with the sale of 10,000 additional units. 


We use this information, as shown in Exhibit 25.14, to assess how accepting this new business 
will affect FasTrac’s income. 


Current Additional 








Business Business Combined 
Sales n a eaaa a E EN A $1,000,000 $ 85,000 $1,085,000 
Direct materials ................ (350,000) (35,000) (385,000) 
Directlabor «ccs: n2<nse sca (220,000) (22,000) (242,000) 
Overhead occas mirena are eoa (110,000) (5,000) (115,000) 
Selling expenses ................ (140,000) (2,000) (142,000) 
Administrative expense .......... (80,000) (1,000) (81,000) 
Total costs and expenses ......... (900,000) (65,000) (965,000) 
Operating income .............. $ 100,000 $ 20,000 $ 120,000 








The analysis of relevant costs in Exhibit 25.14 suggests that the additional business be ac- 
cepted. It would provide $85,000 of added revenue while incurring only $65,000 of added costs. 
This would yield $20,000 of additional pretax income, or a pretax profit margin of 23.5%. More 
generally, FasTrac would increase its income with any price that exceeded $6.50 per unit 
($65,000 incremental cost/10,000 additional units). 

An analysis of the incremental costs pertaining to the additional volume is always relevant 
for this type of decision. We must proceed cautiously, however, when the additional volume ap- 
proaches or exceeds the factory’s existing available capacity. If the additional volume requires 
the company to expand its capacity by obtaining more equipment, more space, or more person- 
nel, the incremental costs could quickly exceed the incremental revenue. Another cautionary 
note is the effect on existing sales. All new units of the extra business will be sold outside 
FasTrac’s normal domestic sales channels. If accepting additional business would cause existing 
sales to decline, this information must be included in our analysis. The contribution margin lost 
from a decline in sales is an opportunity cost. If future cash flows over several time periods are 
affected, their net present value also must be computed and used in this analysis. 

The key point is that management must not blindly use historical costs, especially allocated 
overhead costs. Instead, the accounting system needs to provide information about the incre- 
mental costs to be incurred if the additional business is accepted. 


O Decision Answer — p. 1061 





Partner You are a partner in a small accounting firm that specializes in keeping the books and preparing 
taxes for clients. A local restaurant is interested in obtaining these services from your firm. Identify factors 
that are relevant in deciding whether to accept the engagement. E 


Make or Buy 


The managerial decision to make or buy a component for one of its current products is com- 
monplace and depends on incremental costs. To illustrate, FasTrac has excess productive capac- 
ity it can use to manufacture Part 417, a component of the main product it sells. The part is 
currently purchased and delivered to the plant at a cost of $1.20 per unit. FasTrac estimates that 
making Part 417 would cost $0.45 for direct materials, $0.50 for direct labor, and an undeter- 
mined amount for overhead. The task is to determine how much overhead to add to these costs 
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EXHIBIT 25.14 


Analysis of Additional Business 
Using Relevant Costs 


Example: Exhibit 25.14 uses quantita- 
tive information. Suggest some qualitative 
factors to be considered when deciding 
whether to accept this project. Answer: 
(1) Impact on relationships with other 
customers and (2) Improved relationship 
with customer buying additional units. 
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EXHIBIT 25.15 
Make or Buy Analysis 


Point: Managers must consider nonfi- 
nancial factors when making decisions. 
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so we can decide whether to make or buy Part 417. If FasTrac’s normal predetermined overhead 
application rate is 100% of direct labor cost, we might be tempted to conclude that overhead 
cost is $0.50 per unit, computed as 100% of the $0.50 direct labor cost. We would then mistak- 
enly conclude that total cost is $1.45 ($0.45 of materials + $0.50 of labor + $0.50 of overhead). 
A wrong decision in this case would be to conclude that the company is better off buying the 
part at $1.20 each than making it for $1.45 each. 

Instead, as we explained earlier, only incremental overhead costs are relevant in this situa- 
tion. Thus, we must compute an incremental overhead rate. Incremental overhead costs might 
include, for example, additional power for operating machines, extra supplies, added cleanup 
costs, materials handling, and quality control. We can prepare a per unit analysis in this case as 
shown in Exhibit 25.15. 


Make Buy 
Direct materials.................. $0.45 — 
Direct labor nomene a E 0.50 — 
Overhead costs ................ EC] — 
Purchaseprice n erer r terete. — $1.20 
Total incremental costs ......... $0.95 + [?] $1.20 


We can see that if incremental overhead costs are less than $0.25 per unit, the total cost of 
making the component is less than the purchase price of $1.20 and FasTrac should make the 
part. FasTrac’s decision rule in this case is that any amount of overhead less than $0.25 per 
unit yields a total cost for Part 417 that is less than the $1.20 purchase price. FasTrac must 
consider several nonfinancial factors in the make or buy decision, including product quality, 
timeliness of delivery (especially in a just-in-time setting), reactions of customers and sup- 
pliers, and other intangibles such as employee morale and workload. It must also consider 
whether making the part requires incremental fixed costs to expand plant capacity. When 
these added factors are considered, small cost differences may not matter. 


@ Decision 








Make or Buy Services Companies apply make or buy deci- 
sions to their services. Many now outsource their payroll activities 
to a payroll service provider. It is argued that the prices paid for 
such services are close to what it costs them to do it, and without 
the headaches. E 

















Scrap or Rework 


Managers often must make a decision on whether to scrap or rework products in process. Re- 
member that costs already incurred in manufacturing the units of a product that do not meet 
quality standards are sunk costs that have been incurred and cannot be changed. Sunk costs are 
irrelevant in any decision on whether to sell the substandard units as scrap or to rework them to 
meet quality standards. 

To illustrate, assume that FasTrac has 10,000 defective units of a product that have already 
cost $1 per unit to manufacture. These units can be sold as is (as scrap) for $0.40 each, or they 
can be reworked for $0.80 per unit and then sold for their full price of $1.50 each. Should 
FasTrac sell the units as scrap or rework them? 

To make this decision, management must recognize that the already incurred manufacturing 
costs of $1 per unit are sunk (unavoidable). These costs are entirely irrelevant to the decision. In 
addition, we must be certain that all costs of reworking defects, including interfering with 
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normal operations, are accounted for in our analysis. For instance, reworking the defects means 
that FasTrac is unable to manufacture 10,000 new units with an incremental cost of $1 per unit 
and a selling price of $1.50 per unit, meaning it incurs an opportunity cost equal to the lost 
$5,000 net return from making and selling 10,000 new units. This opportunity cost is the differ- 
ence between the $15,000 revenue (10,000 units X $1.50) from selling these new units and their 
$10,000 manufacturing costs (10,000 units X $1). Our analysis is reflected in Exhibit 25.16. 


Scrap Rework 


Sale of scrapped/reworked units ..................000 00005 $4,000 $15,000 
Ressicosts tomewonkedefectsi ennai tstisti rire ien (8,000) 
Less opportunity cost of not making new units ......... =a (5,000) 
Incremental net income .................00 cece eee eees $4,000 $ 2,000 








The analysis yields a $2,000 difference in favor of scrapping the defects, yielding a total incre- 
mental net income of $4,000. If we had failed to include the opportunity costs of $5,000, the 
rework option would have shown an income of $7,000 instead of $2,000, mistakenly making the 
reworking appear more favorable than scrapping. 


Lv] 


11. A company receives a special order for 200 units that requires stamping the buyer’s name on 
each unit, yielding an additional fixed cost of $400 to its normal costs. Without the order, the 
company is operating at 75% of capacity and produces 7500 units of product at the following 
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costs: 

Directimaterials ro cance ve ee $37,500 
Directia borme a A A eetriis 60,000 
Overhead (30% variable) ................ 20,000 
Selling expenses (60% variable) ........... 25,000 


The special order will not affect normal unit sales and will not increase fixed overhead and 
selling expenses. Variable selling expenses on the special order are reduced to one-half 
the normal amount. The price per unit necessary to earn $1,000 on this order is (a) $14.80, 
(b) $15.80, (c) $19.80, (a) $20.80, or (e) $21.80. 


12. What are the incremental costs of accepting additional business? 


Sell or Process 


The managerial decision to sell partially completed products as is or to process them further for 
sale depends significantly on relevant costs. To illustrate, suppose that FasTrac has 40,000 units 
of partially finished Product Q. It has already spent $0.75 per unit to manufacture these 40,000 
units at a $30,000 total cost. FasTrac can sell the 40,000 units to another manufacturer as raw 
material for $50,000. Alternatively, it can process them further and produce finished products X, 
Y, and Z at an incremental cost of $2 per unit. The added processing yields the products and 
revenues shown in Exhibit 25.17. FasTrac must decide whether the added revenues from selling 
finished products X, Y, and Z exceed the costs of finishing them. 


Product Price Units Revenues 
Product X ......... $4.00 10,000 $ 40,000 
ProductY.......... 6.00 22,000 132,000 
Product Z ......... 8.00 6,000 48,000 
Spoilage ........... — 2,000 0 
Totals ee eaea 40,000 $220,000 








EXHIBIT 25.16 


Scrap or Rework Analysis 


EXHIBIT 25.17 


Revenues from 
Processing Further 
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Example: Does the decision change if 
incremental costs in Exhibit 25.18 in- 
crease to $4 per unit and the opportu- 
nity cost increases to $95,000? Answer: 
Yes. There is now an incremental net loss 
of $35,000. 


EXHIBIT 25.18 


Sell or Process Analysis 


Point: A method called linear program- 
ming is useful for finding the optimal sales 
mix for several products subject to many 
market and production constraints. This 


method is described in advanced courses. 
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Exhibit 25.18 shows the two-step analysis for this decision. First, FasTrac computes its 
incremental revenue from further processing Q into products X, Y, and Z. This amount is the dif- 
ference between the $220,000 revenue from the further processed products and the $50,000 
FasTrac will give up by not selling Q as is (a $50,000 opportunity cost). Second, FasTrac com- 
putes its incremental costs from further processing Q into X, Y, and Z. This amount is $80,000 
(40,000 units $2 incremental cost). The analysis shows that FasTrac can earn incremental net 
income of $90,000 from a decision to further process Q. (Notice that the earlier incurred $30,000 
manufacturing cost for the 40,000 units of Product Q does not appear in Exhibit 25.18 because it 
is a sunk cost and as such is irrelevant to the decision.) 


Revenue if processed............... $220,000 
Revenue if sold as is................ (50,000) 
Incremental revenue .............25 170,000 
Gostito|processer rere T (80,000) 
Incremental net income ......... $90,000 
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13. A company has already incurred a $1,000 cost in partially producing its four products. Their 
selling prices when partially and fully processed follow with additional costs necessary to 
finish these partially processed units: 





Unfinished Finished Further 
Product Selling Price Selling Price Processing Costs 
APIa $300 $600 $150 
Beta ne asnsuer 450 900 300 
Gamma........... 275 425 125 
rA E tac: 150 210 75 


Which product(s) should not be processed further, (a) Alpha, (b) Beta, (c) Gamma, or (a) Delta? 
14. Under what conditions is a sunk cost relevant to decision making? 


Sales Mix Selection 


When a company sells a mix of products, some are likely to be more profitable than others. 
Management is often wise to concentrate sales efforts on more profitable products. If produc- 
tion facilities or other factors are limited, an increase in the production and sale of one prod- 
uct usually requires reducing the production and sale of others. In this case, management must 
identify the most profitable combination, or sales mix of products. To identify the best sales 
mix, management must know the contribution margin of each product, the facilities required to 
produce each product, any constraints on these facilities, and its markets. 

To illustrate, assume that FasTrac makes and sells two products, A and B. The same ma- 
chines are used to produce both products. A and B have the following selling prices and 
variable costs per unit: 


Product A Product B 


Selling price per unit................ $5.00 $7.50 
Variable costs per unit.............. 3.50 5.50 
Contribution margin per unit......... $1.50 $2.00 


The variable costs are included in the analysis because they are the incremental costs of produc- 
ing these products within the existing capacity of 100,000 machine hours per month. We con- 
sider three separate cases. 
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Demand Is Unlimited and Products Use Same Inputs Assume that (1) each 
product requires 1 machine hour per unit for production and (2) the markets for these products 
are unlimited. Under these conditions, FasTrac should produce as much of Product B as it can 
because of its larger contribution margin of $2 per unit. At full capacity, FasTrac would produce 
$200,000 of total contribution margin per month, computed as $2 per unit times 100,000 ma- 
chine hours. 


Demand Is Unlimited and Products Use Different Inputs Assume that 
(1) Product A requires 1 machine hour per unit, (2) Product B requires 2 machine hours per unit, 
and (3) the markets for these products are unlimited. Under these conditions, FasTrac should 
produce as much of Product A as it can because it has a contribution margin of $1.50 per ma- 
chine hour compared with only $1 per machine hour for Product B. Exhibit 25.19 shows the 
relevant analysis. 


ProductA Product B 


Selling: priceipemunity versace errr ers $5.00 $7.50 
Nariablelcosts per unita n n a E tenes ir: _ 3.50 _ 5.50 
Contribution margin per unit ..................... $1.50 $2.00 
Machine hoursipemunituntt nt e erae a 1.0 2.0 

Contribution margin per machine hour......... $1.50 $1.00 


At its full capacity of 100,000 machine hours, FasTrac would produce 100,000 units of Product A, 
yielding $150,000 of total contribution margin per month. In contrast, if it uses all 100,000 
hours to produce Product B, only 50,000 units would be produced yielding a contribution mar- 
gin of $100,000. These results suggest that when a company faces excess demand and limited 
capacity, only the most profitable product per input should be manufactured. 


Demand Is Limited The need for a mix of different products arises when market demand 
is not sufficient to allow a company to sell all that it produces. For instance, assume that 
(1) Product A requires 1 machine hour per unit, (2) Product B requires 2 machine hours per unit, 
and (3) the market for Product A is limited to 80,000 units. Under these conditions, FasTrac 
should produce no more than 80,000 units of Product A. This would leave another 20,000 
machine hours of capacity for making Product B. FasTrac should use this spare capacity to pro- 
duce 10,000 units of Product B. This sales mix would maximize FasTrac’s total contribution 
margin per month at an amount of $140,000. 





@ Decision 





Companies such as Gap, Abercrombie & Fitch, and American Eagle 
must continuously monitor and manage the sales mix of their product 
lists. Selling their products in hundreds of countries and territories fur 
ther complicates their decision process. The contribution margin of each 
product is crucial to their product mix strategies. E 





Segment Elimination 


When a segment such as a department or division is performing poorly, management must 
consider eliminating it. Segment information on either net income (loss) or its contribution 
to overhead is not sufficient for this decision. Instead, we must look at the segment’s avoid- 
able expenses and unavoidable expenses. Avoidable expenses, also called escapable ex- 
penses, are amounts the company would not incur if it eliminated the segment. Unavoidable 
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EXHIBIT 25.19 


Sales Mix Analysis 


Example: If Product B’s variable costs 
per unit increase to $6, Product A’s vari- 
able costs per unit decrease to $3, and 
the same machine hours per unit are 
used, which product should FasTrac pro- 
duce? Answer: Product A. Its contribution 
margin of $2 per machine hour is higher 
than B’s $.75 per machine hour. 


Point: FasTrac might consider buying 
another machine to reduce the 
constraint on production.A strategy 
designed to reduce the impact of 
constraints or bottlenecks, on production, 
is called the theory of constraints. 
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Classification of Segment 
Operating Expenses for Analysis 


Example: How can insurance be 
classified as either avoidable or unavoid- 
able? Answer: Depends on whether the 
assets insured can be removed and the 
premiums canceled. 


Example: Give an example of a 
segment that a company might profitably 
use to attract customers even though it 
might incur a loss. Answer: Warranty and 
post-sales services. 
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expenses, also called inescapable expenses, are amounts that would continue even if the 
segment is eliminated. 

To illustrate, FasTrac considers eliminating its treadmill division because its $48,300 total 
expenses are higher than its $47,800 sales. Classification of this division’s operating expenses 
into avoidable or unavoidable expenses is shown in Exhibit 25.20. 


Avoidable Unavoidable 








Total Expenses Expenses 

Cost of goods soldr a a er tee een tree: $ 30,000 $ 30,000 — 
Direct expenses 

Salaries expense .......... a eee 7,900 7,900 — 

Depreciation expense—Equipment .......... 200 — $ 200 
Indirect expenses 

Rent and utilities expense .................. 3,150 — 3,150 

Advertising expense ....................06. 400 400 — 

Insurance expense oa n ster e eas 400 300 100 
Service department costs 

Share of office department expenses ......... 3,060 2,200 860 

Share of purchasing expenses ............... 3,190 1,000 2,190 
Total E A er ern er $48,300 $41,800 $6,500 








FasTrac’s analysis shows that it can avoid $41,800 expenses if it eliminates the treadmill di- 
vision. Because this division’s sales are $47,800, eliminating it will cause FasTrac to lose $6,000 
of income. Our decision rule is that a segment is a candidate for elimination if its revenues are 
less than its avoidable expenses. Avoidable expenses can be viewed as the costs to generate this 
segment’s revenues. 

When considering elimination of a segment, we must assess its impact on other segments. A 
segment could be unprofitable on its own, but it might still contribute to other segments’ reve- 
nues and profits. It is possible then to continue a segment even when its revenues are less than 
its avoidable expenses. Similarly, a profitable segment might be discontinued if its space, assets, 
or staff can be more profitably used by expanding existing segments or by creating new ones. 
Our decision to keep or eliminate a segment requires a more complex analysis than simply look- 
ing at a segment’s performance report. Such reports provide useful information, but they do not 
provide all the information necessary for this decision. 


Keep or Replace Equipment 


Businesses periodically must decide whether to keep using equipment or replace it. Advances 
in technology typically mean newer equipment can operate more efficiently and at lower cost 
than older equipment. In making the decision to keep or replace equipment, managers must 
decide whether the reduction in variable manufacturing costs with the new equipment over its 
useful life is greater than the net purchase price of the equipment. In this setting, the net pur- 
chase price of the equipment is its total cost minus any trade-in allowance or cash receipt for 
the old equipment. 

For example, FasTrac has a piece of manufacturing equipment with a book value (cost minus 
accumulated depreciation) of $20,000 and a remaining useful life of four years. At the end of 
four years the equipment will have a salvage value of zero. The market value of the equipment 
is currently $25,000. 

FasTrac can purchase a new machine for $100,000 and receive $25,000 in return for trading 
in its old machine. The new machine will reduce FasTrac’s variable manufacturing costs by 
$18,000 per year over the four-year life of the new machine. FasTrac’s incremental analysis is 
shown in Exhibit 25.21. 
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Increase or (Decrease) 
in Net Income 


Cost to buy new machine...................0.. $(100,000) 
Cash received to trade in old machine............ 25,000 
Reduction in variable manufacturing costs* ........ 72,000 

Total increase (decrease) in net income ......... $ (3,000) 


*18,000 X 4 years 


The analysis in Exhibit 25.21 shows that FasTrac should not replace the old equipment with this 
newer version as it will decrease income by $3,000. Note, the book value of the old equipment 
($20,000) is not relevant to this analysis. Book value is a sunk cost, and it cannot be changed 
regardless of whether FasTrac keeps or replaces this equipment. 


Qualitative Decision Factors 


Managers must consider qualitative factors in making managerial decisions. Consider a decision 
on whether to buy a component from an outside supplier or continue to make it. Several qualita- 
tive decision factors must be considered. For example, the quality, delivery, and reputation of 
the proposed supplier are important. The effects from deciding not to make the component can 
include potential layoffs and impaired worker morale. Consider another situation in which a 
company is considering a one-time sale to a new customer at a special low price. Qualitative 
factors to consider in this situation include the effects of a low price on the company’s image 
and the threat that regular customers might demand a similar price. The company must also 
consider whether this customer is really a one-time customer. If not, can it continue to offer this 
low price in the long run? Clearly, management cannot rely solely on financial data to make 
such decisions. 
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15. What is the difference between avoidable and unavoidable expenses? 





16. A segment is a candidate for elimination if (a) its revenues are less than its avoidable 
expenses, (b) it has a net loss, (c) its unavoidable expenses are higher than its revenues. 


GLOBAL VIEW 
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EXHIBIT 25.21 


Keep or Replace Analysis 











Siemens AG is a global electrical engineering and electronics company headquartered in Germany. Re- 
cently, the company announced plans to invest £80 million to build a wind turbine plant in the United 
Kingdom. Net present value analyses support such decisions. In this case, Siemens foresees strong future 
cash flows based on increased demand for clean sources of energy, like wind power. 


Break-EvenTime O@O Decision Analysis 


The first section of this chapter explained several methods to evaluate capital investments. Break-even 
time of an investment project is a variation of the payback period method that overcomes the limitation 
of not using the time value of money. Break-even time (BET) is a time-based measure used to evaluate 
a capital investment’s acceptability. Its computation yields a measure of expected time, reflecting the 








A 





Analyze a capital invest- 
ment project using 
break-even time. 
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time period until the present value of the net cash flows from an investment equals the initial cost of 
the investment. In basic terms, break-even time is computed by restating future cash flows in terms of 
present values and then determining the payback period using these present values. 

To illustrate, we return to the FasTrac case described in Exhibit 25.1 involving a $16,000 investment 
in machinery. The annual net cash flows from this investment are projected at $4,100 for eight years. 
Exhibit 25.22 shows the computation of break-even time for this investment decision. 


EXHIBIT 25.22 PresentValue Present Value Cumulative Present 
Break-Even Time Analysis* Year Cash Flows of I at 10% of Cash Flows Value of Cash Flows 
Qe eek $(16,000) 1.0000 $(16,000) $(16,000) 
TE T 4,100 0.9091 3,727 (12,273) 
E 4,100 0.8264 3,388 (8,885) 
Bt E AAE 4,100 0.7513 3,080 (5,805) 
A e ER, 4,100 0.6830 2,800 (3,005) 
Shean 4,100 0.6209 2,546 (459) 
O A 4,100 0.5645 2,314 1,855 
A S 4,100 0.5132 2,104 3,959 
Beke 4,100 0.4665 1,913 5,872 


* The time of analysis is the start of year 1 (same as end of year 0). All cash flows occur at the end of each year. 


The right-most column of this exhibit shows that break-even time is between 5 and 6 years, or about 
5.2 years—also see margin graph (where the line crosses the zero point). This is the time the project 
takes to break even after considering the time value of money (recall that the payback period com- 
puted without considering the time value of money was 3.9 years). We interpret this as cash flows 
[eat Proen ae ca earned after 5.2 years contribute to a positive net present value that, in this case, eventually amounts 
= J to $5,872. 

Break-even time is a useful measure for managers because it identifies the point in time when they 
can expect the cash flows to begin to yield net positive returns. Managers expect a positive net present 
value from an investment if break-even time is less than the investment’s estimated life. The method al- 
lows managers to compare and rank alternative investments, giving the project with the shortest 
break-even time the highest rank. 
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Investment Manager Management asks you, the investment manager, to evaluate three alternative 
investments. Investment recovery time is crucial because cash is scarce. The time value of money is also 
important. Which capital budgeting method(s) do you use to assess the investments? W 


DEMONSTRATION PROBLEM 


Determine the appropriate action in each of the following managerial decision situations. 

1. Packer Company is operating at 80% of its manufacturing capacity of 100,000 product units per year. 
A chain store has offered to buy an additional 10,000 units at $22 each and sell them to customers so 
as not to compete with Packer Company. The following data are available. 
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Costs at 80% Capacity Per Unit Total 

Direct materials: a er e A x $ 8.00 $ 640,000 
Direct labora 5 ius a eran eee 7.00 560,000 
Overhead (fixed and variable) ........ 12.50 1,000,000 
Total e a E EO A ERN $27.50 $2,200,000 








In producing 10,000 additional units, fixed overhead costs would remain at their current level but in- 
cremental variable overhead costs of $3 per unit would be incurred. Should the company accept or 
reject this order? 

2. Green Company uses Part JR3 in manufacturing its products. It has always purchased this part from a 
supplier for $40 each. It recently upgraded its own manufacturing capabilities and has enough excess 
capacity (including trained workers) to begin manufacturing Part JR3 instead of buying it. The com- 
pany prepares the following cost projections of making the part, assuming that overhead is allocated to 
the part at the normal predetermined rate of 200% of direct labor cost. 


Directmaterial sa aE AE A eerie O E N $l 
Direct labor sesocan E a EA E EER 15 
Overhead (fixed and variable) (200% of direct labor) ......... _30 
Totale a e E E E TE E AS rare cetera era $56 


The required volume of output to produce the part will not require any incremental fixed overhead. 
Incremental variable overhead cost will be $17 per unit. Should the company make or buy this part? 


3. Gold Company’s manufacturing process causes a relatively large number of defective parts to be pro- 
duced. The defective parts can be (a) sold for scrap, (b) melted to recover the recycled metal for reuse, 
or (c) reworked to be good units. Reworking defective parts reduces the output of other good units 
because no excess capacity exists. Each unit reworked means that one new unit cannot be produced. 
The following information reflects 500 defective parts currently available. 


Proceeds:ofiselling as serapi aee ciscscrerersceyare ere eE eE E E Ea $2,500 
Additional cost of melting down defective parts ...................005- 400 
Cost of purchases avoided by using recycled metal from defects .......... 4,800 
Cost to rework 500 defective parts 
Direct materials 5/2) onea aeaaaee o A AERE E E A ARES 0 
Piria SEE AA T E E AA 1,500 
Inerementalioverhead mi o aea E cs nee A AT A E A nese 1,750 


Cost to produce 500 new parts 


Direct materials: aak Aei a AAEE AA E AI mein AS re, estas 6,000 
Direct labor a e aeaee E A E R E A E E sommes 5,000 
Inerementaltoverhead ii maen ana A A I A A A 3,200 
Selling price per good) Unity rae e eee e e e ener) eionsiarens 40 


Should the company melt the parts, sell them as scrap, or rework them? 

4. White Company can invest in one of two projects, TD1 or TD2. Each project requires an initial 
investment of $100,000 and produces the year-end cash inflows shown in the following table. Use net 
present values to determine which project, if any, should be chosen. Assume that the company requires 
a 10% return from its investments. 
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Net Cash Flows 





TDI TD2 
Vear snes $ 20,000 $ 40,000 
Near nr venies 30,000 40,000 
Weare sare 70,000 40,000 
motal nen $120,000 $120,000 








PLANNING THE SOLUTION 


@® Determine whether Packer Company should accept the additional business by finding the incremen- 
tal costs of materials, labor, and overhead that will be incurred if the order is accepted. Omit fixed 
costs that the order will not increase. If the incremental revenue exceeds the incremental cost, ac- 
cept the order. 

® Determine whether Green Company should make or buy the component by finding the incremental cost 
of making each unit. If the incremental cost exceeds the purchase price, the component should be pur- 
chased. If the incremental cost is less than the purchase price, make the component. 


@ Determine whether Gold Company should sell the defective parts, melt them down and recycle the 
metal, or rework them. To compare the three choices, examine all costs incurred and benefits 
received from the alternatives in working with the 500 defective units versus the production of 500 
new units. For the scrapping alternative, include the costs of producing 500 new units and sub- 
tract the $2,500 proceeds from selling the old ones. For the melting alternative, include the costs 
of melting the defective units, add the net cost of new materials in excess over those obtained 
from recycling, and add the direct labor and overhead costs. For the reworking alternative, add the 
costs of direct labor and incremental overhead. Select the alternative that has the lowest cost. The 
cost assigned to the 500 defective units is sunk and not relevant in choosing among the three 
alternatives. 


® Compute White Company’s net present value of each investment using a 10% discount rate. 


SOLUTION TO DEMONSTRATION PROBLEM 


1. This decision involves accepting additional business. Since current unit costs are $27.50, it appears 
initially as if the offer to sell for $22 should be rejected, but the $27.50 cost includes fixed costs. When 
the analysis includes only incremental costs, the per unit cost is as shown in the following table. The 
offer should be accepted because it will produce $4 of additional profit per unit (computed as $22 
price less $18 incremental cost), which yields a total profit of $40,000 for the 10,000 additional 
units. 


Direct materials ............... $ 8.00 
Directilaboriacsn.ee cece ai ene 7.00 
Variable overhead (given) ........ __ 3.00 
Total incremental cost .......... $18.00 


2. For this make or buy decision, the analysis must not include the $13 nonincremental overhead per unit 
($30 — $17). When only the $17 incremental overhead is included, the relevant unit cost of manufac- 
turing the part is shown in the following table. It would be better to continue buying the part for $40 
instead of making it for $43. 


Direct materials ............. $11.00 
Direct labor sae. narena canoe 15.00 
Variable overhead ............ 17.00 


Total incremental cost ........ $43.00 
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3. The goal of this scrap or rework decision is to identify the alternative that produces the greatest net 
benefit to the company. To compare the alternatives, we determine the net cost of obtaining 500 mar- 


ketable units as follows: 











Sell Melt and Rework 

Incremental Cost to Produce 500 Marketable Units as Is LOSA Units 
Direct materials 

Newimaterials a aoa Aaa sane arr A A AEA E AA ANA $ 6,000 $6,000 

Recycled imetalimatenials merre E cn ete te eee et ner ee (4,800) 

INetimaterialsicosttmmry AA ety tani mae termina eter trees 1,200 

Meltingicostss yin A recover A arunte: A A cr at ereareers __400 

otalidinectimatenials:cOsticrtmr-mtwye teu A A eee 6,000 1,600 
Dinectilaboncacsrase A E A E a ere 5,000 5,000 $1,500 
Incremental overhead e ere mea a i e A Ee E E EA A ERE E AANE 3,200 3,200 1,750 
Cost to produce 500 marketable units......................00 0c eee 14,200 9,800 3,250 
Less proceeds of selling defects as scrap ........... 0.0.0 ee eee eee e ee (2,500) 
@pportunityscoststeyes E E E eee eet ene reer 5,800 
Neticostaen rin eet mee Tn Pere ee ee Te tren eter $11,700 $9,800 $9,050 








* The $5,800 opportunity cost is the lost contribution margin from not being able to produce and sell 500 units because of reworking, 


computed as ($40 — [$14,200/500 units]) X 500 units. 


The incremental cost of 500 marketable parts is smallest if the defects are reworked. 


TELDI Present Value 
Net Cash Flows of I at 10% 
Year M re a a E AoE $ 20,000 0.9091 
Year Da ae A R 30,000 0.8264 
Year hra eaea A e 70,000 0.7513 
Motals aee Aea sneezes $120,000 
Amount invested ............ 
Net present value ......... 
TD2: Present Value 
Net Cash Flows of | at 10% 
Meare sent A ES o e $ 40,000 0.9091 
Year 28 Wratten cy NG 40,000 0.8264 
Near I nee weno. 40,000 0.7513 
MOtals e eee n o ra E TE $120,000 


Present Value of 
Net Cash Flows 


$ 18,182 
24,792 
__ 92,591 
95,565 
(100,000) 

$ (4,435) 


Present Value of 
Net Cash Flows 


$ 36,364 
33,056 
30,052 
99,472 

(100,000) 

$ (528) 


White Company should not invest in either project. Both are expected to yield a negative net present 


value, and it should invest only in positive net present value projects. 
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APPENDIX 


Using Excel to Compute Net Present Value 
/5A and Internal Rate of Return 


Computing present values and internal rates of return for projects with uneven cash flows is tedious and 
error prone. These calculations can be performed simply and accurately by using functions built into 
Excel. Many calculators and other types of spreadsheet software can perform them too. To illustrate, con- 
sider FasTrac, a company that is considering investing in a new machine with the expected cash flows 
shown in the following spreadsheet. Cash outflows are entered as negative numbers, and cash inflows 
are entered as positive numbers. Assume FasTrac requires a 12% annual return, entered as 0.12 in 








cell C1. 
) Wd- & d Appendix_Using excel for npv and irr [Compatibility Mode] - Microsoft Excel - F X 
Home Insert Page Layout Formulas Data Review View ao x 
fi E AutoSum~ Ép Logical ~ ( Lookup & Reference + E AI Define Name ~ i Trace Precedents [H Show Formulas| | = g 
(& Recently Used ~ [A Text ~ Úb Math & Trig ~ JP Use in Formula Ci Trace Dependents Y Error Checking ~ x 
Insert ; ` f Name ; 3 D Watch Calculation Bs] 
Function E] Financial ~ ÚE Date & Time 7 f More Functions ~ Manager ES Create from Selection | 2 Remove Arrows ~ £) Evaluate Formula | window Options * 
Function Library Defined Names Formula Auditing Calculation 


















c25 
A 4. 

1 Annual discount rate 0.12 
2 Initial investment, made at beginning of period 1 -16000 
3 Annual cash flows received at end of period: 
4 1 3000 
5 2 4000 
6 3 4000 
T 4 4000 
8 5 5000 
9 6 3000 
10 7 2000 
Et 8 2000 
12 | =a 
13 =NPV(C1,C4:C11}4+C2 
14 
15 "IRR(C2:C11) 





AP z = —_ = = i 
M 4r > Sheeti Sheet2 ~ Sheet3 €J 
Ready 





=i Start pir... I Se (OF. mst- Gio ~-| fs) -| Oar r B20 l ww... 


To compute the net present value of this project, the following is entered into cell C13: 
=NPV(C1,C4:C11)+C2. 


This instructs Excel to use its NPV function to compute the present value of the cash flows in cells C4 
through C11, using the discount rate in cell C1, and then add the amount of the (negative) initial in- 
vestment. For this stream of cash flows and a discount rate of 12%, the net present value is 
$1,326.03. 

To compute the internal rate of return for this project, the following is entered into cell C15: 


=IRR(C2:C11). 


This instructs Excel to use its IRR function to compute the internal rate of return of the cash flows in cells 
C2 through C11. By default, Excel starts with a guess of 10%, and then uses trial and error to find the IRR. 
The IRR equals 14% for this project. 
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Summary 


C Describe the importance of relevant costs for short-term 
decisions. A company must rely on relevant costs pertaining 

to alternative courses of action rather than historical costs. Out-of- 

pocket expenses and opportunity costs are relevant because these 

are avoidable; sunk costs are irrelevant because they result from past 

decisions and are therefore unavoidable. Managers must also con- 

sider the relevant benefits associated with alternative decisions. 


Al Evaluate short-term managerial decisions using relevant 

costs. Relevant costs are useful in making decisions such as to 
accept additional business, make or buy, and sell as is or process 
further. For example, the relevant factors in deciding whether to 
produce and sell additional units of product are incremental costs 
and incremental revenues from the additional volume. 


A Analyze a capital investment project using break-even 

time. Break-even time (BET) is a method for evaluating 
capital investments by restating future cash flows in terms of their 
present values (discounting the cash flows) and then calculating the 
payback period using these present values of cash flows. 


P1 Compute payback period and describe its use. One way to 
compare potential investments is to compute and compare 
their payback periods. The payback period is an estimate of the 
expected time before the cumulative net cash inflow from the 
investment equals its initial cost. A payback period analysis fails 
to reflect risk of the cash flows, differences in the timing of cash 


Guidance Answers to Decision Maker and Decision Ethics 


Systems Manager Your dilemma is whether to abide by rules 
designed to prevent abuse or to bend them to acquire an investment 
that you believe will benefit the firm. You should not pursue the latter 
action because breaking up the order into small components is dis- 
honest and there are consequences of being caught at a later stage. 
Develop a proposal for the entire package and then do all you can to 
expedite its processing, particularly by pointing out its benefits. 
When faced with controls that are not working, there is rarely a rea- 
son to overcome its shortcomings by dishonesty. A direct assault on 
those limitations is more sensible and ethical. 


Entrepreneur The banker is probably concerned because new 
products are risky and should therefore be evaluated using a higher 
rate of return. You should conduct a thorough technical analysis and 
obtain detailed market data and information about any similar prod- 
ucts available in the market. These factors might provide sufficient 
information to support the use of a lower return. You must convince 
yourself that the risk level is consistent with the discount rate used. 


Guidance Answers to Quick Checks 


1. b 


2. A capital budgeting decision is difficult because (1) the out- 
come is uncertain, (2) large amounts of money are usually in- 
volved, (3) a long-term commitment is required, and (4) the 
decision could be difficult or impossible to reverse. 
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flows within the payback period, and cash flows that occur after the 
payback period. 


P2 Compute accounting rate of return and explain its use. A 

project’s accounting rate of return is computed by dividing the 
expected annual after-tax net income by the average amount of in- 
vestment in the project. When the net cash flows are received evenly 
throughout each period and straight-line depreciation is used, the 
average investment is computed as the average of the investment’s 
initial book value and its salvage value. 


P3 Compute net present value and describe its use. An invest- 

ment’s net present value is determined by predicting the future 
cash flows it is expected to generate, discounting them at a rate that 
represents an acceptable return, and then by subtracting the invest- 
ment’s initial cost from the sum of the present values. This tech- 
nique can deal with any pattern of expected cash flows and applies a 
superior concept of return on investment. 


P4 Compute internal rate of return and explain its use. The in- 

ternal rate of return (IRR) is the discount rate that results in a 
zero net present value. When the cash flows are equal, we can com- 
pute the present value factor corresponding to the IRR by dividing 
the initial investment by the annual cash flows. We then use the an- 
nuity tables to determine the discount rate corresponding to this 
present value factor. 





You should also be confident that your company has the capacity and 
the resources to handle the new product. 


Partner You should identify the differences between existing cli- 
ents and this potential client. A key difference is that the restaurant 
business has additional inventory components (groceries, vegetables, 
meats, etc.) and is likely to have a higher proportion of depreciable 
assets. These differences imply that the partner must spend more 
hours auditing the records and understanding the business, regula- 
tions, and standards that pertain to the restaurant business. Such dif- 
ferences suggest that the partner must use a different “formula” for 
quoting a price to this potential client vis-a-vis current clients. 


Investment Manager You should probably focus on either the 
payback period or break-even time because both the time value of 
money and recovery time are important. Break-even time method is 
superior because it accounts for the time value of money, which is an 
important consideration in this decision. 


lv] 


3. b 

4. Depreciation expense is subtracted from revenues in computing 
net income but does not use cash and should be added back to 
net income to compute net cash flows. 





1062 


5. Not necessarily. One investment can continue to generate cash 
flows beyond the payback period for a longer time period than 
the other. The timing of their cash flows within the payback 
period also can differ. 


6. b; Annual average investment = ($180,000 + $15,000)/2 
= $97,500 
Accounting rate of return = $40,000/$97,500 = 41% 


7. For this determination, we need to compare it to the returns ex- 
pected from alternative investments with similar risk. 


8. Project A has the higher net present value as follows: 











Project A Project B 
Present Present 
Present Value Value 
Value Net of Net Net of Net 
of | Cash Cash Cash Cash 
Year at 10% Flows Flows Flows Flows 
l 0.9091 $12,000 $10,909 $ 4,500 $ 4,091 
2 0.8264 8,500 7,024 8,500 7,024 
3 0.7513 4,000 3,005 13,000 9,767 
Totals $24,500 $20,938 $26,000 $20,882 
Amount invested (20,000) (20,000) 
Net present value $ 938 $ 882 








9. No, the information is too limited to draw that conclusion. For 
example, one investment could be riskier than the other, or one 
could require a substantially larger initial investment. 
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10. b 

11. e; Variable costs per unit for this order of 200 units follow: 
Direct materials ($37,500/7,500) ......... 0c cee eee eee eee eee $ 5.00 
Direct labor ($60,000/7,500) ........ 0. . eee eee eee teens 8.00 
Variable overhead [(0.30 X $20,000)/7,500] ..............-.000- 0.80 
Variable selling expenses [(0.60 xX $25,000 x 0.5)/7,500] ......... __ 1.00 
Total variable costs per unit ....... 0.0... cee eee $14.80 


Cost to produce special order: (200 X $14.80) + $400 
= $3,360. 
Price per unit to earn $1,000: ($3,360 + $1,000)/200 = 21.80. 
12. They are the additional (new) costs of accepting new business. 
13. d; 


Incremental benefits Incremental costs 





Alpha $300 ($600 — $300) > $150 (given) 
Beta $450 ($900 — $450) > $300 (given) 
Gamma $150 ($425 — $275) > $125 (given) 
Delta $ 60 ($210 — $150) < $ 75 (given) 


14. A sunk cost is never relevant because it results from a past deci- 
sion and is already incurred. 

15. Avoidable expenses are ones a company will not incur by elimi- 
nating a segment; unavoidable expenses will continue even after 
a segment is eliminated. 


16. a 


Key Terms mhhe.com/wildFAP20e 


Hurdle rate (p. 1045) 


Accounting rate of return (p. 1039) 
Avoidable expense (p. 1053) 
Break-even time (BET) (p. 1055) 
Capital budgeting (p. 1036) 

Cost of capital (p. 1041) 


Multiple Choice Quiz 


Incremental cost (p. 1048) 

Internal rate of return (IRR) (p. 1043) 
Net present value (NPV) (p. 1041) 
Payback period (PBP) (p. 1037) 


Answers on p. 1078 


Profitability index (p. 1043) 
Relevant benefits (p. 1047) 
Unavoidable expense (p. 1053) 
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Additional Quiz Questions are available at the book’s Website. 


1. A company inadvertently produced 3,000 defective MP3 play- 
ers. The players cost $12 each to produce. A recycler offers to 
purchase the defective players as they are for $8 each. The pro- 
duction manager reports that the defects can be corrected for 
$10 each, enabling them to be sold at their regular market price 
of $19 each. The company should: 

a. Correct the defect and sell them at the regular price. 
b. Sell the players to the recycler for $8 each. 

c. Sell 2,000 to the recycler and repair the rest. 

d. Sell 1,000 to the recycler and repair the rest. 

e. Throw the players away. 

2. A company’s productive capacity is limited to 480,000 ma- 
chine hours. Product X requires 10 machine hours to produce; 
and Product Y requires 2 machine hours to produce. Product X 


sells for $32 per unit and has variable costs of $12 per unit; 
Product Y sells for $24 per unit and has variable costs of 
$10 per unit. Assuming that the company can sell as many of 
either product as it produces, it should: 

- Produce X and Y in the ratio of 57% and 43%. 

- Produce X and Y in the ratio of 83% X and 17% Y. 

- Produce equal amounts of Product X and Product Y. 

. Produce only Product X. 

e. Produce only Product Y. 


aoro 


3. A company receives a special one-time order for 3,000 units of 
its product at $15 per unit. The company has excess capacity 
and it currently produces and sells the units at $20 each to its 
regular customers. Production costs are $13.50 per unit, which 
includes $9 of variable costs. To produce the special order, the 


Icon denotes assignments that involve decision making. 
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company must incur additional fixed costs of $5,000. Should 

the company accept the special order? 

a. Yes, because incremental revenue exceeds incremental costs. 

b. No, because incremental costs exceed incremental revenue. 

c. No, because the units are being sold for $5 less than the 
regular price. 

d. Yes, because incremental costs exceed incremental revenue. 

e. No, because incremental cost exceeds $15 per unit when 
total costs are considered. 


. A company is considering the purchase of equipment for 


$270,000. Projected annual cash inflow from this equipment is 
$61,200 per year. The payback period is: 

a. 0.2 years 

b. 5.0 years 


5. 
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c. 4.4 years 

d. 2.3 years 

e. 3.9 years 

A company buys a machine for $180,000 that has an expected 
life of nine years and no salvage value. The company expects 
an annual net income (after taxes of 30%) of $8,550. What is 
the accounting rate of return? 


a. 4.75% 
b. 42.75% 
c. 2.85% 
d. 9.50% 
e. 6.65% 


Discussion Questions 


1. 


What is capital budgeting? 


2. Identify four reasons that capital budgeting decisions by 


managers are risky. 


. Capital budgeting decisions require careful analysis because 


they are generally the and 


decisions that management faces. 





. Identify two disadvantages of using the payback period for 


comparing investments. 


o Why is an investment more attractive to management if it 


has a shorter payback period? 


- What is the average amount invested in a machine during its 


predicted five-year life if it costs $200,000 and has a $20,000 
salvage value? Assume that net income is received evenly 
throughout each year and straight-line depreciation is used. 


- If the present value of the expected net cash flows from a 


machine, discounted at 10%, exceeds the amount to be in- 
vested, what can you say about the investment’s expected rate 
of return? What can you say about the expected rate of return if 
the present value of the net cash flows, discounted at 10%, is 
less than the investment amount? 


- Why is the present value of $100 that you expect to receive one 


year from today worth less than $100 received today? What is 
the present value of $100 that you expect to receive one year 
from today, discounted at 12%? 


i Why should managers set the required rate of return higher 


than the rate at which money can be borrowed when making a 
typical capital budgeting decision? 


m connect 


Ting Company is considering two alternative investments. The payback period is 3.5 years for investment 


10. 


11. 


12. 


13. 


14. 


15. 


Why does the use of the accelerated depreciation method 
(instead of straight line) for income tax reporting increase an 
investment’s value? 

Palm has many types of costs. What is an out-of- Palm 
pocket cost? What is an opportunity cost? Are op- 

portunity costs recorded in the accounting records? 
a Nokia must confront sunk costs. Why are 
sunk costs irrelevant in deciding whether to sell a 
product in its present condition or to make it into a new prod- 
uct through additional processing? 


NOKIA 


Identify the incremental costs incurred by Apple Apple 
for shipping one additional iPod from a warehouse to 

a retail store along with the store’s normal order of 75 iPods. 
Apple is considering expanding a store. Identify Apple 
three methods management can use to evaluate 
whether to expand. 

Assume that Research In Motion manufactures RIM 
and sells 500,000 units of a product at $30 per unit in 
domestic markets. It costs $20 per unit to manufacture ($13 
variable cost per unit, $7 fixed cost per unit). Can you describe 
a situation under which the company is willing to sell an addi- 
tional 25,000 units of the product in an international market at 
$15 per unit? 


QUICK STUDY 


A and 5 years for investment B. (1) If management relies on the payback period, which investment is 


preferred? (2) Why might Ting’s analysis of these two alternatives lead to the selection of B over A? 


QS 25-1 
Analyzing payback periods P1 
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QS 25-2 
Payback period P1 


Fabiano Brothers Co. is considering an investment that requires immediate payment of $550,000 and provides 
expected cash inflows of $100,000 annually for eight years. What is the investment’s payback period? 





QS 25-3 
Computation of 
net present value P3 


If Kelsey K. Company invests $250,000 today, it can expect to receive $50,000 at the end of each year for 
the next seven years, plus an extra $32,000 at the end of the seventh year. What is the net present value of 
this investment assuming a required 8% return on investments? 





QS 25-4 
Computation of 
accounting rate of return P2 


Cardinal Company is considering an investment expected to generate an average net income after taxes of 
$1,300 for three years. The investment costs $30,000 and has an estimated $4,000 salvage value. Compute 
the accounting rate of return for this investment; assume the company uses straight-line depreciation. 
Hint: Use the formula in Exhibit 25.5 when computing the average annual investment. 





QS 25-5 
Internal rate of return P4 


A company is considering investing in a new machine that requires a cash payment of $15,982 today. The 
machine will generate annual cash flows of $7,000 for the next three years. What is the internal rate of 
return if the company buys this machine? 








QS 25-6 Label each of the following statements as either true (“T”) or false (“F”). 
Relevant costs 1. An opportunity cost is the potential benefit that is lost by taking a specific action when two or more 
Cl alternative choices are available. 
2. A sunk cost will change with a future course of action. 
3. An out-of-pocket cost requires a current and/or future outlay of cash. 
4. Relevant costs are also known as unavoidable costs. 
5. Incremental costs are also known as differential costs. 
QS 25-7 Mo-Kan Company incurs a $6 per unit cost for Product A, which it currently manufactures and sells for 


Analysis of incremental costs 


1 i 


$9 per unit. Instead of manufacturing and selling this product, the company can purchase Product B for $5 
per unit and sell it for $8 per unit. If it does so, unit sales would remain unchanged and $5 of the $6 per 
unit costs assigned to Product A would be eliminated. Should the company continue to manufacture 
Product A or purchase Product B for resale? 





QS 25-8 


election of sales mix 


S 
iA 


Memory Lane Company can sell all units of computer memory X and Y that it can produce, but it has 
limited production capacity. It can produce four units of X per hour or three units of Y per hour, and it has 
8,000 production hours available. Contribution margin is $10 for product X and $8 for product Y. What is 
the most profitable sales mix for this company? 





QS 25-9 
Decision to accept additional 
business 


Al 


Kirk Company sells bikes for $600 each. The company currently sells 7,500 bikes per year and could 
make as many as 10,000 bikes per year. The bikes cost $450 each to make; $300 in variable costs per bike 
and $150 of fixed costs per bike. Kirk received an offer from a potential customer who wants to buy 1,500 
bikes for $500 each. Incremental fixed costs to make this order are $100,000. No other costs will change 
if this order is accepted. Compute Kirk’s additional income (ignore taxes) if it accepts this order. 





QS 25-10 
Scrap or rework 


Al 


Z-Tech mistakenly produced 10,000 defective cell phones. The phones cost $60 each to produce. A salvage 
company will buy the defective phones as they are for $30 each. It would cost Z-Tech $80 per phone to 
rework the phones. If the phones are reworked, Z-Tech could sell them for $125 each. Compute the 
incremental net income from reworking the phones. 





QS 25-11 
Sell or process decision 


Al 


Bartel Company produces a product that can either be sold as is or processed further. Bartel has already 
spent $10,000 to produce 250 units that can be sold now for $13,500 to another manufacturer. Alternatively, 
Bartel can process the units further at an incremental cost of $36 per unit. If Bartel processes further, the 
units can be sold for $100 each. Compute the incremental income if Bartel processes further. 
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A guitar manufacturer is considering eliminating its electric guitar division because its $76,000 expenses OS 25-12 
are higher than its $72,000 sales. The company reports the following expenses for this division. Should the | Segment elimination 
division be eliminated? Al 
Cost of goods sold .............. $55,000 
Dircchexpenses mere rrr ttt et 6,250 $2,250 
Indirect expenses ............... 470 3,600 
Service department costs ......... 7,000 1,430 
Tak Company has a machine with a book value of $50,000 and a remaining five-year useful life. Anew QS 25-13 
machine is available at a cost of $75,000, and Tak can also receive $40,000 for trading in its old machine. Keep or replace decision 
The new machine will reduce variable manufacturing costs by $12,000 per year over its five-year useful Al 
life. Should the machine be replaced? 
Soles, a shoe manufacturer, is evaluating the costs and benefits of new equipment that would custom OS 25-14 


fit each pair of athletic shoes. The customer would have his or her foot scanned by digital computer 
equipment; this information would be used to cut the raw materials to provide the customer a perfect 
fit. The new equipment costs $100,000 and is expected to generate an additional $35,000 in cash flows 
for five years. A bank will make a $100,000 loan to the company at a 10% interest rate for this 
equipment’s purchase. Use the following table to determine the break-even time for this equipment. 
(Round the present value of cash flows to the nearest dollar.) 

Cumulative Present Value 


Present Value Present Value 


Year Cash Flows* of I at 10% of Cash Flows of Cash Flows 
0 $(100,000) 1.0000 
I 35,000 0.9091 
2 35,000 0.8264 
3 35,000 0.7513 
4 35,000 0.6830 
5 35,000 0.6209 


* All cash flows occur at year-end. 


Computation of break-even time 


A2 





Jester Company is considering two alternative projects. Project 1 requires an initial investment of $500,000 
and has a net present value of cash flows of $1,200,000. Project 2 requires an initial investment of 
$3,500,000 and has a net present value of cash flows of $1,900,000. Compute the profitability index for 
each project. Based on the profitability index, which project should the company prefer? Explain. 


QS 25-15 
Profitability index 


P3 





Siemens AG invests €80 million to build a manufacturing plant to build wind turbines. The company 
predicts net cash flows of €16 million per year for the next 8 years. Assume the company requires an 8% 
rate of return from its investments. (1) What is the payback period of this investment? (2) What is the net 
present value of this investment? 


m connect 

Compute the payback period for each of these two separate investments (round the payback period to two 

decimals): 

a. A new operating system for an existing machine is expected to cost $260,000 and have a useful life 
of five years. The system yields an incremental after-tax income of $75,000 each year after deduct- 
ing its straight-line depreciation. The predicted salvage value of the system is $10,000. 

b. A machine costs $190,000, has a $10,000 salvage value, is expected to last nine years, and will 
generate an after-tax income of $30,000 per year after straight-line depreciation. 


QS 25-16 
Capital budgeting methods 


P1 P3 


EXERCISES 


Exercise 25-1 
Payback period computation; 
even cash flows 


P1 
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Exercise 25-2 
Payback period computation; 
uneven cash flows 


P1 


Check 3.167 years 


Wenro Company is considering the purchase of an asset for $90,000. It is expected to produce the following 
net cash flows. The cash flows occur evenly throughout each year. Compute the payback period for this 
investment. 


Year I Year 2 Year 3 Year 4 Year 5 Total 


Net cash flows ........ $30,000 $20,000 $30,000 $60,000 $19,000 $159,000 





Exercise 25-3 
Payback period computation; 
declining-balance depreciation 


P1 


Check 2.265 years 


A machine can be purchased for $300,000 and used for 5 years, yielding the following net incomes. In project- 
ing net incomes, double-declining balance depreciation is applied, using a 5-year life and a $50,000 salvage 
value. Compute the machine’s payback period (ignore taxes). (Round the payback period to two decimals.) 


Year | Year 2 Year 3 Year 4 Year 5 


Net incomes ........ $20,000 $50,000 $100,000 $75,000 $200,000 





Exercise 25-4 
Accounting rate of return P2 


A machine costs $500,000 and is expected to yield an after-tax net income of $15,000 each year. 
Management predicts this machine has a 10-year service life and a $100,000 salvage value, and it uses 
straight-line depreciation. Compute this machine’s accounting rate of return. 





Exercise 25-5 
Payback period and accounting 
rate of return on investment 


P1 P2 


Check (1) 5.39 years (2) 20.42% 


K2B Co. is considering the purchase of equipment that would allow the company to add a new product 
to its line. The equipment is expected to cost $240,000 with a 12-year life and no salvage value. It will 
be depreciated on a straight-line basis. The company expects to sell 96,000 units of the equipment’s 
product each year. The expected annual income related to this equipment follows. Compute the 
(1) payback period and (2) accounting rate of return for this equipment. 


Sallés aoe sass eas sions a esis E E E S aya) susvave eyerare E $150,000 
Costs 

Materials, labor, and overhead (except depreciation) ......... 80,000 

Depreciation on new equipment .....................05- 20,000 

Selling and administrative expenses ...............+.0005: 15,000 
Total costs and expenses: en sors scsvers evete. soc E E eyes she 115,000 
Pretax income eoar cu crews a oases ware wa nia a ele aoe Suara een 35,000 
Income taxes (30%) aone e ee oe e AE E e sees 10,500 
Netincome anran eae case E E E R $ 24,500 





Exercise 25-6 


Computing net present value P3 


After evaluating the risk of the investment described in Exercise 25-5, K2B Co. concludes that it must earn 
at least a 8% return on this investment. Compute the net present value of this investment. (Round the net 
present value to the nearest dollar.) 





Exercise 25-7 

Computation and interpretation 
of net present value and internal 
rate of return 


P3 "A 


Check 
$2,152 


(1) C2 net present value, 


Kase Company can invest in each of three cheese-making projects: C1, C2, and C3. Each project requires 
an initial investment of $190,000 and would yield the following annual cash flows. 





CI [ey] fox} 
Year lisieisiaiscotes $ 10,000 $ 80,000 $150,000 
Weary Z oee 90,000 80,000 50,000 
Near 3 sercis 140,000 80,000 40,000 
Total Sinees $240,000 $240,000 $240,000 








(1) Assuming that the company requires a 12% return from its investments, use net present value to determine 
which projects, if any, should be acquired. (2) Using the answer from part 1, explain whether the internal rate 
of return is higher or lower than 12% for project C2. (3) Compute the internal rate of return for project C2. 





Exercise 25-8 
NPV and profitability index P3 


Following is information on two alternative investments being considered by Jin Company. The company 
requires a 10% return from its investments. 
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Project A Project B 


Initial inVEStMENt .6s0cengacuceey erase as $(175,000) $(145,000) 


Expected net cash flows in year: 


laoavanreonodouovevocut 40,000 32,000 
E e AA E 56,000 50,000 
r 80,295 66,000 
E E a ReneS cot ae 90,400 72,000 
Ceao a Eor eR DETS Ten 55,000 29,000 


For each alternative project compute the (a) net present value, and (b) profitability index. If the company 
can only select one project, which should it choose? Explain. 
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Refer to the information in Exercise 25-8. Create an Excel spreadsheet to compute the internal rate of return 
for each of the projects. Round the percentage return to two decimals. 


Exercise 25-94 


Using Excel to compute IRR P4 





Fill in each of the blanks below with the correct term. 
1. Relevant costs are also known as 
2. An— — requires a future outlay of cash and is relevant for current and future decision making. 


3. An _____ is the potential benefit lost by taking a specific action when two or more alternative 
choices are available. 


4. A _____arises from a past decision and cannot be avoided or changed; it is irrelevant to future 
decisions. 


5. _____ refer to the incremental revenue generated from taking one particular action over another. 


Exercise 25-10 
Relevant costs 


C1 





A company must decide between scrapping or reworking units that do not pass inspection. The company has 
15,000 defective units that cost $6 per unit to manufacture. The units can be sold as is for $2.50 each, or they 
can be reworked for $4.50 each and then sold for the full price of $9 each. If the units are sold as is, the com- 
pany will have to build 15,000 replacement units at a cost of $6 each, and sell them at the full price of $9 
each. (1) What is the incremental income from selling the units as scrap? (2) What is the incremental income 
from reworking and selling the units? (3) Should the company sell the units as scrap or rework them? 


Exercise 25-11 
Scrap or rework 


Al 





Xu Company is considering replacing one of its manufacturing machines. The machine has a book value of 
$45,000 and a remaining useful life of 4 years, at which time its salvage value will be zero. It has a current 
market value of $55,000. Variable manufacturing costs are $34,000 per year for this machine. Information 
on two alternative replacement machines follows. Should Xu keep or replace its manufacturing machine? 
If the machine should be replaced, which alternative new machine should Xu purchase? 


AlternativeA Alternative B 


CES ocooonoonpanancocannnodcosenmonbode $115,000 $125,000 
Variable manufacturing costs per year......... 22,000 12,000 


Exercise 25-12 
Keep or replace 


Al 





Feist Co. expects to sell 200,000 units of its product in the next period with the following results. 


Sales (200,000 units) .............. $3,000,000 
Costs and expenses 
Direct materials................ 400,000 
Direce labor meeer esns rearset es 800,000 
Overhead o4 cscs eaaa need gerne as 200,000 
Selling expensest R tet e tite 300,000 
Administrative expenses ......... 514,000 
Total costs and expenses........... 2,214,000 


Net income orree cca ements a $ 786,000 


Exercise 25-13 


Decision to accept additional 


business or not 


g 
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Check Income increase, $4,000 
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The company has an opportunity to sell 20,000 additional units at $12 per unit. The additional sales would 
not affect its current expected sales. Direct materials and labor costs per unit would be the same for the ad- 
ditional units as they are for the regular units. However, the additional volume would create the following 
incremental costs: (1) total overhead would increase by 15% and (2) administrative expenses would in- 
crease by $86,000. Prepare an analysis to determine whether the company should accept or reject the offer 
to sell additional units at the reduced price of $12 per unit. 





Exercise 25-14 
Make or buy decision 


gp 


Check $10,000 increased costs to 
buy 


Santos Company currently manufactures one of its crucial parts at a cost of $3.40 per unit. This cost is 
based on a normal production rate of 50,000 units per year. Variable costs are $1.50 per unit, fixed costs 
related to making this part are $50,000 per year, and allocated fixed costs are $45,000 per year. Allocated 
fixed costs are unavoidable whether the company makes or buys the part. Santos is considering buying the 
part from a supplier for a quoted price of $2.70 per unit guaranteed for a three-year period. Should the 
company continue to manufacture the part, or should it buy the part from the outside supplier? Support your 
answer with analyses. 





Exercise 25-15 
Sell or process decision 


1@ 


Cantrell Company has already manufactured 20,000 units of Product A at a cost of $20 per unit. The 20,000 
units can be sold at this stage for $500,000. Alternatively, the units can be further processed at a $300,000 
total additional cost and be converted into 4,000 units of Product B and 8,000 units of Product C. Per unit 
selling price for Product B is $75 and for Product C is $50. Prepare an analysis that shows whether the 
20,000 units of Product A should be processed further or not. 





Exercise 25-16 
Analysis of income effects from 
eliminating departments 


| i 


Check Total income (loss) 
(2) $(10,500), (3) $3,500 


Suresh Co. expects its five departments to yield the following income for next year. 


[OSE ORF SBA S-- MSE e NN OEH * -| Dilawar 2 - 


2 Sales $31,500 $17,500 $28,000 $21,000 
| 3 Expenses 

11,200 

2,100 


13,300 


18,900 
4,900 
23,800 


4 Avoidable 
5 | Unavoidable 


4,900 
25,900 
6 | Total expenses 30,800 
7 | Net income (loss) $ 700 


18,200 
6,300 
24,500 
$ (7,000) 


7,000 
14,700 
21,700 

(700) 








Recompute and prepare the departmental income statements (including a combined total column) for the 
company under each of the following separate scenarios: Management (1) does not eliminate any depart- 
ment, (2) eliminates departments with expected net losses, and (3) eliminates departments with sales dol- 
lars that are less than avoidable expenses. Explain your answers to parts 2 and 3. 





Exercise 25-17 
Sales mix determination 
and analysis 


Al 


Check (2) $37,688 


Bethel Company owns a machine that can produce two specialized products. Production time for Product 
TLX is two units per hour and for Product MTV is five units per hour. The machine’s capacity is 2,200 
hours per year. Both products are sold to a single customer who has agreed to buy all of the company’s 
output up to a maximum of 3,750 units of Product TLX and 2,000 units of Product MTV. Selling prices and 
variable costs per unit to produce the products follow. Determine (1) the company’s most profitable sales 
mix and (2) the contribution margin that results from that sales mix. 


Product TLX Product MTV 


Selling price per unit .......... $12.50 $7.50 
Variable costs per unit ......... 3.75 4.50 





Exercise 25-18 
Comparison of payback and BET 


P1 A 


This chapter explained two methods to evaluate investments using recovery time, the payback period and 
break-even time (BET). Refer to QS 25-14 and (1) compute the recovery time for both the payback period 
and break-even time, (2) discuss the advantage(s) of break-even time over the payback period, and (3) list 
two conditions under which payback period and break-even time are similar. 
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connect 
Elite Company is planning to add a new product to its line. To manufacture this product, the company PROBLEM SETA 
needs to buy a new machine at a $300,000 cost with an expected four-year life and a $20,000 salvage 


value. All sales are for cash, and all costs are out of pocket except for depreciation on the new machine. Problem 25-1A 


Additional information includes the following. Computation of payback period 


accounting rate of return, and 


Expected annual sales of new product ................ esse eeeeeee eee $1,150,000 net present value 
Expected annual costs of new product P1 P2 P3 
Birectirmate rials ic, qccseswectrc lc e ee oe AA ree SIS nia aera ee 300,000 
Dice bare atone ATTLEE N E A 420,000 eXc el 
Overhead excluding straight-line depreciation on new machine ......... 210,000 mhhe.com/wildFAP20e 
Selling and administrative expenses ............000 00sec e cece cess 100,000 
Incomestaxeszryaraaivsr ree Ae ore a AAE A A E A eters 30% 


Required 

1. Compute straight-line depreciation for each year of this new machine’s life. (Round depreciation 
amounts to the nearest dollar.) 

2. Determine expected net income and net cash flow for each year of this machine’s life. (Round answers 
to the nearest dollar.) 

3. Compute this machine’s payback period, assuming that cash flows occur evenly throughout each year. 
(Round the payback period to two decimals.) 

4. Compute this machine’s accounting rate of return, assuming that income is earned evenly throughout Check (4) 21.88% 
each year. (Round the percentage return to two decimals.) 

5. Compute the net present value for this machine using a discount rate of 7% and assuming that cash (5) $70,915 
flows occur at each year-end. (Hint: Salvage value is a cash inflow at the end of the asset’s life. Round 
the net present value to the nearest dollar.) 





Pleasant Company has an opportunity to invest in one of two new projects. Project Y requires a $700,000 Problem 25-2A 

investment for new machinery with a four-year life and no salvage value. Project Z requires a $700,000 Analysis and computation of 
investment for new machinery with a three-year life and no salvage value. The two projects yield the fol- payback period, accounting rate 
lowing predicted annual results. The company uses straight-line depreciation, and cash flows occur evenly of return, and net present value 











throughout each year. P1 P2 P3 
H eao aE O E ares onan TE T $700,000 $560,000 
Expenses 
Direet-matertals: 24.05 ee eee woe 98,000 70,000 
Direct aborit.g..2 A eee a eee 140,000 84,000 
Overhead including depreciation .......... 252,000 252,000 
Selling and administrative expenses ........ 50,000 50,000 
otal Fexpensesoum en aa cns crue: 540,000 456,000 
Pretax income cree ns een oe ee 160,000 104,000 
Income taxes (30%) .................0000, 48,000 31,200 
Netiincomer con eens cee ua ee a mee $112,000 $ 72,800 
Required 
1. Compute each project’s annual expected net cash flows. (Round the net cash flows to the nearest dollar.) 
2. Determine each project’s payback period. (Round the payback period to two decimals.) Check For Project: (2) 2.44 years, 
3. Compute each project’s accounting rate of return. (Round the percentage return to one decimal.) (3) 32%, (4) $250,573 
4. Determine each project’s net present value using 8% as the discount rate. For part 4 only, assume that 


cash flows occur at each year-end. (Round the net present value to the nearest dollar.) 


Analysis Component 


5. Identify the project you would recommend to management and explain your choice. 
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Problem 25-3A 
Computation of cash flows 
and net present values with 
alternative depreciation 
methods 


ae 


Check Net present value: 
(3) $10,041, (4) $10,635 


Angiletta Corporation is considering a new project requiring a $30,000 investment in test equipment with 
no salvage value. The project would produce $12,000 of pretax income before depreciation at the end of 
each of the next six years. The company’s income tax rate is 40%. In compiling its tax return and comput- 
ing its income tax payments, the company can choose between the two alternative depreciation schedules 
shown in the table. 





Straight-Line MACRS 

Depreciation Depreciation* 
Year le ecreras $ 3,000 $ 6,000 
Year D erscac es 6,000 9,600 
Wear 3h oseas 6,000 5,760 
Year A 6,000 3,456 
Year 5e e esas 6,000 3,456 
Year G 3,000 1,728 
Totals uee $30,000 $30,000 








* The modified accelerated cost recovery system (MACRS) for 
depreciation is discussed in Chapter 10. 


Required 


1. Prepare a five-column table that reports amounts (assuming use of straight-line depreciation) for each 
of the following for each of the six years: (a) pretax income before depreciation, (b) straight-line de- 
preciation expense, (c) taxable income, (d) income taxes, and (e) net cash flow. Net cash flow equals the 
amount of income before depreciation minus the income taxes. (Round answers to the nearest dollar.) 


2. Prepare a five-column table that reports amounts (assuming use of MACRS depreciation) for each of 
the following for each of the six years: (a) pretax income before depreciation, (b) MACRS deprecia- 
tion expense, (c) taxable income, (d) income taxes, and (e) net cash flow. Net cash flow equals the in- 
come amount before depreciation minus the income taxes. (Round answers to the nearest dollar.) 

3. Compute the net present value of the investment if straight-line depreciation is used. Use 10% as the 
discount rate. (Round the net present value to the nearest dollar.) 

4. Compute the net present value of the investment if MACRS depreciation is used. Use 10% as the dis- 
count rate. (Round the net present value to the nearest dollar.) 


Analysis Component 


5. Explain why the MACRS depreciation method increases this project’s net present value. 





Problem 25-4A 
Analysis of income effects of 
additional business 


Al 
excel 


mhhe.com/wildFAP20e 


Cayman Products manufactures and sells to wholesalers approximately 300,000 packages per year of 
underwater markers at $4 per package. Annual costs for the production and sale of this quantity are shown 
in the table. 


Direct materials... .s0.405 e820 $384,000 
Direct laborer eero R Ea 96,000 
Oyerhead news meee Ea 288,000 
SellinerexpenseS EEE 120,000 
Administrative expenses ......... 80,000 
Total costs and expenses......... $968,000 


A new wholesaler has offered to buy 50,000 packages for $3.44 each. These markers would be marketed 
under the wholesaler’s name and would not affect Cayman Products’ sales through its normal channels. 
A study of the costs of this additional business reveals the following: 


e@ Direct materials costs are 100% variable. 

@ Per unit direct labor costs for the additional units would be 50% higher than normal because their pro- 
duction would require overtime pay at one-and-one-half times the usual labor rate. 

@ 25% of the normal annual overhead costs are fixed at any production level from 250,000 to 400,000 
units. The remaining 75% of the annual overhead cost is variable with volume. 
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© Accepting the new business would involve no additional selling expenses. 


@ Accepting the new business would increase administrative expenses by a $4,000 fixed amount. 


Required 


Prepare a three-column comparative income statement that shows the following: 


1. Annual operating income without the special order (column 1). 


2. Annual operating income received from the new business only (column 2). 


3. Combined annual operating income from normal business and the new business (column 3). 
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Check Operating income: 
(1) $232,000, (2) $44,000 





Ortiz Company is able to produce two products, G and B, with the same machine in its factory. The fol- 


lowing information is available. 


Product G Product B 


Selling price per unit ................... 
Variable costs per unit.................. 
Contribution margin per unit ............ 
Machine hours to produce | unit......... 


Maximum unit sales per month........... 














$120 $160 
_40 _90 
$ 80 $ 70 
0.8 hours 2.0 hours 
400 units 350 units 


The company presently operates the machine for a single eight-hour shift for 22 working days each month. 
Management is thinking about operating the machine for two shifts, which will increase its productivity 
by another eight hours per day for 22 days per month. This change would require $6,500 additional fixed 


costs per month. 


Required 


1. Determine the contribution margin per machine hour that each product generates. 


2. How many units of Product G and Product B should the company produce if it continues to operate 
with only one shift? How much total contribution margin does this mix produce each month? 

3. If the company adds another shift, how many units of Product G and Product B should it produce? 
How much total contribution margin would this mix produce each month? Should the company add 


the new shift? Explain. 


4. Suppose that the company determines that it can increase Product G’s maximum sales to 440 units per 
month by spending $2,000 per month in marketing efforts. Should the company pursue this strategy 


and the double shift? Explain. 


Problem 25-5A 
Analysis of sales mix strategies 


| i 


Check Units of Product G: (2) 220, 
(3) 400, (4) 440 





Home Decor Company’s management is trying to decide whether to eliminate Department 200, which has 
produced losses or low profits for several years. The company’s 2011 departmental income statement 


shows the following. 


HOME DECOR COMPANY 
Departmental Income Statements 


For Year Ended December 31, 2011 





Cost of goods sold 
Gross profit........... 
Operating expenses 
Direct expenses 
Advertising........ 


Store supplies used . 














Dept. 100 Dept.200 Combined 

ee ee $872,000 $580,000 $1,452,000 

EEEE RRD snes 524,000 414,000 938,000 

a rere 348,000 166,000 514,000 

E TES 34,000 24,000 58,000 

DEEE A 8,000 7,600 15,600 
Depreciation—Store equipment......... 10,000 6,600 16,600 
SEERA mane a/e 52,000 38,200 90,200 


Total direct expenses 


[continued on next page] 


Problem 25-6A 
Analysis of possible elimination 
of a department 


| i 
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Check (1) Total expenses: 
(a) $1,377,120, (b) $568,140 


(2) Forecasted net income 
without Department 200, $63,020 


PROBLEM SET B 


Problem 25-1B 

Computation of payback period, 
accounting rate of return, and 
net present value 


P1 P2 P3 
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[continued from previous page] 


Allocated expenses 








Salesisalaries .: cn s che a E snes 130,000 78,000 208,000 
Rent expense nesenas aaa E 18,880 9,440 28,320 
Bad debts expense ................... 19,800 16,200 36,000 
Office salary snae a a e a stereuesaeecrs 37,440 24,960 62,400 
Insurance expense .................0. 4,000 2,200 6,200 
Miscellaneous office expenses .......... 4,800 3,200 8,000 
Total allocated expenses ............... 214,920 134,000 348,920 
Totallexpenses 3.2. ..ccs.c)eietssscse: sne a susieusseusieus 266,920 172,200 439,120 
Netiincome (loss) vic ee eneee e es $ 81,080 $ (6,200) $ 74,880 





In analyzing whether to eliminate Department 200, management considers the following: 


b. 


The company has one office worker who earns $1,200 per week, or $62,400 per year, and four sales- 
clerks who each earn $1,000 per week, or $52,000 per year. 


The full salaries of two salesclerks are charged to Department 100. The full salary of one salesclerk is 
charged to Department 200. The salary of the fourth clerk, who works half-time in both departments, 
is divided evenly between the two departments. 


Eliminating Department 200 would avoid the sales salaries and the office salary currently allocated to 
it. However, management prefers another plan. Two salesclerks have indicated that they will be quit- 
ting soon. Management believes that their work can be done by the other two clerks if the one office 
worker works in sales half-time. Eliminating Department 200 will allow this shift of duties. If this 
change is implemented, half the office worker’s salary would be reported as sales salaries and half 
would be reported as office salary. 

The store building is rented under a long-term lease that cannot be changed. Therefore, Department 
100 will use the space and equipment currently used by Department 200. 

Closing Department 200 will eliminate its expenses for advertising, bad debts, and store supplies; 
70% of the insurance expense allocated to it to cover its merchandise inventory; and 25% of the mis- 
cellaneous office expenses presently allocated to it. 


Required 


1. 


2. 


Prepare a three-column report that lists items and amounts for (a) the company’s total expenses 
(including cost of goods sold)—in column 1, (b) the expenses that would be eliminated by closing 
Department 200—in column 2, and (c) the expenses that will continue—in column 3. 

Prepare a forecasted annual income statement for the company reflecting the elimination of Depart- 
ment 200 assuming that it will not affect Department 100’s sales and gross profit. The statement 
should reflect the reassignment of the office worker to one-half time as a salesclerk. 


Analysis Component 


3. 


Reconcile the company’s combined net income with the forecasted net income assuming that Depart- 
ment 200 is eliminated (list both items and amounts). Analyze the reconciliation and explain why you 
think the department should or should not be eliminated. 


Concorde Company is planning to add a new product to its line. To manufacture this product, the company 
needs to buy a new machine at a $100,000 cost with an expected five-year life and a $25,000 salvage 
value. All sales are for cash and all costs are out of pocket, except for depreciation on the new machine. 
Additional information includes the following. 


Expected annual sales of new product ............. 0.0.0 c eee e eee eee $350,000 
Expected annual costs of new product 
Direct imateridlS ys cea con sete eed ae Ee ia OG a 150,000 
Directlabor camisetas eA ee ee ee eR ae ac 50,000 
Overhead excluding straight-line depreciation on new machine......... 100,000 
Selling and administrative expenses ............0. 0000 c eee e cece eens 23,000 


INGomMmeitaxess fe Gea hrs oes OE OE ERRERA EROAA E EECA ERA 20% 
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Required 


1. 


2. 


Compute straight-line depreciation for each year of this new machine’s life. (Round depreciation 
amounts to the nearest dollar.) 

Determine expected net income and net cash flow for each year of this machine’s life. (Round answers 
to the nearest dollar.) 

Compute this machine’s payback period, assuming that cash flows occur evenly throughout each year. 
(Round the payback period to two decimals.) 

Compute this machine’s accounting rate of return, assuming that income is earned evenly throughout 
each year. (Round the percentage return to two decimals.) 

Compute the net present value for this machine using a discount rate of 12% and assuming that cash 
flows occur at each year-end. (Hint: Salvage value is a cash inflow at the end of the asset’s life.) 
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Check (4) 15.36% 


(5) $2,862 





Micelli Company has an opportunity to invest in one of two projects. Project A requires a $480,000 
investment for new machinery with a three-year life and no salvage value. Project B also requires a 
$480,000 investment for new machinery with a four-year life and no salvage value. The two projects yield 
the following predicted annual results. The company uses straight-line depreciation, and cash flows occur 
evenly throughout each year. 


ProjectA Project B 








Sal OS a e e E A EE E E $750,000 $800,000 
Expenses 
Direct materials: sae eeen e ne Aa 125,000 250,000 
Direct labor roa a a e E AEA 130,000 80,000 
Overhead including depreciation .......... 330,000 276,000 
Selling and administrative expenses ........ 120,000 120,000 
Jotalkexpensesi wae e a soe sda es mesntoees 705,000 726,000 
Pretax income: ca eere ee iene eo E 45,000 74,000 
Income taxes (30%) n r a 13,500 22,200 
Netincome seen nesen ee eea e sietern $ 31,500 $ 51,800 





Required 


1. 


2. 
3. 
4. 


Compute each project’s annual expected net cash flows. (Round net cash flows to the nearest dollar.) 
Determine each project’s payback period. (Round the payback period to two decimals.) 
Compute each project’s accounting rate of return. (Round the percentage return to one decimal.) 


Determine each project’s net present value using 10% as the discount rate. For part 4 only, assume that 
cash flows occur at each year-end. (Round net present values to the nearest dollar.) 


Analysis Component 


5. 


Identify the project you would recommend to management and explain your choice. 


Problem 25-2B 

Analysis and computation of 
payback period, accounting rate 
of return, and net present value 


P1 P2 P3 


Check For Project A: (2) 2.5 years, 
(3) 13.1%, (4) $(3,759) 





Cologne Corporation is considering a new project requiring a $25,000 investment in an asset having no sal- 
vage value. The project would produce $15,000 of pretax income before depreciation at the end of each of the 
next six years. The company’s income tax rate is 30%. In compiling its tax return and computing its income 
tax payments, the company can choose between two alternative depreciation schedules as shown in the table. 





Straight-Line MACRS 

Depreciation Depreciation* 
Year |...... $ 2,500 $ 5,000 
WEEP? socos 5,000 8,000 
Year S socee 5,000 4,800 
Year A 5,000 2,880 
Year 5 en 5,000 2,880 
YEE O soccs 2,500 1,440 
Totals ...... $25,000 $25,000 








* The modified accelerated cost recovery system (MACRS) for 
depreciation is discussed in Chapter 10. 


Problem 25-3B 
Computation of cash flows 
and net present values with 
alternative depreciation 
methods 


"A 
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Check Net present value: 
(3) $19,437, (4) $19,914 
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Required 


1. 


Prepare a five-column table that reports amounts (assuming use of straight-line depreciation) for each of 
the following items for each of the six years: (a) pretax income before depreciation, (b) straight-line de- 
preciation expense, (c) taxable income, (d) income taxes, and (e) net cash flow. Net cash flow equals the 
amount of income before depreciation minus the income taxes. (Round answers to the nearest dollar.) 


. Prepare a five-column table that reports amounts (assuming use of MACRS depreciation) for each of 


the following items for each of the six years: (a) income before depreciation, (b) MACRS depreciation 
expense, (c) taxable income, (d) income taxes, and (e) net cash flow. Net cash flow equals the amount 
of income before depreciation minus the income taxes. (Round answers to the nearest dollar.) 


. Compute the net present value of the investment if straight-line depreciation is used. Use 15% as the 


discount rate. (Round the net present value to the nearest dollar.) 


Compute the net present value of the investment if MACRS depreciation is used. Use 15% as the dis- 
count rate. (Round the net present value to the nearest dollar.) 


Analysis Component 


5. 


Explain why the MACRS depreciation method increases the net present value of this project. 





Problem 25-4B 
Analysis of income effects of 
additional business 


Al 


Check Operating income: 
(1) $69,000, (2) $8,850 


Windtrax Company manufactures and sells to local wholesalers approximately 200,000 units per month at 
a sales price of $1 per unit. Monthly costs for the production and sale of this quantity follow. 


Direct material Se eses o aeee enana $ 30,000 
Directlabor e e A ene 12,000 
Overhead o aeee oreren n eae wee 50,000 
Selling expenses a iter rites 7,500 
Administrative expenses ......... 31,500 
Total costs and expenses......... $131,000 


A new out-of-state distributor has offered to buy 20,000 units next month for $0.80 each. These units 
would be marketed in other states and would not affect Windtrax’s sales through its normal channels. A 
study of the costs of this new business reveals the following: 


Direct materials costs are 100% variable. 


Per unit direct labor costs for the additional units would be 100% higher than normal because their 
production would require double overtime pay to meet the distributor’s deadline. 


Eighty percent of the normal annual overhead costs are fixed at any production level from 120,000 to 
300,000 units. The remaining 20% is variable with volume. 


Accepting the new business would involve no additional selling expenses. 
Accepting the new business would increase administrative expenses by a $750 fixed amount. 


Required 


Prepare a three-column comparative income statement that shows the following: 


1. 
2. 
3. 


Monthly operating income without the special order (column 1). 
Monthly operating income received from the new business only (column 2). 
Combined monthly operating income from normal business and the new business (column 3). 





Problem 25-5B 
Analysis of sales mix strategies 


ae i] 


Digits Company is able to produce two products, 22 and 44, with the same machine in its factory. The 
following information is available. 


Product 22 Product 44 








Selling price per unit ................... $175 $200 
Variable costs per unit.................. _ 100 _150 
Contribution margin per unit ............ $ 75 $ 50 
Machine hours to produce | unit......... 0.8 hours 0.5 hours 
Maximum unit sales per month........... 525 units 450 units 
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The company presently operates the machine for a single eight-hour shift for 23 working days each month. 
Management is thinking about operating the machine for two shifts, which will increase its productivity 
by another eight hours per day for 23 days per month. This change would require $5,000 additional fixed 
costs per month. 


Required 


1. 
2. 


3. 


Determine the contribution margin per machine hour that each product generates. 


How many units of Product 22 and Product 44 should the company produce if it continues to operate 
with only one shift? How much total contribution margin does this mix produce each month? 


If the company adds another shift, how many units of Product 22 and Product 44 should it produce? 
How much total contribution margin would this mix produce each month? Should the company add 
the new shift? Explain. 

Suppose that the company determines that it can increase Product 44’s maximum sales to 500 units per 


month by spending $500 per month in marketing efforts. Should the company pursue this strategy and 
the double shift? Explain. 
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Check Units of Product 44: (2) 368, 
(3) 450, (4) 500 





Turftime Company’s management is trying to decide whether to eliminate Department Z, which has pro- 
duced low profits or losses for several years. The company’s 2011 departmental income statement shows 
the following. 


TURFTIME COMPANY 
Departmental Income Statements 


For Year Ended December 31, 2011 
Dept.A  Dept.Z Combined 








Sal Os ie aeae stance axons E OAA OEE $350,000 $87,500 $437,500 
Gostiohisoods|soldiwerrre a erate 230,650 62,550 293,200 
Grossiprofitvaye qari ue trent ener ee: 119,350 24,950 144,300 


Operating expenses 


Direct expenses 











Adyertisinguur on cornice serra 13,500 1,500 15,000 
Store supplies used ................... 2,800 700 3,500 
Depreciation—Store equipment ........ 7,000 3,500 10,500 
Total direct expenses.................. 23,300 5,700 29,000 
Allocated expenses 
Sales salaries CaA A A AE 35,100 11,700 46,800 
Rentiexpensen n en a a inter 11,040 2,760 13,800 
Bad debts expense ................... 10,500 2,000 12,500 
Officeysalany furcre rite ere ieee: 10,400 2,600 13,000 
Insurance expense.................00. 2,100 700 2,800 
Miscellaneous office expenses .......... 850 1,250 2,100 
Total allocated expenses ............... 69,990 21,010 91,000 
Total expenses ye E cuties A E E 93,290 26,710 120,000 
Netincome(IOsSs) a AA E atte $ 26,060 $(1,760) $ 24,300 








In analyzing whether to eliminate Department Z, management considers the following items: 


b. 


c. 


The company has one office worker who earns $250 per week or $13,000 per year and four sales- 
clerks who each earn $225 per week or $11,700 per year. 

The full salaries of three salesclerks are charged to Department A. The full salary of one salesclerk is 
charged to Department Z. 


Eliminating Department Z would avoid the sales salaries and the office salary currently allocated to 
it. However, management prefers another plan. Two salesclerks have indicated that they will be 
quitting soon. Management believes that their work can be done by the two remaining clerks if the 
one office worker works in sales half-time. Eliminating Department Z will allow this shift of duties. 
If this change is implemented, half the office worker’s salary would be reported as sales salaries 
and half would be reported as office salary. 


Problem 25-6B 
Analysis of possible elimination 
of a department 


pp 
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Check (1) Total expenses: 
(a) $413,200, (b) $90,980 


(2) Forecasted net income 
without Department Z, $27,780 


SERIAL PROBLEM 


Business Solutions 


P1 P2 


Chapter 25 Capital Budgeting and Managerial Decisions 


d. The store building is rented under a long-term lease that cannot be changed. Therefore, Department A 
will use the space and equipment currently used by Department Z. 


e. Closing Department Z will eliminate its expenses for advertising, bad debts, and store supplies; 65% 
of the insurance expense allocated to it to cover its merchandise inventory; and 30% of the miscella- 
neous office expenses presently allocated to it. 


Required 


1. Prepare a three-column report that lists items and amounts for (a) the company’s total expenses 
(including cost of goods sold)—in column 1, (b) the expenses that would be eliminated by closing 
Department Z—in column 2, and (c) the expenses that will continue—in column 3. 


2. Prepare a forecasted annual income statement for the company reflecting the elimination of Depart- 
ment Z assuming that it will not affect Department A’s sales and gross profit. The statement should 
reflect the reassignment of the office worker to one-half time as a salesclerk. 


Analysis Component 


3. Reconcile the company’s combined net income with the forecasted net income assuming that Depart- 
ment Z is eliminated (list both items and amounts). Analyze the reconciliation and explain why you 
think the department should or should not be eliminated. 


(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
the Working Papers that accompany the book.) 


SP 25 Santana Rey is considering the purchase of equipment for Business Solutions that would allow the 
company to add a new product to its computer furniture line. The equipment is expected to cost $300,000 
and to have a six-year life and no salvage value. It will be depreciated on a straight-line basis. Business 
Solutions expects to sell 100 units of the equipment’s product each year. The expected annual income re- 
lated to this equipment follows. 


SESE ae a AE AE A E E E ET errs, Mowers $375,000 
Costs 

Materials, labor, and overhead (except depreciation) ......... 200,000 

Depreciation on new equipment ....................005. 50,000 

Selling and administrative expenses .............-----0005 37,500 
Totalicostsiand expenses: e eseuen aeea susie e ensor ania e ees E EE ah 287,500 
Pretax income ee aer e E LE wae a ee A es A 87,500 
Income taxes: (30%) ea aee ee a a e eerie y tay ene: 26,250 
INGE incometee eea er oe ee eae E E A $ 61,250 


Required 


Compute the (1) payback period and (2) accounting rate of return for this equipment. (Record answers as 
percents, rounded to one decimal.) 


Beyond the Numbers 


REPORTING IN 
ACTION 


"A 


RIM 


BTN 25-1 Assume Research In Motion invested $834 million to expand its manufacturing capacity. 
Assume that these assets have a seven-year life, and that Research In Motion requires a 12% internal 
rate of return on these assets. 


Required 


1. What is the amount of annual cash flows that Research In Motion must earn from these projects to have 
a 12% internal rate of return? (Hint: Identify the seven-period, 12% factor from the present value of an 
annuity table, and then divide $834 million by this factor to get the annual cash flows necessary.) 


Chapter 25 Capital Budgeting and Managerial Decisions 


Fast Forward 
2. Access RIM’s financial statements for fiscal years ended after February 27, 2010, from its Website 
(RIM.com) or the SEC’s Website (SEC.gov). 
a. Determine the amount that RIM invested in capital assets for the most recent year. (Hint: Refer to 
the statement of cash flows.) 
b. Assume a seven-year life and a 12% internal rate of return. What is the amount of cash flows that 
RIM must earn on these new projects? 
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BTN 25-2 Research In Motion, Apple, and Palm sell several different products; most are profitable but 
some are not. Teams of employees in each company make advertising, investment, and product mix deci- 
sions. A certain portion of advertising for both companies is on a local basis to a target audience. 


Required 


1. Find one major advertisement of a product or group of products for each company in your local news- 
paper. Contact the newspaper and ask the approximate cost of this ad space (for example, cost of one 
page or one-half page of advertising). 

2. Estimate how many products this advertisement must sell to justify its cost. Begin by taking the prod- 
uct’s sales price advertised for each company and assume a 20% contribution margin. 

3. Prepare a one-half page memorandum explaining the importance of effective advertising when making 
a product mix decision. Be prepared to present your ideas in class. 


COMPARATIVE 
ANALYSIS 


Al 
RIM 
Apple 
Palm 





BTN 25-3 A consultant commented that “too often the numbers look good but feel bad.” This comment 
often stems from estimation error common to capital budgeting proposals that relate to future cash flows. 
Three reasons for this error often exist. First, reliably predicting cash flows several years into the future is 
very difficult. Second, the present value of cash flows many years into the future (say, beyond 10 years) is 
often very small. Third, it is difficult for personal biases and expectations not to unduly influence present 
value computations. 


Required 


1. Compute the present value of $100 to be received in 10 years assuming a 12% discount rate. 


2. Why is understanding the three reasons mentioned for estimation errors important when evaluating 
investment projects? Link this response to your answer for part 1. 


ETHICS CHALLENGE 


E i 





BTN 25-4 Payback period, accounting rate of return, net present value, and internal rate of return are 
common methods to evaluate capital investment opportunities. Assume that your manager asks you to iden- 
tify the type of measurement basis and unit that each method offers and to list the advantages and disadvan- 
tages of each. Present your response in memorandum format of less than one page. 


COMMUNICATING IN 
PRACTICE 


P1 P2 P3 P4 





BTN 25-5 Many companies must determine whether to internally produce their component parts or 
to outsource them. Further, some companies now outsource key components or business processes to 
international providers. Access the Website BizBrim.com and review the available information on 
outsourcing—especially as it relates to both the advantages and the negative effects of outsourcing. 


Required 
1. What does Bizbrim identify as the major advantages and the major disadvantages of outsourcing? 
2. Does it seem that Bizbrim is generally in favor of or opposed to outsourcing? Explain. 


TAKING IT TO 
THE NET 


"8 O 





BTN 25-6 Break into teams and identify four reasons that an international airline such as Southwest, 
Delta, or American would invest in a project when its direct analysis using both payback period and net 
present value indicate it to be a poor investment. (Hint: Think about qualitative factors.) Provide an ex- 
ample of an investment project supporting your answer. 


TEAMWORK IN 
ACTION 


P1 "A 
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ENTREPRENEURIAL BTN 25-7 Read the chapter opener about Marco Giannini and his company, Dogswell. Marco is consid- 
DECISION ering building a new, massive warehousing center to make his business more efficient and reduce costs. 
PI P2 P3 P4 He expects that an efficient warehouse could reduce his costs by 20%. 


BPO 


Required 

1. What are some of the management tools that Marco can use to evaluate whether the new warehousing 
center will be a good investment? 

2. What information does Marco need to use the tools that you identified in your answer to part 1? 

3. What are some of the advantages and disadvantages of each tool identified in your answer to part 1? 





HITTING THE ROAD 


ce 1 | 


BTN 25-8 Visit or call a local auto dealership and inquire about leasing a car. Ask about the down pay- 
ment and the required monthly payments. You will likely find the salesperson does not discuss the cost to 
purchase this car but focuses on the affordability of the monthly payments. This chapter gives you the 
tools to compute the cost of this car using the lease payment schedule in present dollars and to estimate 
the profit from leasing for an auto dealership. 


Required 


1. Compare the cost of leasing the car to buying it in present dollars using the information from the 
dealership you contact. (Assume you will make a final payment at the end of the lease and then own 
the car.) 


2. Is it more costly to lease or buy the car? Support your answer with computations. 





GLOBAL DECISION 


"oe 


NOKIA 


BTN 25-9 Access Nokia’s 2009 annual report dated December 31, 2009, from its Website www.Nokia.com. 
Identify and read the section on Environment—Corporate Responsibility. 


Required 


Nokia reports that up to 80 percent of a Nokia mobile device can be recycled and the remainder can be 
recovered as energy or materials so that nothing goes to a landfill. These recycling efforts are costly. Why 
would a company like Nokia pursue these costly efforts? 


ANSWERS TO MULTIPLE CHOICE QUIZ 


1. a; Reworking provides incremental revenue of $11 per unit ($19 — $8); 3. a; Total revenue from the special order = 3,000 units X $15 per unit = 


and, it costs $10 to rework them. The company is better off by $1 per $45,000; and, Total costs for the special order = (3,000 units X $9 per 
unit when it reworks these products and sells them at the regular unit) + $5,000 = $32,000. Net income from the special order = 
price. $45,000 — $32,000 = $13,000. Thus, yes, it should accept the order. 


2. e; Product X has a $2 contribution margin per machine hour [($32 — $12)/ 4. c; Payback = $270,000/$61,200 per year = 4.4 years. 


10 MH]; Product Y has a $7 contribution margin per machine hour 5. d; Accounting rate of return = $8,550/[($180,000 + $0)/2] = 9.5%. 
[($24 — $10)/2 MH]. It should produce as much of Product Y as 


possible. 


Appendix 





inancial Statement Information 





This appendix includes financial information for (1) Research In Motion, (2) Apple, (3) Palm, and 
(4) Nokia. This information is taken from their annual 10-K reports (20-F for Nokia) filed with the SEC. 
An annual report is a summary of a company’s financial results for the year along with its current finan- 
cial condition and future plans. This report is directed to external users of financial information, but it also 
affects the actions and decisions of internal users. 

A company often uses an annual report to showcase itself and its products. Many annual reports in- 
clude photos, diagrams, and illustrations related to the company. The primary objective of annual reports, 
however, is the financial section, which communicates much information about a company, with most 
data drawn from the accounting information system. The layout of an annual report’s financial section is 
fairly established and typically includes the following: 


Letter to Shareholders 

Financial History and Highlights 

Management Discussion and Analysis 

Management’s Report on Financial Statements and on Internal Controls 

Report of Independent Accountants (Auditor’s Report) and on Internal Controls 
Financial Statements 

Notes to Financial Statements 


List of Directors and Officers 


This appendix provides the financial statements for Research In Motion (plus selected notes), Apple, 
Palm, and Nokia. The appendix is organized as follows: 


e Research In Motion A-2 through A-18 RIM 
e Apple A-19 through A-23 Apple 
e Palm A-24 through A-28 Palm 
e Nokia A-29 through A-33 NOKIA 


Many assignments at the end of each chapter refer to information in this appendix. We encourage readers 
to spend time with these assignments; they are especially useful in showing the relevance and diversity of 
financial accounting and reporting. 





Special note: The SEC maintains the EDGAR (Electronic Data Gathering, Analysis, and Retrieval) database 
at WWW.SEC.gov. (Over the next few years, the SEC will be moving to IDEA, short for Interactive Data 
Electronic Applications, which will eventually replace the EDGAR system.) The Form 10-K is the annual 
report form for most companies. It provides electronically accessible information. The Form 10-KSB is 
the annual report form filed by small businesses. It requires slightly less information than the Form 10-K. 
One of these forms must be filed within 90 days after the company’s fiscal year-end. (Forms 10-K405, 10-KT, 
10-KT405, and 10-KSB405 are slight variations of the usual form due to certain regulations or rules.) 
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Research In Motion Financial Report 





Appendix A Financial Statement Information A-3 


Z 
Research In Motion Limited eo) 
Summary Data—Management’s Discussion and Analysis of Financial Condition and Results of Operations = 
As at and for the Fiscal Year Ended February 27, 2010 February 28, 2009 March 1, 2008 March 3, 2007 March 4, 2006 O 
(in thousands, except for per share amounts) = 
Revenue $ 14,953,224 $ 11,065,186 $ 6,009,395 $ 3,037,103 $ 2,065,845 
Cost of sales 8,368,958 5,967,888 2,928,814 1,379,301 925,598 Z 
Gross margin 6,584,266 5,097,298 3,080,581 1,657,802 1,140,247 4 
Operating expenses I 
Research and development 964,841 684,702 359,828 236,173 158,887 
Selling, marketing and administration 1,907,398 1,495,697 881,482 537,922 314,317 (©) 
Amortization 310,357 194,803 108,112 76,879 49,951 od 
Litigation 163,800 — — — 201,791 < 
Total operating expenses 3,346,396 2,375,202 1,349,422 850,974 724,946 
Income from operations 3,237,870 2,722,096 1,731,159 806,828 415,301 Lid 
Investment income 28,640 78,267 79,361 Somy 66,218 ra 
Income before income taxes 3,266,510 2,800,363 1,810,520 858,945 481,519 ow 
Provision for income taxes 809,366 907,747 516,653 227,373 106,863 
Net income $ 2,457,144 $ 1,892,616 $ 1,293,867 $ 631,572 $ 374,656 
Earnings per share 
Basic $ 4.35 $ 3.35 $ 2.31 $ 1.14 $ 0.66 
Diluted $ 4.31 $ 3.30 $ 2.26 $ 1.10 $ 0.64 


Weighted-average number of shares 
outstanding (000’s) 


Basic 564,492 565,059 559,778 556,059 566,742 
Diluted 569,759 574,156 572,830 571,809 588,468 
Total asset $ 10,204,409 $ 8,101,372 $ 5,511,187 $ 3,088,949 $ 2,314,349 
Total liabilities $ 2,601,746 $ 2,227,244 $ 1,577,621 $ 605,449 $ 318,934 
Total long-term liabilities $ 169,969 $ 111,893 $ 103,190 $ 58,874 $ 34,709 
Shareholders’ equity $ 7,602,663 $ 5,874,128 $ 3,933,566 $ 2,483,500 $ 1,995,415 


REPORT OF 
INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 


To the Shareholders of Research In Motion Limited 


We have audited the accompanying consolidated balance sheets of Research In Motion Limited [the “Company”] as at February 27, 2010 
and February 28, 2009, and the related consolidated statements of operations, shareholders’ equity and cash flows for the years ended 
February 27, 2010, February 28, 2009 and March 1, 2008. These financial statements are the responsibility of the Company’s management. 
Our responsibility is to express an opinion on these financial statements based on our audits. 


We conducted our audits in accordance with Canadian generally accepted auditing standards and the standards of the Public Company 
Accounting Oversight Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the 
amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates 
made by management, as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis 
for our opinion. 


In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of the 
Company as at February 27, 2010 and February 28, 2009, and the results of its operations and its cash flows for the years ended 
February 27, 2010, February 28, 2009 and March 1, 2008, in conformity with United States generally accepted accounting principles. 


We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the Company’ s 
internal control over financial reporting as of February 27, 2010, based on criteria established in Internal Control-Integrated Framework issued 
by the Committee of Sponsoring Organizations of the Treadway Commission and our report dated April 1, 2010 expressed an unqualified 
opinion thereon. 


Anat ¥ Youre Lif 


Kitchener, Canada, Chartered Accountants 
April 1, 2010. Licensed Public Accountants 





A-4 Appendix A Financial Statement Information 


REPORT OF 
INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 
ON INTERNAL CONTROL OVER FINANCIAL REPORTING 


To the Shareholders of Research In Motion Limited 


We have audited Research In Motion Limited’s [the “Company"] internal control over financial reporting as of February 27, 2010, based on 
criteria established in Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway 
Commission [“the COSO criteria’”]. The Company’s management is responsible for maintaining effective internal control over financial 
reporting, and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express an opinion on 
the Company’s internal control over financial reporting based on our audit. 


We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards 
require that we plan and perform the audit to obtain reasonable assurance about whether effective internal control over financial reporting was 
maintained in all material respects. Our audit included obtaining an understanding of internal control over financial reporting, assessing the risk 
that a material weakness exists, testing and evaluating the design and operating effectiveness of internal control based on the assessed risk, and 
performing such other procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for 
our opinion. 
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A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of 
financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting 
principles. A company’s internal control over financial reporting includes those policies and procedures that [1] pertain to the maintenance of 
records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; [2] provide 
reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with generally 
accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance with authorizations of 
management and directors of the company; and [3] provide reasonable assurance regarding prevention or timely detection of unauthorized 
acquisition, use or disposition of the company’s assets that could have a material effect on the financial statements. 


Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any 
evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or 
that the degree of compliance with the policies or procedures may deteriorate. 


In our opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of February 27, 2010, 
based on the COSO criteria. 


We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the consolidated 
balance sheets of the Company as at February 27, 2010 and February 28, 2009, and the consolidated statements of operations, shareholders’ 
equity and cash flows for the years ended February 27, 2010, February 28, 2009 and March 1, 2008 of the Company and our report dated 
April 1, 2010 expressed an unqualified opinion thereon. 


Anat * Yous Lif 


Kitchener, Canada, Chartered Accountants 
April 1, 2010. Licensed Public Accountants 
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Research In Motion Limited 
Consolidated Balance Sheets 
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($US, in thousands) February 27, 2010 February 28, 2009 
Assets 
Current 
Cash and cash equivalents $ 1,550,861 $ 835,546 
Short-term investments 360,614 682,666 
Accounts receivable, net 2,593,742 2,112,117 
Other receivables 206,373 157,728 
Inventories 621,611 682,400 
Other current assets 285,539 187,257 
Deferred income tax asset 193,916 183,872 
Total current assets 5,812,656 4,841,586 
Long-term investments 958,248 720,635 
Property, plant and equipment, net 1,956,581 1,334,648 
Intangible assets, net 1,326,363 1,066,527 
Goodwill 150,561 137,572 
Deferred income tax asset = 404 
Total assets $10,204,409 $8,101,372 
Liabilities 
Current 
Accounts payable $ 615,620 $ 448,339 
Accrued liabilities 1,638,260 1,238,602 
Income taxes payable 95,650 361,460 
Deferred revenue 67,573 53,834 
Deferred income tax liability 14,674 13,116 
Total current liabilities 2,431,777 2,115,351 
Deferred income tax liability 141,382 87,917 
Income taxes payable 28,587 23,976 
Total liabilities 2,601,746 2,227,244 
Shareholders’ Equity 
Capital stock 


Preferred shares, authorized unlimited number of non-voting, cumulative, redeemable and retractable — — 


Common shares, authorized unlimited number of non-voting, redeemable, retractable Class A 
common shares and unlimited number of voting common shares. 


Issued — 557,328,394 voting common shares (February 28, 2009 — 566,218,819) 2,207,609 2,208,235 
Treasury stock 
February 27, 2010 — 1,458,950 (February 28, 2009 — nil) (94,463) — 
Retained earnings 5,274,365 3,545,710 
Additional paid-in capital 164,060 119,726 
Accumulated other comprehensive income 51,092 457 
Total shareholders equity 7,602,663 5,874,128 


Total liabilities and shareholders’ equity $10,204,409 $8,101,372 
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($US, in thousands, except per share data) 
For the Year Ended 


Revenue 
Devices and other 
Service and software 
Total revenue 


Cost of sales 
Devices and other 
Service and software 
Total cost of sales 
Gross margin 
Operating expenses 


Research and development 
Selling, marketing and administration 
Amortization 
Litigation 
Total operating expenses 
Income from operations 


Investment income 
Income before income taxes 


Provision for income taxes 
Net income 


Earnings per share 
Basic 


Diluted 
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Research In Motion Limited 


Consolidated Statements of Operations 


February 27, 2010 


$12,535,998 
2,417,226 
$14,953,224 


7,979,163 

389,795 
8,368,958 
6,584,266 


964,841 
1,907,398 
310,357 
163,800 
3,346,396 
3,237,870 


28,640 
3,266,510 


809,366 
$ 2,457,144 


$ 4.35 
$ 4.31 


February 28, 2009 


$ 9,410,755 
1,654,431 
11,065,186 


5,718,041 

249,847 
5,967,888 
5,097,298 


684,702 
1,495,697 
194,803 


2,375,202 
2,722,096 


78,267 
2,800,363 


907,747 
$ 1,892,616 


$ 3.35 
$ 3.30 


March 1, 2008 


$4,914,366 
1,095,029 
6,009,395 


2,758,250 

170,564 
2,928,814 
3,080,581 


359,828 
881,482 
108,112 


1,349,422 
1,731,159 


79,361 
1,810,520 


516,653 
$1,293,867 


$ 2.31 
$ 2.26 
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Z 
Research In Motion Limited O 
Consolidated Statements of Shareholders’ Equity = 
Accumulated eo) 
Additional Other 
Capital Paid-In Treasury Retained Comprehensive > 
($US, in thousands) Stock Capital Stock Earnings Income (Loss) Total 
Balance as at March 3, 2007 $2,099,696 $ 36,093 $ = % sonny $(11,516) $2,483,500 Z 
Comprehensive income (loss): 
Net income = = — 1,293,867 = 1,293,867 L 
Net change in unrealized gains on available-for- (©) 
sale investments — — — — 13,467 13,467 
Net change in fair value of derivatives £ 
designated as cash flow hedges during the < 
year — — — — 37,564 37,564 LL 
Amounts reclassified to earnings during the year — — — — (9,232) (9,232) (a) 
Other paid-in capital = 9,626 = — — 9,626 LL 
Shares issued: x< 
Exercise of stock options 62,889 — — — — 62,889 
Transfers to capital stock from stock option 
exercises 7,271 (7,271) — — — — 
Stock-based compensation — 33,700 — — — 33,700 
Excess tax benefits from stock-based 
compensation = 8,185 — — = 8,185 
Balance as at March 1, 2008 $2,169,856 $ 80,333 $ — $1,653,094 $ 30,283 $3,933,566 
Comprehensive income (loss): 
Net income — — — 1,892,616 — 1,892,616 
Net change in unrealized gains on available-for- 
sale investments — — — — (7,161) (7,161) 
Net change in fair value of derivatives 
designated as cash flow hedges during the year — — — — (6,168) (6,168) 
Amounts reclassified to earnings during the year — — — — (16,497) (16,497) 
Shares issued: 
Exercise of stock options 27,024 — — — — 27,024 
Transfers to capital stock from stock option 
exercises 11,355 (11,355) = — — — 
Stock-based compensation — 38,100 — — — 38,100 
Excess tax benefits from stock-based 
compensation — 12,648 — — — 12,648 
Balance as at February 28, 2009 $2,208,235 $119,726 $ — $3,545,710 $ 457 $5,874,128 
Comprehensive income: 
Net income — — — 2,457,144 — 2,457,144 
Net change in unrealized gains on available-for- 
sale investments = — — — 6,803 6,803 
Net change in fair value of derivatives 
designated as cash flow hedges during the year — — — — 28,324 28,324 
Amounts reclassified to earnings during the year — — — — 15,508 15,508 
Shares issued: 
Exercise of stock options 30,246 — — — — 30,246 
Transfers to capital stock from stock option 
exercises 15,647 (15,647) — — — — 
Stock-based compensation = 58,038 — — — 58,038 
Excess tax benefits from stock-based 
compensation — 1,943 — — — 1,943 
Purchase of treasury stock — — (94,463) — — (94,463) 
Common shares repurchased (46,519) (728,489) (775,008) 





Balance as at February 27, 2010 $2,207,609 $164,060 _$(94,463) $5,274,365 $ 51,092 $7,602,663 
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Research In Motion Limited 
Consolidated Statements of Cash Flows 


For the Year Ended ($US, in thousands) February 27, 2010 
Cash flows from operating activities 


Net income $ 2,457,144 
Adjustments to reconcile net income to net cash provided by operating activities: 
Amortization 615,621 
Deferred income taxes 51,363 
Income taxes payable 4,611 
Stock-based compensation 58,038 
Other 8,806 
Net changes in working capital items (160,709) 
Net cash provided by operating activities 3,034,874 
Cash flows from investing activities 
Acquisition of long-term investments (862,977) 
Proceeds on sale or maturity of long-term investments 473,476 
Acquisition of property, plant and equipment (1,009,416) 
Acquisition of intangible assets (421,400) 
Business acquisitions, net of cash acquired (143,375) 
Acquisition of short-term investments (476,956) 
Proceeds on sale or maturity of short-term investments 970,521 
Net cash used in investing activities (1,470,127) 
Cash flows from financing activities 
Issuance of common shares 30,246 
Additional paid-in capital — 
Excess tax benefits from stock-based compensation 1,943 
Purchase of treasury stock (94,463) 
Common shares repurchased (775,008) 
Repayment of debt (6,099) 
Net cash provided by (used in) financing activities (843,381) 
Effect of foreign exchange gain (loss) on cash and cash equivalents (6,051) 
Net increase (decrease) in cash and cash equivalents for the year 715,315 
Cash and cash equivalents, beginning of year 835,546 


Cash and cash equivalents, end of year $ 1,550,861 


February 28, 2009 


$ 1,892,616 


327,896 
(36,623) 
(6,897) 
38,100 
5,867 
(769,114) 
1,451,845 


(507,082) 
431,713 
(833,521) 
(687,913) 
(48,425) 
(917,316) 
739,021 
(1,823,523) 


27,024 


12,648 
(14,305) 

25,367 
(2,541) 
(348,852) 

1,184,398 


March 1, 2008 


$ 1,293,867 


177,366 
(67,244) 
4,973 
33,700 
3,303 
130,794 
1,576,759 


(757,656) 
260,393 
(351,914) 
(374,128) 
(6,200) 
(1,249,919) 
1,325,487 
(1,153,937) 


62,889 
9,626 
8,185 


(302) 


80,398 
4,034 


507,254 
677,144 


$ 835,546 $ 1,184,398 
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1. RESEARCH IN MOTION LIMITED 

AND SUMMARY OF SIGNIFICANT 
ACCOUNTING POLICIES 

Research In Motion Limited (“RIM” or the “Company”) is 
a leading designer, manufacturer and marketer of innova- 
tive wireless solutions for the worldwide mobile communica- 
tions market. Through the development of integrated 
hardware, software and services that support multiple wire- 
less network standards, RIM provides platforms and solu- 
tions for seamless access to time-sensitive information 
including email, phone, short messaging service (SMS), In- 
ternet and intranet-based applications. RIM technology also 
enables a broad array of third party developers and manu- 
facturers to enhance their products and services with wire- 
less connectivity to data. RIM’s portfolio of award-winning 
products, services and embedded technologies are used by 
thousands of organizations and millions of consumers 
around the world and include the BlackBerry wireless solu- 
tion, and other software and hardware. The Company’s 
sales and marketing efforts include collaboration with stra- 
tegic partners and distribution channels, as well as its own 
supporting sales and marketing teams, to promote the sale 
of its products and services. 


Basis of presentation and preparation 


The consolidated financial statements include the accounts 
of all subsidiaries of the Company with intercompany trans- 
actions and balances eliminated on consolidation. All of the 
Company’s subsidiaries are wholly-owned. These consoli- 
dated financial statements have been prepared by manage- 
ment in accordance with United States generally accepted 
accounting principles (“U.S. GAAP”) on a basis consistent 
for all periods presented except as described in note 2. Cer- 
tain of the comparative figures have been reclassified to 
conform to the current year presentation. The Company’s 
fiscal year end date is the 52 or 53 weeks ending on the last 
Saturday of February, or the first Saturday of March. The 
fiscal years ended February 27, 2010, February 28, 2009, 
and March 1, 2008 comprise 52 weeks. 


The significant accounting policies used in these U.S. 
GAAP consolidated financial statements are as follows: 


Use of estimates 


The preparation of the consolidated financial statements re- 
quires management to make estimates and assumptions 
with respect to the reported amounts of assets, liabilities, 
revenues and expenses and the disclosure of contingent as- 
sets and liabilities. Significant areas requiring the use of 


management estimates relate to the determination of re- 
serves for various litigation claims, provisions for excess 
and obsolete inventories and liabilities for purchase 
commitments with contract manufacturers and suppliers, 
fair values of assets acquired and liabilities assumed in 
business combinations, royalties, amortization expense, im- 
plied fair value of goodwill, provision for income taxes, re- 
alization of deferred income tax assets and the related 
components of the valuation allowance, provisions for war- 
ranty and the fair values of financial instruments. Actual 
results could differ from these estimates. 


Foreign currency translation 


The U.S. dollar is the functional and reporting currency of 
the Company. Foreign currency denominated assets and li- 
abilities of the Company and all of its subsidiaries are trans- 
lated into U.S. dollars. Accordingly, monetary assets and 
liabilities are translated using the exchange rates in effect at 
the consolidated balance sheet date and revenues and ex- 
penses at the rates of exchange prevailing when the transac- 
tions occurred. Remeasurement adjustments are included in 
income. Non-monetary assets and liabilities are translated 
at historical exchange rates. 


Cash and cash equivalents 


Cash and cash equivalents consist of balances with banks 
and liquid investments with maturities of three months or 
less at the date of acquisition. 


Accounts receivable, net 


The accounts receivable balance which reflects invoiced 
and accrued revenue is presented net of an allowance for 
doubtful accounts. The allowance for doubtful accounts re- 
flects estimates of probable losses in accounts receivables. 
The Company is dependent on a number of significant cus- 
tomers and on large complex contracts with respect to sales 
of the majority of its products, software and services. The 
Company expects the majority of its accounts receivable 
balances to continue to come from large customers as it 
sells the majority of its devices and software products and 
service relay access through network carriers and resellers 
rather than directly. 


The Company evaluates the collectability of its accounts re- 
ceivables based upon a combination of factors on a periodic 
basis such as specific credit risk of its customers, historical 
trends and economic circumstances. The Company, in the 
normal course of business, monitors the financial condition 
of its customers and reviews the credit history of each new 
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customer. When the Company becomes aware of a specific 
customer’s inability to meet its financial obligations to the 
Company (such as in the case of bankruptcy filings or mate- 
rial deterioration in the customer’s operating results or fi- 
nancial position, and payment experiences), RIM records a 
specific bad debt provision to reduce the customer’s related 
accounts receivable to its estimated net realizable value. If 
circumstances related to specific customers change, the 
Company’s estimates of the recoverability of accounts re- 
ceivables balances could be further adjusted. The allowance 
for doubtful accounts as at February 27, 2010 is $2.0 million 
(February 28, 2009- $2.1 million). 


Investments 


The Company’s investments, other than cost method invest- 
ments of $2.5 million and equity method investments of 
$4.1 million, consist of money market and other debt secu- 
rities, and are classified as available-for-sale for accounting 
purposes. The Company does not exercise significant influ- 
ence with respect to any of these investments. 


Investments with maturities one year or less, as well as any 
investments that management intends to hold for less than 
one year, are classified as short-term investments. Invest- 
ments with maturities in excess of one year are classified as 
long-term investments. 


The Company determines the appropriate classification of 
investments at the time of purchase and subsequently reas- 
sesses the classification of such investments at each balance 
sheet date. Investments classified as available-for-sale are 
carried at fair value with unrealized gains and losses recorded 
in accumulated other comprehensive income (loss) until such 
investments mature or are sold. The Company uses the spe- 
cific identification method of determining the cost basis in 
computing realized gains or losses on available-for-sale in- 
vestments which are recorded in investment income. 


The Company assesses individual investments in an unreal- 
ized loss position to determine whether the unrealized loss 
is other-than-temporary. The Company makes this assess- 
ment by considering available evidence, including changes 
in general market conditions, specific industry and individ- 
ual company data, the length of time and the extent to which 
the fair value has been less than cost, the financial condi- 
tion, the near-term prospects of the individual investment 
and the Company’s intent and ability to hold the invest- 
ments. In the event that a decline in the fair value of an 


investment occurs and the decline in value is considered to 
be other-than-temporary, an impairment charge is recorded 
in investment income equal to the difference between the 
cost basis and the fair value of the individual investment at 
the balance sheet date of the reporting period for which the 
assessment was made. The fair value of the investment then 
becomes the new cost basis of the investment. 


Effective in the second quarter of fiscal 2010, if a debt secu- 
rity’s market value is below its amortized cost and the Com- 
pany either intends to sell the security or it is more likely 
than not that the Company will be required to sell the secu- 
rity before its anticipated recovery, the Company records an 
other-than-temporary impairment charge to investment in- 
come for the entire amount of the impairment. For other- 
than-temporary impairments on debt securities that the 
Company does not intend to sell and it is not more likely 
than not that the entity will be required to sell the security 
before its anticipated recovery, the Company would sepa- 
rate the other-than-temporary impairment into the amount 
representing the credit loss and the amount related to all 
other factors. The Company would record the other-than- 
temporary impairment related to the credit loss as a charge to 
investment income and the remaining other-than-temporary 
impairment would be recorded as a component of accumu- 
lated other comprehensive income. 


Derivative financial instruments 


The Company uses derivative financial instruments, includ- 
ing forward contracts and options, to hedge certain foreign 
currency exposures. The Company does not use derivative 
financial instruments for speculative purposes. 


Inventories 


Raw materials are stated at the lower of cost and replace- 
ment cost. Work in process and finished goods inventories 
are stated at the lower of cost and net realizable value. Cost 
includes the cost of materials plus direct labour applied to 
the product and the applicable share of manufacturing over- 
head. Cost is determined on a first-in-first-out basis. 


Property, plant and equipment, net 


Property, plant and equipment is stated at cost less accumu- 
lated amortization. No amortization is provided for construc- 
tion in progress until the assets are ready for use. Amortization 
is provided using the following rates and methods: 





Buildings, leaseholds and other 





BlackBerry operations and other information technology. . . 
Manufacturing equipment, R&D equipment and tooling .. . 


Furniture and fixtures........... 


Straight-line over terms between 5 and 40 years 
Straight-line over terms between 3 and 5 years 
Straight-line over terms between 2 and 8 years 


Declining balance at 20% per annum 
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Intangible assets, net 


Intangible assets are stated at cost less accumulated amorti- 
zation and are comprised of acquired technology, licenses, 
and patents. Acquired technology consists of purchased de- 
veloped technology arising from the Company’s business 
acquisitions. Licenses include licenses or agreements that 
the Company has negotiated with third parties upon use of 
third parties’ technology. Patents comprise trademarks, in- 


ternally developed patents, as well as individual patents or 
portfolios of patents acquired from third parties. Costs cap- 
italized and subsequently amortized include all costs neces- 
sary to acquire intellectual property, such as patents and 
trademarks, as well as legal defense costs arising out of the 
assertion of any Company-owned patents. 


Intangible assets are amortized as follows: 





Acquired technology ........... 


TIGENSES eei riaa S 


Straight-line over 2 to 5 years 


Straight-line over terms of the license agreements or on a per unit basis based upon the 


anticipated number of units sold during the terms, subject to a maximum of 5 years 


Patents ss neas ein a 





Goodwill 


Goodwill represents the excess of the purchase price of 
business acquisitions over the fair value of identifiable net 
assets acquired. Goodwill is allocated as at the date of the 
business combination. Goodwill is not amortized, but is 
tested for impairment annually, or more frequently if events 
or changes in circumstances indicate the asset may be 
impaired. 


Impairment of long-lived assets 


The Company reviews long-lived assets such as property, 
plant and equipment and intangible assets with finite useful 
lives for impairment whenever events or changes in circum- 
stances indicate that the carrying amount may not be recov- 
erable. If the total of the expected undiscounted future cash 
flows is less than the carrying amount of the asset, a loss is 
recognized for the excess of the carrying amount over the 
fair value of the asset. 


Income taxes 


The Company uses the liability method of tax allocation to 
account for income taxes. Deferred income tax assets and 
liabilities are recognized based upon temporary differences 
between the financial reporting and tax bases of assets and 
liabilities, and measured using enacted tax rates and laws 
that will be in effect when the differences are expected to 
reverse. The Company records a valuation allowance to re- 
duce deferred income tax assets to the amount that is more 
likely than not to be realized. The Company considers both 
positive evidence and negative evidence, to determine 
whether, based upon the weight of that evidence, a valua- 
tion allowance is required. Judgment is required in consid- 
ering the relative impact of negative and positive evidence. 


Revenue recognition 


The Company recognizes revenue when it is realized or re- 
alizable and earned. The Company considers revenue real- 


Straight-line over 17 years or over estimated useful life 


ized or realizable and earned when it has persuasive 
evidence of an arrangement, the product has been delivered 
or the services have been provided to the customer, the sales 
price is fixed or determinable and collectability is reason- 
ably assured. In addition to this general policy, the follow- 
ing paragraphs describe the specific revenue recognition 
policies for each major category of revenue. 


Devices 


Revenue from the sales of BlackBerry devices is recognized 
when title is transferred to the customer and all significant 
contractual obligations that affect the customer’s final ac- 
ceptance have been fulfilled. For hardware products for 
which software is deemed not to be incidental, the Com- 
pany recognizes revenue in accordance with industry spe- 
cific software revenue recognition guidance. The Company 
records reductions to revenue for estimated commitments 
related to price protection and for customer incentive pro- 
grams, including reseller and end-user rebates. The esti- 
mated cost of the incentive programs are accrued based on 
historical experience, as a reduction to revenue in the period 
the Company has sold the product and committed to a plan. 
Price protection is accrued as a reduction to revenue based 
on estimates of future price reductions and certain agreed 
customer inventories at the date of the price adjustment. In 
addition, provisions are made at the time of sale for warran- 
ties and royalties. 


Service 

Revenue from service is recognized rateably on a monthly 
basis when the service is provided. In instances where the 
Company bills the customer prior to performing the service, 
the prebilling is recorded as deferred revenue. 


Software 


Revenue from licensed software is recognized at the incep- 
tion of the license term and in accordance with industry 
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specific software revenue recognition guidance. When the 
fair value of a delivered element has not been established, 
the Company uses the residual method to recognize revenue 
if the fair value of undelivered elements is determinable. 
Revenue from software maintenance, unspecified upgrades 
and technical support contracts is recognized over the period 
that such items are delivered or that services are provided. 


Other 


Revenue from the sale of accessories is recognized when 
title is transferred to the customer and all significant con- 
tractual obligations that affect the customer’s final accep- 
tance have been fulfilled. Technical support (“T-Support”) 
contracts extending beyond the current period are recorded 
as deferred revenue. Revenue from repair and maintenance 
programs is recognized when the service is delivered which 
is when the title is transferred to the customer and all sig- 
nificant contractual obligations that affect the customer’s fi- 
nal acceptance have been fulfilled. Revenue for non-recurring 
engineering contracts is recognized as specific contract 
milestones are met. The attainment of milestones approxi- 
mates actual performance. 


Shipping and handling costs 


Shipping and handling costs charged to income are included 
in cost of sales where they can be reasonably attributed to 
certain revenue; otherwise they are included in selling, mar- 
keting and administration. 


Multiple-element arrangements 


The Company enters into transactions that represent multiple- 
element arrangements which may include any combination 
of hardware and/or service or software and T-Support. These 
multiple-element arrangements are assessed to determine 
whether they can be separated into more than one unit of ac- 
counting or element for the purpose of revenue recognition. 
When the appropriate criteria for separating revenue into 
more than one unit of accounting is met and there is vendor 
specific objective evidence of fair value for all units of ac- 
counting or elements in an arrangement, the arrangement 
consideration is allocated to the separate units of accounting 
or elements based on each unit’s relative fair value. When the 
fair value of a delivered element has not been established, the 
Company uses the residual method to recognize revenue if 
the fair value of undelivered elements is determinable. This 
vendor specific objective evidence of fair value is established 
through prices charged for each revenue element when that 
element is sold separately. The revenue recognition policies 
described above are then applied to each unit of accounting. 


Research and development 


Research costs are expensed as incurred. Development 
costs for BlackBerry devices and licensed software to be 


sold, leased or otherwise marketed are subject to capital- 
ization beginning when a product’s technological feasibil- 
ity has been established and ending when a product is 
available for general release to customers. The Company’s 
products are generally released soon after technological 
feasibility has been established and therefore costs in- 
curred subsequent to achievement of technological feasi- 
bility are not significant and have been expensed as 
incurred. 


Comprehensive income (loss) 


Comprehensive income (loss) is defined as the change in 
net assets of a business enterprise during a period from 
transactions and other events and circumstances from non- 
owner sources and includes all changes in equity during a 
period except those resulting from investments by owners 
and distributions to owners. The Company’s reportable 
items of comprehensive income are cash flow hedges and 
changes in the fair value of available-for-sale investments. 
Realized gains or losses on available-for-sale investments 
are reclassified into investment income using the specific 
identification basis. 


Earnings per share 


Earnings per share is calculated based on the weighted- 
average number of shares outstanding during the year. The 
treasury stock method is used for the calculation of the dilu- 
tive effect of stock options. 


Stock-based compensation plans 


The Company has stock-based compensation plans. 


Warranty 


The Company provides for the estimated costs of product 
warranties at the time revenue is recognized. BlackBerry 
devices are generally covered by a time-limited warranty 
for varying periods of time. The Company’s warranty obli- 
gation is affected by product failure rates, differences in 
warranty periods, regulatory developments with respect to 
warranty obligations in the countries in which the Company 
carries on business, freight expense, and material usage and 
other related repair costs. The Company’s estimates of costs 
are based upon historical experience and expectations of fu- 
ture return rates and unit warranty repair cost. If the Com- 
pany experiences increased or decreased warranty activity, 
or increased or decreased costs associated with servicing 
those obligations, revisions to the estimated warranty liabil- 
ity would be recognized in the reporting period when such 
revisions are made. 


Advertising costs 


The Company expenses all advertising costs as incurred. These 
costs are included in selling, marketing and administration. 
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4. CASH, CASH EQUIVALENTS AND INVESTMENTS 


The components of cash, cash equivalents and investments were as follows: 
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Unrealized Unrealized Recorded Cash and Cash Short-term Long-term 
Cost Basis Gains Losses Basis Equivalents Investments Investments 
As at February 27, 2010 
Bank balances $ 535,445 $ — $ — |$ 535,445 $ 535,445 $ — $ — 
Money market fund 3,278 — — 3,278 3,278 — — 
Bankers acceptances and 
term deposits/certificates 377,596 — — 377,596 377,596 — — 
Commercial paper and 
corporate notes/bonds 855,145 6,528 (49) 861,624 472,312 187,369 201,943 
Treasury bills/notes 203,514 129 (12) 203,631 92,272 50,786 60,573 
Government sponsored 
enterprise notes 447,131 2,590 (13) 449,708 69,958 111,977 267,773 
Asset-backed securities 393,751 5,280 (50) 398,981 — 10,482 388,499 
Auction-rate securities 40,527 — (7,688) 32,839 — — 32,839 
Other investments 6,621 — — 6,621 — — 6,621 
$2,863,008 $14,527 $ (7,812) | $2,869,723 $1,550,861 $360,614 $958,248 


Realized gains and losses on available-for-sale securities comprise the following: 


For the year ended February 27, 2010 February 28, 2009 March 1, 2008 





Realized gains $439 $ 158 $ 10 
Realized losses (17) (1,801) (410) 
Net realized gains (losses) $422 $1,643) $(400) 
The contractual maturities of available-for-sale investments at February 27, 2010 were as follows: 
Cost Basis Fair Value 
Due in one year or less $1,371,047 $1,372,752 
Due in one to five years 773,471 783,451 
Due after five years 173,146 168,176 
No fixed maturity date 3,278 3,278 
$2,320,942 $2,327,657 


5. FAIR VALUE MEASUREMENTS 

The Company defines fair value as the price that would be 
received to sell an asset or paid to transfer a liability in an 
orderly transaction between market participants at the mea- 
surement date. When determining the fair value measure- 
ments for assets and liabilities required to be recorded at fair 
value, the Company considers the principal or most advanta- 
geous market in which it would transact and considers as- 


assets and liabilities in active markets; quoted prices for 
identical or similar assets and liabilities in markets that 
are not active; or other inputs that are observable or can 
be corroborated by observable market data. 


e Level 3 — Significant unobservable inputs which are 
supported by little or no market activity. 


sumptions that market participants would use in pricing the 
asset or liability such as inherent risk, non-performance risk 
and credit risk. The Company applies the following fair value 
hierarchy, which prioritizes the inputs used in the valuation 
methodologies in measuring fair value into three levels: 


e Level 1 — Unadjusted quoted prices at the measurement 
date for identical assets or liabilities in active markets. 


e Level 2 — Observable inputs other than quoted prices 
included in Level 1, such as quoted prices for similar 


The fair value hierarchy also requires the Company to max- 
imize the use of observable inputs and minimize the use of 
unobservable inputs when measuring fair value. The carry- 
ing amounts of the Company’s cash and cash equivalents, 
accounts receivable, other receivables, accounts payable 
and accrued liabilities, approximate fair value due to their 
short maturities. When determining the fair value of its in- 
vestments held, the Company primarily relies on an inde- 
pendent third party valuator for the fair valuation of 
securities. 
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6. INVENTORIES 


Inventories were comprised as follows: 


February 27, 2010 


February 28, 2009 


Raw materials $ 490,063 $464,497 
Work in process 231,939 250,728 
Finished goods 17,068 35,264 
Provision for excess and obsolete inventories (117,459) (68,089) 
$ 621,611 $682,400 
7. PROPERTY, PLANT AND EQUIPMENT, NET 
Property, plant and equipment were comprised of the following: 
Accumulated Net book 

February 27, 2010 Cost amortization value 
Land $ 104,254 $ = $ 104,254 
Buildings, leaseholds and other 926,747 115,216 811,531 
BlackBerry operations and other information technology 1,152,637 484,180 668,457 
Manufacturing equipment, research and development equipment, and tooling 347,692 182,228 165,464 
Furniture and fixtures 346,641 139,766 206,875 

$2,877,971 $921,390 $1,956,581 


As at February 27, 2010, the carrying amount of assets un- 
der construction was $254.3 million (February 28, 2009 — 
$88.9 million). Of this amount, $110.9 million (February 
28, 2009 — $50.0 million) was included in buildings, lease- 
holds and other; $102.5 million (February 28, 2009 - $35.8 
million) was included in BlackBerry operations and other 
information technology; and $40.9 million (February 28, 
2009 — $3.2 million) was included in manufacturing equip- 


8. INTANGIBLE ASSETS, NET 


Intangible assets were comprised of the following: 


ment, research and development equipment, and tooling. As 
at February 27, 2010, $31.7 million has been classified as 
an asset held for sale and accordingly has been reclassified 
from property, plant and equipment to other current assets. 
For the year ended February 27, 2010, amortization expense 
related to property, plant and equipment was $344.5 million 
(February 28, 2009 — $203.4 million; March 1, 2008 — 
$133.1 million). 


Accumulated Net book 
February 27, 2010 Cost amortization value 
Acquired technology $ 165,791 $ 70,777 $ 95,014 
Licenses 711,969 196,618 515,351 
Patents 889,467 173,469 715,998 
$1,767,227 $440,864 $1,326,363 





For the year ended February 27, 2010, amortization expense 
related to intangible assets was $271.1 million (February 
28, 2009 — $124.5 million; March 1, 2008 — $44.3 mil- 
lion). Total additions to intangible assets in fiscal 2010 were 
$531.0 million (2009 — $721.1 million). Based on the car- 
rying value of the identified intangible assets as at February 
27, 2010 and assuming no subsequent impairment of the 


underlying assets, the annual amortization expense for the 
next five fiscal years is expected to be as follows: 2011 — 
$324 million; 2012 — $275 million; 2013 — $227 million; 
2014 — $139 million; and 2015 — $61 million. The 
weighted-average remaining useful life of the acquired 
technology is 3.4 years (2009 — 3.7 years). 
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10. INCOME TAXES 


The difference between the amount of the provision for income taxes and the amount computed by multiplying income be- 
fore income taxes by the statutory Canadian tax rate is reconciled as follows: 


For the year ended 
Statutory Canadian tax rate 


Expected income tax provision 


Differences in income taxes resulting from: 
Impact of Canadian U.S. dollar functional currency election 
Investment tax credits 
Manufacturing and processing activities 
Foreign exchange 
Foreign tax rate differences 
Non-deductible stock compensation 


Adjustments to deferred tax balances for enacted changes in tax laws and rates 


Other differences 


11. CAPITAL STOCK 


(a) Capital stock 


The Company is authorized to issue an unlimited number of 
non-voting, redeemable, retractable Class A common shares, 
an unlimited number of voting common shares and an unlim- 
ited number of non-voting, cumulative, redeemable, retract- 
able preferred shares. At February 27, 2010 and February 28, 
2009, there were no Class A common shares or preferred 


February 27,2010 February 28, 2009 








32.8% 33.4% 
$1,072,395 $935,881 
(145,000) = 
(101,214) (81,173) 
(52,053) (49,808) 
2,837 99,575 
5,291 (16,273) 
9,600 10,500 
7,927 1,260 
9,583 7,785 
$ 809,366 $907,747 


shares outstanding. The Company declared a 3-for-1 stock 
split of the Company’s outstanding common shares on June 
28, 2007. The stock split was implemented by way of a stock 
dividend. Shareholders received an additional two common 
shares of the Company for each common share held. The 
stock dividend was paid on August 20, 2007 to common 
shareholders of record at the close of business on August 17, 
2007. All share, earnings per share and stock option data 
have been adjusted to reflect this stock dividend. 


The following details the changes in issued and outstanding common shares for the year ended February 27, 2010: 


Common shares outstanding as at February 28, 2009 


Exercise of stock options 

Conversion of restricted share units 

Transfers to capital stock resulting from stock option exercises 
Restricted share unit plan purchase of shares 

Common shares repurchased 


Common shares outstanding as at February 27, 2010 


On November 4, 2009, the Company’s Board of Directors 
authorized a Common Share Repurchase Program for the 
repurchase and cancellation, through the facilities of the 
NASDAQ Stock Market, common shares having an aggre- 
gate purchase price of up to $1.2 billion, or approximately 
21 million common shares based on trading prices at the 
time of the authorization. This represents approximately 
3.6% of the outstanding common shares of the Company at 
the time of the authorization. All common shares repur- 
chased by the Company pursuant to the Common Share Re- 
purchase Program have been cancelled. The Common Share 
Repurchase Program will remain in place for up to 12 
months from November 4, 2009 or until the purchases are 
completed or the program is terminated by the Company. 
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Capital Stock Treasury Stock 
Stock Stock 
Outstanding Outstanding 
(000’s) Amount (000’s) Amount 
566,219 2,208,235 — — 
3,408 30,246 — — 
2 = = = 
— 15,647 — — 
= = 1,459 (94,463) 
(12,300) (46,519) — — 
557,329 $2,207,609 1,459 $(94,463) 


(b) Stock-based compensation 
Stock Option Plan 


The Company recorded a charge to income and a credit 
to paid-in-capital of $37.0 million in fiscal 2010 (fiscal 
2009 — $38.1 million; fiscal 2008 — $33.7 million) in rela- 
tion to stock-based compensation expense. 


The Company has not paid a dividend in the previous twelve 
fiscal years and has no current expectation of paying cash 
dividends on its common shares. 


Restricted Share Unit Plan 


During fiscal 2010, the trustee purchased 1,458,950 common 
shares for total consideration of approximately $94.5 million 
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$US in thousands, except share and per share data, and where otherwise indicated 


to comply with its obligations to deliver shares upon vesting. 
These purchased shares are classified as treasury stock for 
accounting purposes and included in the shareholders’ equity 
section of the Company’s consolidated balance sheet. The 
Company recorded compensation expense with respect to 
RSUs of $21.0 million in the year ended February 27, 2010 
(February 28, 2009 — $196; March 1, 2008 — $33). 


12. COMMITMENTS AND CONTINGENCIES 


(a) Credit Facility 


Deferred Share Unit Plan 


The Company issued 14,593 DSUs in the year ended February 
27, 2010. There are 34,801 DSUs outstanding as at February 
27, 2010 (February 28, 2009 — 20,208). The Company had a 
liability of $2.5 million in relation to the DSU plan as at 
February 27, 2010 (February 28, 2009 — $834). 


The Company has $150.0 million in unsecured demand credit facilities (the “Facilities”) to support and secure operating 
and financing requirements. As at February 27, 2010, the Company has utilized $6.9 million of the Facilities for out- 
standing letters of credit, and $143.1 million of the Facilities are unused. 


(b) Lease commitments 


The Company is committed to future minimum annual lease payments under operating leases as follows: 


For the years ending 
2011 

2012 

2013 

2014 

2015 

Thereafter 





Real Estate Equipment and other Total 

$ 35,088 $1,917 $ 37,005 
30,611 1,202 31,813 
27,841 163 28,004 
26,178 = 26,178 
21,755 — 21,755 
63,631 — 63,631 

$205,104 $3,282 $208,386 





For the year ended February 27, 2010, the Company incurred rental expense of $39.6 million (February 28, 2009 — $22.7 


million; March 1, 2008 — $15.5 million). 
(c) Litigation 


The Company is involved in litigation in the normal course of its business, both as a defendant and as a plaintiff. The 
Company may be subject to claims (including claims related to patent infringement, purported class actions and deriva- 
tive actions) either directly or through indemnities against these claims that it provides to certain of it partners. 


13. PRODUCT WARRANTY 


The Company estimates its warranty costs at the time of revenue recognition based on historical warranty claims experience 
and records the expense in cost of sales. The warranty accrual balance is reviewed quarterly to establish that it materially 
reflects the remaining obligation based on the anticipated future expenditures over the balance of the obligation period. Ad- 
justments are made when the actual warranty claim experience differs from estimates. The change in the Company’s war- 
ranty expense and actual warranty experience from March 3, 2007 to February 27, 2010 as well as the accrued warranty 
obligations as at February 27, 2010 are set forth in the following table: 


Accrued warranty obligations as at March 3, 2007 


Actual warranty experience during fiscal 2008 
Fiscal 2008 warranty provision 


Accrued warranty obligations as at March 1, 2008 
Actual warranty experience during fiscal 2009 
Fiscal 2009 warranty provision 


Adjustments for changes in estimate 


Accrued warranty obligations as at February 28, 2009 
Actual warranty experience during fiscal 2010 
Fiscal 2010 warranty provision 


Adjustments for changes in estimate 


Accrued warranty obligations as at February 27, 2010 


$ 36,669 


(68,166) 
116,045 


84,548 
(146,434) 
258,757 

(12,536) 
184,335 
(416,393) 
462,834 
21,541 


$ 252,317 
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14. EARNINGS PER SHARE 


The following table sets forth the computation of basic and diluted earnings per share: 





For the year ended February 27,2010 February 28, 2009 March 1, 2008 
Net income for basic and diluted earnings per share available to common shareholders $2,457,144 $1,892,616 $1,293,867 
Weighted-average number of shares outstanding (000’s) — basic 564,492 565,059 559,778 
Effect of dilutive securities (000’s) — stock-based compensation 5,267 9,097 13,052 
Weighted-average number of shares and assumed conversions (000’s) — diluted 569,759 574,156 572,830 


Earnings per share — reported 
Basic $ 4.35 $ 3:35 $ 2:31 
Diluted $ 4.31 $ 3.30 $ 2.26 
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15. COMPREHENSIVE INCOME (LOSS) 


The components of comprehensive income (loss) are shown in the following table: 


For the year ended February 27, 2010 February 28, 2009 March 1, 2008 
Net income $2,457,144 $1,892,616 $1,293,867 
Net change in unrealized gains (losses) on available-for-sale investments 6,803 (7,161) 13,467 


Net change in fair value of derivatives designated as cash flow hedges during the year, 
net of income taxes of $13,190 (February 28, 2009 - tax recovery of $8,641; March 1, 


2008 - income taxes of $19,238) 28,324 (6,168) 37,564 
Amounts reclassified to earnings during the year, net of income tax recovery of $6,079 

(February 28, 2009 - income taxes of $4,644; March 1, 2008 - income taxes of $5,142) 15,508 (16,497) (9,232) 
Comprehensive income $2,507,779 $1,862,790 $1,335,666 


The components of accumulated other comprehensive income (loss) are as follows: 


February 27,2010 February 28, 2009 March 1, 2008 


Accumulated net unrealized gains (losses) on available- for-sale investments $6,715 $ (88) $ 7,073 
Accumulated net unrealized gains on derivative instruments designated as cash flow hedges 44,377 545 23,210 
Total accumulated other comprehensive income $51,092 $457 $30,283 


16. SUPPLEMENTAL INFORMATION 


(a) Cash flows resulting from net changes in working capital items are as follows: 


For the year ended February 27, 2010 February 28, 2009 March 1, 2008 
Accounts receivable $(480,610) $(936,514) $(602,055) 
Other receivables (44,719) (83,039) (34,515) 
Inventories 60,789 (286,133) (140,360) 
Other current assets (52,737) (50,280) (26,161) 
Accounts payable 167,281 177,263 140,806 
Accrued liabilities 442,065 506,859 383,020 
Income taxes payable (266,517) (113,868) 401,270 
Deferred revenue 13,739 16,598 8,789 
$(160,709) $(769,114) $ 130,794 


(b) Certain statement of cash flow information related to interest and income taxes paid is summarized as follows: 


For the year ended February 27, 2010 February 28, 2009 March 1, 2008 


Interest paid during the year $ — $ 502 $ 518 
Income taxes paid during the year $1,081,720 $946,237 $216,095 
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$US in thousands, except share and per share data, and where otherwise indicated 


(c) The following items are included in the accrued liabilities balance: 


February 27, 2010 February 28, 2009 


Marketing costs $ 91,554 $ 91,160 
Vendor inventory liabilities 125,761 18,000 
Warranty 252,316 184,335 
Royalties 383,939 279,476 
Rebates 146,304 134,788 
Other 638,386 530,843 

$1,638,260 $1,238,602 


Other accrued liabilities as noted in the above chart, include, among other things, salaries, payroll withholding taxes and incentive 
accruals, none of which are greater than 5% of the current liability balance. 


(d) Additional information 


Advertising expense, which includes media, agency and promotional expenses totalling $790.8 million (February 28, 2009 — 
$718.9 million; March 1, 2008 — $336.0 million) is included in selling, marketing and administration expense. 


Selling, marketing and administration expense for the fiscal year includes $58.4 million with respect to foreign exchange losses 
(February 28, 2009 — loss of $6.1 million; March 1, 2008 — loss of $5.3 million). For the year ended February 27, 2010, the Com- 
pany recorded a $54.3 million charge primarily relating to the reversal of foreign exchange gains previously recorded in fiscal 2009 
on the revaluation of Canadian dollar denominated tax liability balances. 


17. DERIVATIVE FINANCIAL INSTRUMENTS 

The Company uses derivative instruments to manage exposures to foreign exchange risk resulting from transactions in currencies 
other than its functional currency, the U.S. dollar. The Company’s risk management objective in holding derivative instruments is 
to reduce the volatility of current and future income as a result of changes in foreign currency. To limit its exposure to adverse 
movements in foreign currency exchange rates, the Company enters into foreign currency forward and option contracts. 


18. SEGMENT DISCLOSURES 

The Company is organized and managed as a single reportable business segment. The Company’s operations are substantially 
all related to the research, design, manufacture and sales of wireless communications products, services and software. Selected 
financial information is as follows: 


Revenue, classified by major geographic segments in which our customers are located, was as follows: 





For the year ended February 27, 2010 February 28, 2009 March 1, 2008 
Revenue 
Canada $ 843,762 $ 887,005 $ 438,302 
United States 8,619,762 6,967,598 3,528,858 
United Kingdom 1,447,417 711,536 461,592 
Other 4,042,283 2,499,047 1,580,643 


$14,953,224 $11,065,186 $6,009,395 


February 27, 2010 February 28, 2009 
Total assets 


Canada $ 4,502,522 $3,218,640 
United States 4,059,174 2,646,783 
United Kingdom 1,195,534 1,931,387 
Other 447,179 304,562 


$10,204,409 $8,101,372 


Apple Financial Report 
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APPLE INC. 
CONSOLIDATED BALANCE SHEETS 
(in millions, except share amounts) 


September 26, 2009 September 27, 2008 





ASSETS 

Current assets 
Cash and cash equivalents ...........0 0. cece teen ees $ 5,263 $11,875 
Short-term marketable securities ........ 0.0.0.0 ccc cece eee ee ees 18,201 10,236 
Accounts receivable, less allowances of $52 and $47, respectively ... 3,361 2,422 
IN V@NtOFIES se sci. aoe ea she bay weed Ha Sie Rare wae eee eae Aes 455 509 
Deferred tax assets ..... 0.0... cece cece ee ee eee seen eeeee 1,135 1,044 
Other current assets ..... 0... ccc eee ee eee eee 3,140 3,920 
Total current assets ... 0.0.0.0... eee eee eee 31,555 30,006 
Long-term marketable securities ............0 00.0 cece ee eee eee 10,528 2,379 
Property, plant and equipment, net ............... 00.00... e eee eee 2,954 2,455 
Goodwill 2 cede ets sce sete oe vied seh yearn BA nok ages Raed N E Motes 206 207 
Acquired intangible assets, net .... 0.0... eee eee eee 247 285 
Other aSStS: 5 cps ded iaria E Gok alk age bab a 2,011 839 
Total assets serrera pepa pa ead ak AE E ors estees $47,501 $36,171 








LIABILITIES AND SHAREHOLDERS’ EQUITY 


Current liabilities 


Accounts payable sssr etia trena ein aed OEE EERE EEEN $ 5,601 $ 5,520 
Accrued expenseS ........ 0. cece cece teen ene nee 3,852 4,224 
Deferred revenue ...... 0.0... ccc cece ete eter ete en eeee 2,053 1,617 
Total current liabilities... 0... 20.0.0... 0... ee eee 11,506 11,361 

Deferred revenue — non-current .... 0.0.0... 0.0 c cee cee eee eee 853 768 
Other non-current liabilities... 0... eee 3,502 1,745 
Total liabilities . 20... cee ee eee eee ena veeeeeees 15,861 13,874 


Shareholders’ equity 
Common stock, no par value; 1,800,000,000 shares authorized; 
899,805,500 and 888,325,973 shares issued and outstanding, 





respectively 534 24.cha Se bes see ie Leaded 8,210 7,177 
Retained earningS ..... ecri nres eukia pag eaa a eee ences 23,353 15,129 
Accumulated other comprehensive income/(loss) ...............+- 77 (9) 

Total shareholders’ equity ......... 2.0.0... c cece eee eee ee 31,640 22,297 


Total liabilities and shareholders’ equity .................04. $47,501 $36,171 
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APPLE INC. 
CONSOLIDATED STATEMENTS OF OPERATIONS 
(in millions, except share amounts which are reflected in thousands and per share amounts) 


For fiscal year ended September 26, 2009 September 27, 2008 September 29, 2007 
Net Sal68y32¢ sce pak geese oa Medea was Sewanee kw een ee $ 42,905 $ 37,491 $ 24,578 
GCOSt OF SaleSnc' sii bcos 6 oie Bd. ote testes etd ae eed seed ce 25,683 24,294 16,426 
Gross Mare. 62004 ces Moe eS See RET Eee SES 17,222 13,197 8,152 
Operating expenses 
Research and development .................202 000 1,333 1,109 782 
Selling, general and administrative .................. 4,149 3,761 2,963 
Total operating expenses ..................004. 5,482 4,870 3,745 
Operating income... n... 0... ee eee eee eee ae 11,740 8,327 4,407 
Other income and expense......... 0.0... cee eee eee eee 326 620 599 
Income before provision for income taxes...............-. 12,066 8,947 5,006 
Provision for income taxes ......... 0.00. c cece 3,831 2,828 1,511 
NEC INCOME erea E ber E a E E $ 8,235 $ 6,119 $ 3,495 


Earnings per common share: 


Basics 2 accch situs r oa S eas rae $ 9.22 $ 6.94 $ 4.04 

Dilitted sects eed ep che ae Pda $ 9.08 $ 6.78 $ 3.93 
Shares used in computing earnings per share 

BASIC aiaa EE Mpa o ii 893,016 881,592 864,595 


Dilttted seerne pa ee eG hehe bined 907,005 902,139 889,292 
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APPLE INC. 
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY 
(in millions, except share amounts which are reflected in thousands) 




















Accum- 
ulated 
Other Total 
= Common Sele = Retained ena holders? 
Shares Amount Earnings Income Equity 
Balances as of September 30, 2006 ................00-. 855,263 $ 4,355 $ 5,607 $ 22 $ 9,984 
Components of comprehensive income: 
Net income ........ 0... cece eee eee — — 3,495 — 3,495 
Change in foreign currency translation ............. — — — 51 51 
Change in unrealized loss on available-for-sale 
securities, net Of tax 2.2... eee eee eee — — — (7) (7) 
Change in unrealized gain on derivative instruments, 
net OF CAK pacera a e a a E Als — — — (3) (3) 
Total comprehensive income ................. 3,536 
Stock-based compensation ...... sssusa ununure — 251 — — 251 
Common stock issued under stock plans, net of shares 
withheld for employee taxes ..................... 17,066 364 (2) — 362 
Tax benefit from employee stock plan awards ......... — 398 — — 398 
Balances as of September 29, 2007 ................005- 872,329 5,368 9,100 63 14,531 
Cumulative effect of change in accounting principle .... — 45 11 — 56 
Components of comprehensive income: 
Net income? oaoa rrasa eraa e — — 6,119 6,119 
Change in foreign currency translation ............. — — — (28) (28) 
Change in unrealized loss on available-for-sale 
securities, net of tax cecs omiiran RECIO EREE eee — — — (63) (63) 
Change in unrealized gain on derivative instruments, 
net Of E: D. E S EEE — — — 19 19 
Total comprehensive income ................. 6,047 
Stock-based compensation ............... 000000 eee — 513 — — 513 
Common stock issued under stock plans, net of shares 
withheld for employee taxes ..................... 15,888 460 (101) — 359 
Issuance of common stock in connection with an asset 
acquisition 66. Lee eee 109 21 — — 21 
Tax benefit from employee stock plan awards ......... — 7710 — — 770 
Balances as of September 27, 2008 ................2.4- 888,326 7,177 15,129 (9) 22,297 
Components of comprehensive income: 
N@CINCOME! 6.2 sic Sh d a oleh hab ale Hae eee aes — — 8,235 — 8,235 
Change in foreign currency translation ............. — — — (14) (14) 
Change in unrealized loss on available-for-sale 
securities, net of tax .... 0.0... 0. . cee eee — — — 118 118 
Change in unrealized gain on derivative instruments, 
net of taX . cette eens — — — (18) (18) 
Total comprehensive income ................. 8,321 
Stock-based compensation .....................00-5 — 707 — — 707 
Common stock issued under stock plans, net of shares 
withheld for employee taxes .................00.0. 11,480 404 (11) — 393 
Tax benefit from employee stock plan awards, including 
transfer pricing adjustments ...................0-. — (78) — — (78) 





Balances as of September 26, 2009 ................000. 899,806 $ 8,210 $23,353 $ 77 $31,640 
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APPLE INC. 
CONSOLIDATED STATEMENTS OF CASH FLOWS 
(in millions) 


For fiscal year ended September 26, 2009 September 27, 2008 
Cash and cash equivalents, beginning of the year................. $ 11,875 $ 9,352 
Operating Activities 

Net INCOME s £5.6:.5.45 ennea Sea Se iti ied babe hes 8,235 6,119 


Adjustments to reconcile net income to cash 
generated by operating activities 

















Depreciation, amortization and accretion ................... 734 496 
Stock-based compensation expense. ...................000. 710 516 
Deferred income tax expense............ 00 0c eee cece eee ees 1,040 398 
Loss on disposition of property, plant and equipment ......... 26 22 
Changes in operating assets and liabilities 
Accounts receivable, net ..... 0.0.0... 0 ccc ccc eee eee (939) (785) 
IMVENtOFICS speroni ei rE E Seems WML os Be Mas wR 54 (163) 
Other current assets... 2.0... 0. cc ee eens 749 (274) 
Other assets ese nedera e Aversa eee den hun Beh BS 8 (902) 289 
Accounts payable. ... 0... 2... eee eee ee 92 596 
Deferred TEVENUC:; sss ay hoes bese hehe adeeb de eee: 521 718 
Other liabilities... 2... cece eens (161) 1,664 
Cash generated by operating activities ................. 10,159 9,596 
Investing Activities 
Purchases of marketable securities ........... 0.0... 000 cee eeee (46,724) (22,965) 
Proceeds from maturities of marketable securities .............. 19,790 11,804 
Proceeds from sales of marketable securities .................. 10,888 4,439 
Purchases of other long-term investments ................-4-. (101) (38) 
Payments made in connection with business acquisitions, 
net of cash acquired... 2.2... 0... eee eee — (220) 
Payment for acquisition of property, plant and equipment ........ (1,144) (1,091) 
Payment for acquisition of intangible assets ................... (69) (108) 
Other 54.6 eb peed dew a t ese ey ae ais (74) (10) 
Cash used in investing activities .................-000. (17,434) (8,189) 
Financing Activities 
Proceeds from issuance of common stock...............00+00- 475 483 
Excess tax benefits from stock-based compensation ............ 270 757 
Cash used to net share settle equity awards.................... (82) (124) 
Cash generated by financing activities.................. 663 1,116 
(Decrease)/increase in cash and cash equivalents ................. (6,612) 2,523 
Cash and cash equivalents, end of the year..................005. $__ 5,263 $11,875 


Supplemental cash flow disclosures: 
Cash paid for income taxes, net............. 0.0 e eee ee eee eee $ 2,997 $ 1,267 
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$ 6,392 


3,495 


327 
242 
73 
12 


(385) 

(76) 

(1,279) 
285 
1,494 
566 
716 
5,470 








(11,719) 
6,483 
2,941 

(17) 


(735) 
(251) 
— 499 
(8,249) 


365 
377 
(3) 
739 
2,960 


$ 9,352 








$ 863 
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Palm, Inc. 


Consolidated Balance Sheets 
(In thousands, except par value amounts) 


ASSETS 
Current assets 
Cash and cash equivalents 
Short-term investments 
Accounts receivable, net of allowance for doubtful accounts of $350 and $1,169, respectively 
Inventories 
Deferred income taxes 
Prepaids and other 
Total current assets 


Restricted investments 
Non-current auction rate securities 
Deferred costs 
Property and equipment, net 
Goodwill 
Intangible assets, net 
Deferred income taxes 
Other assets 

Total assets 


LIABILITIES AND STOCKHOLDERS’ EQUITY (DEFICIT) 


Current liabilities 
Accounts payable 
Income taxes payable 
Deferred revenues 
Accrued restructuring 
Current portion of long-term debt 
Other accrued liabilities 
Total current liabilities 


Non-current liabilities 
Long-term debt 
Non-current deferred revenues 
Non-current tax liabilities 
Other non-current liabilities 


Series B redeemable convertible preferred stock, $0.001 par value, 325 shares authorized and outstanding; 
aggregate liquidation value: $325,000 

Series C redeemable convertible preferred stock, $0.001 par value, 100 shares authorized; outstanding: 51 
shares and 0 shares, respectively; aggregate liquidation value: $51,000 and $0, respectively 


Stockholders’ equity (deficit) 
Preferred stock, $0.001 par value, 125,000 shares authorized: 
Series A: 2,000 shares authorized, none outstanding 
Common stock, $0.001 par value, 2,000,000 shares authorized; outstanding: 139,687 shares and 
108,369 shares, respectively 
Additional paid-in capital 
Accumulated deficit 
Accumulated other comprehensive income (loss) 
Total stockholders’ equity (deficit) 
Total liabilities and stockholders’ equity (deficit) 


May 31, 
2009 


$ 152,400 
102,733 
66,452 
19,716 

174 

12,104 
353,579 


9,496 
6,105 
14,896 
31,167 
166,320 
48,914 
331 
12,428 


$ 643,236 


$ 105,628 
475 

18,429 
6,090 

4,000 
207,820 
342,442 


390,000 
13,077 
5,783 


265,412 


40,387 


140 
854,649 
(1,269,672) 
1,018 
(413,865) 

$ 643,236 
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May 31, 
2008 


$ 176,918 
81,830 
116,430 
67,461 
82,011 
15,436 
540,086 


8,620 
29,944 


39,636 
166,332 
61,048 
318,850 
15,746 
$1,180,262 


$ 161,642 
1,088 
4,080 
8,058 
4,000 

232,478 
411,346 


394,000 


6,127 
2,098 


255,671 


108 
659,141 

(537,484) 

(10,745) 
111,020 
$1,180,262 
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Palm, Inc. 


Consolidated Statements of Operations 
(In thousands, except per share amounts) 


Years Ended May 31 
Revenues 

Cost of revenues: 
Gross profit 


Operating expenses 
Sales and marketing 
Research and development 
General and administrative 
Amortization of intangible assets 
Restructuring charges 
Casualty recovery 
Patent acquisition cost (refund) 
Gain on sale of land 
In-process research and development 
Total operating expenses 
Operating income (loss) 
Impairment of non-current auction rate securities 
Interest (expense) 
Interest income 
Loss on series C derivative 
Other income (expense), net 
Income (loss) before income taxes 
Income tax provision (benefit) 
Net income (loss) 
Accretion of series B and series C redeemable convertible preferred stock 
Net income (loss) applicable to common shareholders 


Net income (loss) per common share: 
Basic 


Diluted 


Shares used to compute net income (loss) per common share: 
Basic 


Diluted 


2009 
$ 735,872 
576,113 
159,759 


174,052 
177,210 
55,923 
3,054 
16,134 

(268) 

(1,537) 


424,568 
(264,809) 
(35,885) 
(25,299) 
5,840 
(2,515) 
(5,255) 
(327,923) 
404,265 
(732,188) 
21,285 
$(753,473) 


$ (6.51) 
$ (6.51) 


115,725 
115,725 


2008 
$1,318,691 
916,810 
401,881 


229,702 
202,764 
60,778 
3,775 
30,353 


5,000 
(4,446) 

527,926 
(126,045) 
(32,175) 
(20,397) 

21,860 


(1,471) 
(158,228) 
(52,809) 
(105,419) 
5,516 

$ (110,935) 


$ (1.05) 
$ (1.05) 


105,891 
105,891 


2007 
$1,560,507 
985,369 
575,138 


248,685 
190,952 
59,762 
1,981 


3,700 
505,080 
70,058 


(1,970) 
25,958 


(1,619) 
92,427 
36,044 
56,383 


$ 56,383 


$ 0.55 
$ 0.54 


102,757 
104,442 
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Palm, Inc. 


Consolidated Statements of Stockholders’ Equity (Deficit) and Comprehensive Income (Loss) 


Balances, May 31, 2006 
Components of comprehensive income: 
Net income 
Net unrealized gains on available-for-sale investments 
Recognized gains included in results of operations 
Accumulated translation adjustments 
Total comprehensive income 
Common stock issued under stock plans, net 
Stock-based compensation expense 
Tax benefit from employee stock options 
Shares repurchased and retired 
Balances, May 31, 2007 
Components of comprehensive loss: 
Net loss 
Net unrealized losses on available-for-sale investments 
Net unrealized losses in value of non-current auction rate securities 
Net recognized losses on non-current auction rate securities included in 
results of operations 
Net recognized gains on available-for-sale investments included in results 
of operations 
Accumulated translation adjustments 
Total comprehensive loss 
Common stock issued under stock plans, net 
Stock-based compensation expense 
Tax deficiency from employee stock options 
Cash distribution to stockholders 
Discount recognized on issuance of series B redeemable convertible preferred 
stock 
Accretion of series B redeemable convertible preferred stock 
Adjustment to accumulated deficit due to adoption of FIN No. 48 (see Note 16) 
Balances, May 31, 2008 
Components of comprehensive loss: 
Net loss 
Net unrealized losses on available-for-sale investments 
Net unrealized losses in value of non-current auction rate securities 
Net recognized losses on non-current auction rate securities included in 
results of operations 
Net recognized losses on available-for-sale investments included in results 
of operations 
Accumulated translation adjustments 
Total comprehensive loss 
Common stock issued under stock plans, net 
Stock-based compensation expense 
Tax benefit from employee stock options 
Distribution liability related to canceled shares of restricted stock 
Accretion of series B and series C redeemable convertible preferred stock 
Warrants recorded in connection with issuance of series C units 
Conversion of series C units and issuance of additional common stock, net 
Discount recognized on issuance of series C redeemable convertible preferred 
stock 


Balances, May 31, 2009 


(In thousands) 


Additional 
Common 
Paid-In 
Stock Capital 


$ 103 $1,475,319 


3 21,923 
= 21,503 
= 4,578 

(2) (30,961) 


104 1,492,362 


4 28,433 
= 32,181 
= (3,663) 
= (949,691) 


= 65,035 
= (5,516) 


108 659,141 


— 23,853 


Unamortized 


Deferred 
Stock-Based 


Compensation 


$ 


(2,752) 


Accumulated 


Deficit 
$ (488,081) 


56,383 


(431,698) 


(105,419) 


(367) 
(537,484) 


(732,188) 


Accumulated 
Other 


Comprehensive 


Income (Loss) 


$ 


(684) 


1,522 
(110) 
915 


1,643 
(1,261) 
(44,706) 

32,175 


(68) 
1,472 


(10,745) 
(1,649) 

(23,354) 
35,885 


3,594 
(2,713) 
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Total 
$ 983,905 


56,383 
1,522 

(110) 
915 
58,710 
21,926 
24,255 
4,578 

(30,963) 
1,062,411 


(105,419) 
(1,261) 
(44,706) 


32,175 


(68) 
1,472 
(117,807) 
28,437 
32,181 
(3,663) 
(949,691) 


65,035 
(5,516) 
(367) 

111,020 


(732,188) 
(1,649) 
(23,354) 


35,885 


3,594 
— 2,713) 
(720,425) 
15,536 
23,853 
1,924 

34 
(21,285) 
21,966 
101,571 


$ 0 $ 854.649 


$ (1,269,672) 


$ 


$ (413,865) 
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Palm, Inc. 


Consolidated Statements of Cash Flows 
(In thousands) 


Years Ended May 31 2009 2008 2007 
Cash flows from operating activities 
Net income (loss) $(732,188) $(105,419) $ 56,383 
Adjustments to reconcile net income (loss) to net cash flows from operating activities 
Depreciation 19,677 19,699 13,316 
Stock-based compensation 23,853 32,181 24,255 
Amortization of intangible assets 12,134 16,510 8,315 
Amortization of debt issuance costs 3,139 1,834 — 
In-process research and development — — 3,700 
Deferred income taxes 401,670 (58,227) 11,313 
Realized (gain) loss on short-term investments 3,594 (68) (110) 
Excess tax benefit related to stock-based compensation (142) (40) (5,241) 
Realized loss (gain) on disposition of property and equipment and sale of land 619 (4,446) — 
Impairment of non-current auction rate securities 35,885 32,175 — 
Loss on series C derivative 2,515 — — 
Changes in assets and liabilities 
Accounts receivable 48,425 89,312 2 
Inventories 47,571 (28,147) 18,842 
Prepaids and other 4,542 736 1,790 
Accounts payable (54,883) (35,840) 11,654 
Income taxes payable (346) 3,033 16,421 
Accrued restructuring (361) 6,303 (1,803) 
Deferred revenues/costs, net 12,530 — — 
Other accrued liabilities (16,746) 12,866 9,354 
Net cash provided by (used in) operating activities (188,512) (17,538) 168,191 


Cash flows from investing activities 


Purchase of brand name intangible asset — (1,500) (44,000) 
Purchase of property and equipment (13,452) (22,999) (24,651) 
Proceeds from sale of land — 64,446 — 
Cash paid for business acquisitions — (495) (19,000) 
Purchase of short-term investments (112,385) (517,104) (682,882) 
Sales/maturities of short-term investments 88,109 UUTEST 671,623 
Purchase of restricted investments (2,000) (8,951) — 
Sale of restricted investments 1,124 331 — 
Proceeds related to investments in non-current auction rate securities 485 250 — 
Net cash provided by (used in) investing activities (38,119) 291,895 (98,910) 
Cash flows from financing activities 
Proceeds from issuance of common stock, net 104,049 — — 
Proceeds from issuance of common stock, employee stock plans 15,536 28,437 21,926 
Purchase and subsequent retirement of common stock — — (30,963) 
Excess tax benefit related to stock-based compensation 142 40 5,241 
Proceeds from issuance of redeemable convertible preferred stock and series C units, net 99,173 315,190 — 
Proceeds from issuance of debt, net — 381,107 — 
Repayment of debt (14,446) (3,089) (50,816) 
Cash distribution to stockholders (439) (948,949) — 
Net cash provided by (used in) financing activities 204,015 (227,264) (54,612) 
Effects of exchange rate changes on cash and cash equivalents (1,902) 1,695 — 
Change in cash and cash equivalents (24,518) 48,788 14,669 
Cash and cash equivalents, beginning of period 176,918 128,130 113,461 
Cash and cash equivalents, end of period $ 152,400 $ 176,918 $ 128,130 
Supplemental cash flow information: 
Cash paid for income taxes $ 3,402 $ 3,391 $ 8,900 
Cash paid for interest $ 21,828 $ 18,042 $ 1,741 


Non-cash investing and financing activities: 
Liability for property and equipment acquired $ — $ 3,334 $ 2,309 


Nokia Financial Report 
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Nokia Corporation and Subsidiaries 
Consolidated Statements of Financial Position 











2009 2008 
December 31 EURm EURm 
ASSETS 
Non-current assets 
Capitalized development costs 143 244 
Goodwill 5 171 6 257 
Other intangible assets 2 762 3913 
Property, plant and equipment 1 867 2 090 
Investments in associated companies 69 96 
Available-for-sale investments 554 512 
Deferred tax assets 1 507 1 963 
Long-term loans receivable 46 27 
Other non-current assets 6 10 
12 125 15 112 
Current assets 
Inventories 1 865 2 533 
Accounts receivable, net of allowances for doubtful 
accounts (2009: EUR 391 million, 2008: EUR 415 million) 7 981 9 444 
Prepaid expenses and accrued income 4 551 4 538 
Current portion of long-term loans receivable 14 101 
Other financial assets 329 1 034 
Investments at fair value through profit and loss, liquid assets 580 — 
Available-for-sale investments, liquid assets 2 367 1272 
Available-for-sale investments, cash equivalents 4 784 3 842 
Bank and cash 1 142 1706 
23 613 24 470 
Total assets 35 738 39 582 
SHAREHOLDERS’ EQUITY AND LIABILITIES 
Capital and reserves attributable to equity holders of the parent 
Share capital 246 246 
Share issue premium 279 442 
Treasury shares, at cost (681) (1 881) 
Translation differences (127) 341 
Fair value and other reserves 69 62 
Reserve for invested non-restricted equity 3 170 3 306 
Retained earnings 10 132 11 692 
13 088 14 208 
Minority interests 1 661 2 302 
Total equity 14 749 16 510 
Non-current liabilities 
Long-term interest-bearing liabilities 4 432 861 
Deferred tax liabilities 1 303 1 787 
Other long-term liabilities 66 69 
5 801 2717 
Current liabilities 
Current portion of long-term loans 44 13 
Short-term borrowings 727 3 578 
Other financial liabilities 245 924 
Accounts payable 4 950 5 225 
Accrued expenses 6 504 7 023 
Provisions 2718 3 592 
15 188 20 355 


Total shareholders’ equity and liabilities 35 738 39 582 
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Nokia Corporation and Subsidiaries 
Consolidated Income Statements 














2009 2008 2007 
Financial Year Ended December 31 EURm EURm EURm 
Net sales 40 984 50 710 51 058 
Cost of sales (27 720) (33 337) (33 781) 
Gross profit 13 264 17 373 17 277 
Research and development expenses (5 909) (5 968) (5 636) 
Selling and marketing expenses (3 933) (4 380) (4 379) 
Administrative and general expenses (1 145) (1 284) (1 165) 
Impairment of goodwill (908) — = 
Other income 338 420 2312 
Other expenses (510) (1 195) (424) 
Operating profit 1 197 4 966 7 985 
Share of results of associated companies 30 6 44 
Financial income and expenses (265) (2) 239 
Profit before tax 962 4 970 8 268 
Tax (702) (1 081) (1 522) 
Profit 260 3 889 6 746 
Profit attributable to equity holders of the parent 891 3 988 7 205 
Loss attributable to minority interests (631) (99) (459) 
260 3 889 6 746 
2009 2008 2007 
Earnings per share EUR EUR EUR 
(for profit attributable to the equity holders of the parent) 
Basic 0.24 1.07 1.85 
Diluted 0.24 1.05 1.83 
2009 2008 2007 
Average number of shares (000’s shares) 
Basic 3 705 116 3 743 622 3 885 408 
Diluted 3 721 072 3 780 363 3 932 008 


Nokia Corporation and Subsidiaries 
Consolidated Statements of Comprehensive Income 











2009 2008 2007 

Financial Year Ended December 31 EURm EURm EURm 
Profit 260 3 889 6 746 
Other comprehensive income 
Translation differences (563) 595 (151) 
Net investment hedge gains (losses) 114 (123) 51 
Cash flow hedges 25 (40) (7) 
Available-for-sale investments 48 (15) 49 
Other increase (decrease), net (7) 28 (46) 
Income tax related to components of other comprehensive income (44) 58 (12) 
Other comprehensive income (expense), net of tax (427) 503 (116) 
Total comprehensive income (expense) (167) 4 392 6 630 
Total comprehensive income (expense) attributable to: 

Equity holders of the parent 429 4577 7 073 

Minority interests (596) (185) (443) 


(167) 4 392 6 630 
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Balance at December 31, 2007 


Translation differences 
Net investment hedge gains, net of tax 
Cash flow hedges, net of tax 
Available-for-sale investments, net of tax 
Other increase, net 
Profit 

Total comprehensive income 
Stock options exercised 
Stock options exercised related to acquisitions 
Share-based compensation 


Excess tax benefit on share-based compensation 
Settlement of performance and restricted shares 


Acquisition of treasury shares 
Reissuance of treasury shares 
Cancellation of treasury shares 
Dividend 


Acquisitions and other change in minority interests 


Vested portion of share-based payment awards 
related to 
acquisitions 
Acquisition of Symbian 
Total of other equity movements 
Balance at December 31, 2008 


Translation differences 
Net investment hedge gains, net of tax 
Cash flow hedges, net of tax 
Available-for-sale investments, net of tax 
Other decrease, net 
Profit 

Total comprehensive income 
Stock options exercised 
Stock options exercised related to acquisitions 
Share-based compensation 


Excess tax benefit on share-based compensation 
Settlement of performance and restricted shares 


Acquisition of treasury shares 
Reissuance of treasury shares 
Cancellation of treasury shares 
Dividend 
Total of other equity movements 
Balance at December 31, 2009 


Dividends declared per share were EUR 0.40 for 2009 (EUR 0.40 for 2008 and EUR 0.53 for 2007), subject to shareholders’ approval. 
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Consolidated Statements of Changes in Shareholders’ Equity 


Nokia Corporation and Subsidiaries 

















Fair 
value Reserve for 
Share and invested Before 
Number of Share issue Treasury Translation other non-restrict. Retained minority Minority 
shares (000’s) capital premium shares differences reserves equity earnings interests interests Total 

3 845 950 246 644 (3 146) (163) 23 3 299 13 870 14 773 2 565 17 338 
595 595 595 
(91) (91) (91) 
42 42 (67) (25) 
(3) (3) (2) (5) 

46 46 (17) 29 

3 988 3 988 (99) 3 889 

_ — — 504 39 — 4 034 4 577 (185) 4 392 

3 547 51 51 51 

1 1 1 

74 74 74 
(117) (117) (6) (124) 
5 622 (179) 154 (44) (69) (69) 
(157 390) (3 123) (3 123) (3 123) 
143 2 2 2 

0 4 232 (4 232) — — 
(1 992) (1 992) (35) (2 027) 
(37) (37) 

19 19 19 

12 12 12 
— (202) 1 265 — — 7 (6 212) (5 142) (78) (5 220) 

3 697 872 246 (1 881) 341 62 3 306 11 692 14 208 2 302 16 510 
(552) (552) (9) (561) 

84 84 84 

(35) (35) 49 14 

42 42 2 44 
(1) (1) (7) (8) 

891 891 (631) 260 
— — — (468) 7 — 890 429 (596) (167) 

7 S% = 
(1) (1) (1) 

16 16 16 
(12) (12) (1) (13) 
10 352 (166) 230 (136) (72) (72) 

31 1 1 1 

969 (969) — — 
(1 481) (1 481) (44) (1 525) 
= (163) 1 200 — — (136) (2 450) (1 549) (45) (1 594) 

3 708 262 246 279 (681) (127) 69 3 170 10 132 13 088 1 661 14 749 
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Nokia Corporation and Subsidiaries 
Consolidated Statements of Cash Flows 


2009 2008 2007 
Financial Year Ended December 31 EURm EURm EURm 
Cash flow from operating activities 
Profit attributable to equity holders of the parent 891 3 988 7 205 
Adjustments, total 3 390 3 024 1 159 
Change in net working capital 140 (2 546) 605 
Cash generated from operations 4 421 4 466 8 969 
Interest received 125 416 362 
Interest paid (256) (155) (59) 
Other financial income and expenses, net received (128) 250 67 
Income taxes paid, net received (915) (1 780) (1 457) 
Net cash from operating activities 3 247 3 197 7 882 
Cash flow from investing activities 
Acquisition of Group companies, net of acquired cash (29) (5 962) 253 
Purchase of current available-for-sale investments, liquid assets (2 800) (669) (4 798) 
Purchase of investments at fair value through profit and loss, liquid assets (695) — — 
Purchase of non-current available-for-sale investments (95) (121) (126) 
Purchase of shares in associated companies (30) (24) (25) 
Additions to capitalized development costs (27) (131) (157) 
Long-term loans made to customers — — (261) 
Proceeds from repayment and sale of long-term loans receivable — 129 163 
Proceeds from (+) / payment of (-) other long-term receivables 2 (1) 5 
Proceeds from (+) / payment of (-) short-term loans receivable 2 (15) (119) 
Capital expenditures (531) (889) (715) 
Proceeds from disposal of shares in associated companies 40 3 6 
Proceeds from disposal of businesses 61 41 — 
Proceeds from maturities and sale of current available-for-sale investments, liquid assets 1 730 4 664 4 930 
Proceeds from maturities and sale of investments at fair value through profit and loss, liquid assets 108 — — 
Proceeds from sale of non-current available-for-sale investments 14 10 50 
Proceeds from sale of fixed assets 100 54 72 
Dividends received _ 2 — 9 — 
Net cash used in investing activities (2 148) (2 905) (710) 
Cash flow from financing activities 
Proceeds from stock option exercises — 53 987 
Purchase of treasury shares — (3 121) (3 819) 
Proceeds from long-term borrowings 3 901 714 115 
Repayment of long-term borrowings (209) (34) (16) 
Proceeds from (+) / repayment of (-) short-term borrowings (2 842) 2 891 661 
Dividends paid (1 546) (2 048) (1 760) 
Net cash used in financing activities (696) (1 545) (3 832) 
Foreign exchange adjustment (25) (49) (15) 
Net increase (+) / decrease (-) in cash and cash equivalents 378 (1 302) 3 325 
Cash and cash equivalents at beginning of period 5 548 6 850 3 525 
Cash and cash equivalents at end of period 5 926 5 548 6 850 
Cash and cash equivalents comprise of: 
Bank and cash 1 142 1 706 2 125 
Current available-for-sale investments, cash equivalents 4 784 3 842 4 725 


5 926 5 548 6 850 
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Time Value of Money 








Learning Objectives 





CONCEPTUAL 


C 


Describe the earning of interest and 
the concepts of present and future 
values. (p. B-1) 


CAP ————_ 


PROCEDURAL 


P1 
P2 
P3 
P4 


Apply present value concepts to a 
single amount by using interest tables. 
(p. B-3) 


Apply future value concepts to a 
single amount by using interest 
tables. (p. B-4) 





Apply present value concepts to 
an annuity by using interest tables. 
(p. B-5) 


Apply future value concepts to an 
annuity by using interest tables. 
(p. B-6) 


Appendix Preview 





The concepts of present and future values are important to mod- and compute present and future values. This appendix applies 
ern business, including the preparation and analysis of financial these concepts with reference to both business and everyday 
statements. The purpose of this appendix is to explain, illustrate, activities. 


Time Value of Money 


Present and Future Value of a Value of an 
Value Concepts Single Amount Annuity 


e Time is money e Present value of a e Present value of an 



















e Concept of interest single amount annuity 
e Future value of a e Future value of an 
single amount annuity 





PRESENT AND FUTURE VALUE CONCEPTS 


The old saying “Time is money” reflects the notion that as time passes, the values of our assets Describe the saining 
and liabilities change. This change is due to interest, which is a borrower’s payment to the C1 of interest and the 
owner of an asset for its use. The most common example of interest is a savings account asset. concepts of present 
As we keep a balance of cash in the account, it earns interest that the financial institution pays and future values. 
us. An example of a liability is a car loan. As we carry the balance of the loan, we accumulate 
interest costs on it. We must ultimately repay this loan with interest. 

Present and future value computations enable us to measure or estimate the interest compo- 
nent of holding assets or liabilities over time. The present value computation is important when 
we want to know the value of future-day assets today. The future value computation is important 
when we want to know the value of present-day assets at a future date. The first section focuses 
on the present value of a single amount. The second section focuses on the future value of a 
single amount. Then both the present and future values of a series of amounts (called an annu- 
ity) are defined and explained. 














@ Decision 





Keep That Job Lottery winners often never work again. Kenny Dukes, a recent Georgia lottery winner, 
doesn't have that option. He is serving parole for burglary charges, and Georgia requires its parolees to be 
employed (or in school). For his lottery winnings, Dukes had to choose between $31 million in 30 annual 
payments or $16 million in one lump sum ($10.6 million after-tax); he chose the latter. E 


PRESENT VALUE OF A SINGLE AMOUNT 


We graphically express the present value, called p, of a single future amount, called f, that is 
received or paid at a future date in Exhibit B.1. 





EXHIBIT B.1 


> Time Present Value of a Single 
Amount Diagram 





>o 
> a 


Today Future 





EXHIBIT B.2 


Present Value of a Single 
Amount Formula 







| will pay your 
allowance at the end 
of the month. Do you want 
to wait or receive its 
present value today? 


EXHIBIT B.3 


Present Value of 1 Formula 







Appendix B Time Value of Money 


The formula to compute the present value of a single amount is shown in Exhibit B.2, where 
p = present value; f = future value; i = rate of interest per period; and n = number of periods. 
(Interest is also called the discount, and an interest rate is also called the discount rate.) 


_ f 
P a+" 

To illustrate present value concepts, assume that we need $220 one period from today. We want 
to know how much we must invest now, for one period, at an interest rate of 10% to provide for 
this $220. For this illustration, the p, or present value, is the unknown amount—the specifics are 
shown graphically as follows: 


(= 0.10) f = $220 





p=? 


Conceptually, we know p must be less than $220. This is obvious from the answer to this ques- 
tion: Would we rather have $220 today or $220 at some future date? If we had $220 today, we 
could invest it and see it grow to something more than $220 in the future. Therefore, we would 
prefer the $220 today. This means that if we were promised $220 in the future, we would take 
less than $220 today. But how much less? To answer that question, we compute an estimate of 
the present value of the $220 to be received one period from now using the formula in Exhibit 
B.2 as follows: 


a oe 
P ato G +o0o10 © $208 





We interpret this result to say that given an interest rate of 10%, we are indifferent between $200 
today or $220 at the end of one period. 

We can also use this formula to compute the present value for any number of periods. To il- 
lustrate, consider a payment of $242 at the end of two periods at 10% interest. The present value 
of this $242 to be received two periods from now is computed as follows: 


ee eee 
aS? (+010? © $200 





P 


Together, these results tell us we are indifferent between $200 today, or $220 one period from 
today, or $242 two periods from today given a 10% interest rate per period. 

The number of periods (n) in the present value formula does not have to be expressed in 
years. Any period of time such as a day, a month, a quarter, or a year can be used. Whatever 
period is used, the interest rate (i) must be compounded for the same period. This means that if 
a situation expresses n in months and i equals 12% per year, then i is transformed into interest 
earned per month (or 1%). In this case, interest is said to be compounded monthly. 

A present value table helps us with present value computations. It gives us present values 
(factors) for a variety of both interest rates (i) and periods (n). Each present value in a present 
value table assumes that the future value (f) equals 1. When the future value (f) is different 
from 1, we simply multiply the present value (p) from the table by that future value to give us 
the estimate. The formula used to construct a table of present values for a single future amount 
of 1 is shown in Exhibit B.3. 


1 


P= a+" 
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This formula is identical to that in Exhibit B.2 except that fequals 1. Table B.1 at the end of this 
appendix is such a present value table. It is often called a present value of 1 table. A present 
value table involves three factors: p, i, and n. Knowing two of these three factors allows us to 
compute the third. (A fourth is f, but as already explained, we need only multiply the 1 used in 
the formula by f.) To illustrate the use of a present value table, consider three cases. 


Case I (solve for p when knowing i and n). To show how we use a present value table, let’s look 
again at how we estimate the present value of $220 (the f value) at the end of one period (n = 1) 
where the interest rate (i) is 10%. To solve this case, we go to the present value table (Table B.1) 
and look in the row for 1 period and in the column for 10% interest. Here we find a present value 
(p) of 0.9091 based on a future value of 1. This means, for instance, that $1 to be received one 
period from today at 10% interest is worth $0.9091 today. Since the future value in this case is not 
$1 but $220, we multiply the 0.9091 by $220 to get an answer of $200. 


Case 2 (solve for n when knowing p and i). To illustrate, assume a $100,000 future value (f) 
that is worth $13,000 today (p) using an interest rate of 12% (i) but where n is unknown. In par- 
ticular, we want to know how many periods (n) there are between the present value and the future 
value. To put this in context, it would fit a situation in which we want to retire with $100,000 but 
currently have only $13,000 that is earning a 12% return and we will be unable to save any addi- 
tional money. How long will it be before we can retire? To answer this, we go to Table B.1 and 
look in the 12% interest column. Here we find a column of present values (p) based on a future 
value of 1. To use the present value table for this solution, we must divide $13,000 (p) by $100,000 
(f), which equals 0.1300. This is necessary because a present value table defines f equal to 1, and 
p as a fraction of 1. We look for a value nearest to 0.1300 (p), which we find in the row for 18 
periods (n). This means that the present value of $100,000 at the end of 18 periods at 12% interest 
is $13,000; alternatively stated, we must work 18 more years. 


Case 3 (solve for i when knowing p and n). In this case, we have, say, a $120,000 future 
value (f) worth $60,000 today (p) when there are nine periods (n) between the present and 
future values, but the interest rate is unknown. As an example, suppose we want to retire 
with $120,000, but we have only $60,000 and we will be unable to save any additional money, 
yet we hope to retire in nine years. What interest rate must we earn to retire with $120,000 in 
nine years? To answer this, we go to the present value table (Table B.1) and look in the row for 
nine periods. To use the present value table, we must divide $60,000 (p) by $120,000 (f), 
which equals 0.5000. Recall that this step is necessary because a present value table defines f 
equal to 1 and p as a fraction of 1. We look for a value in the row for nine periods that is near- 
est to 0.5000 (p), which we find in the column for 8% interest (i). This means that the present 
value of $120,000 at the end of nine periods at 8% interest is $60,000 or, in our example, we 
must earn 8% annual interest to retire in nine years. 


Quick Check Answer — p. B-7 KA 


1. A company is considering an investment expected to yield $70,000 after six years. If this 
company demands an 8% return, how much is it willing to pay for this investment? 








P1 


Apply present value 
concepts to a single 
amount by using interest 
tables. 





FUTURE VALUE OF A SINGLE AMOUNT 


We must modify the formula for the present value of a single amount to obtain the formula 
for the future value of a single amount. In particular, we multiply both sides of the equation in 
Exhibit B.2 by (1 + i)” to get the result shown in Exhibit B.4. 


f=px +i)” 


EXHIBIT B.4 


Future Value of a Single 
Amount Formula 








p Apply future value concepts 
to a single amount by using 
interest tables. 











EXHIBIT B.5 


Future Value of 1 Formula 


Appendix B Time Value of Money 


The future value (f) is defined in terms of p, i, and n. We can use this formula to determine 
that $200 (p) invested for 1 (n) period at an interest rate of 10% (i) yields a future value of $220 
as follows: 


I= pX d ea 
= $200 x (1 + 0.10)! 
= $220 


This formula can also be used to compute the future value of an amount for any number of 
periods into the future. To illustrate, assume that $200 is invested for three periods at 10%. The 
future value of this $200 is $266.20, computed as follows: 


Pe ae 
= $200 x (1 + 0.10)? 
= $266.20 


A future value table makes it easier for us to compute future values (f) for many different 
combinations of interest rates (7) and time periods (n). Each future value in a future value table 
assumes the present value (p) is 1. As with a present value table, if the future amount is some- 
thing other than 1, we simply multiply our answer by that amount. The formula used to con- 
struct a table of future values (factors) for a single amount of 1 is in Exhibit B.5. 


f=0+i" 


Table B.2 at the end of this appendix shows a table of future values for a current amount of 1. 
This type of table is called a future value of 1 table. 

There are some important relations between Tables B.1 and B.2. In Table B.2, for the row where 
n = 0, the future value is 1 for each interest rate. This is so because no interest is earned when time 
does not pass. We also see that Tables B.1 and B.2 report the same information but in a different 
manner. In particular, one table is simply the inverse of the other. To illustrate this inverse relation, 
let’s say we invest $100 for a period of five years at 12% per year. How much do we expect to have 
after five years? We can answer this question using Table B.2 by finding the future value (f) of 1, 
for five periods from now, compounded at 12%. From that table we find f = 1.7623. If we start with 
$100, the amount it accumulates to after five years is $176.23 ($100 Xx 1.7623). We can alterna- 
tively use Table B.1. Here we find that the present value (p) of 1, discounted five periods at 12%, is 
0.5674. Recall the inverse relation between present value and future value. This means that p = 1/f 
(or equivalently, f = 1/p). We can compute the future value of $100 invested for five periods at 12% 
as follows: f = $100 Xx (1/0.5674) = $176.24 (which equals the $176.23 just computed, except for 
a 1 cent rounding difference). 

A future value table involves three factors: f, i, and n. Knowing two of these three factors al- 
lows us to compute the third. To illustrate, consider these three possible cases. 


Case I (solve for f when knowing i and n). Our preceding example fits this case. We found 
that $100 invested for five periods at 12% interest accumulates to $176.24. 


Case 2 (solve for n when knowing f and i). In this case, we have, say, $2,000 (p) and we 
want to know how many periods (n) it will take to accumulate to $3,000 (f) at 7% (i) interest. 
To answer this, we go to the future value table (Table B.2) and look in the 7% interest column. 
Here we find a column of future values (f) based on a present value of 1. To use a future value 
table, we must divide $3,000 (f) by $2,000 (p), which equals 1.500. This is necessary because 
a future value table defines p equal to 1, and f as a multiple of 1. We look for a value nearest to 
1.50 (f), which we find in the row for six periods (n). This means that $2,000 invested for six 
periods at 7% interest accumulates to $3,000. 


Case 3 (solve for i when knowing f and n). In this case, we have, say, $2,001 (p), and in nine 
years (n) we want to have $4,000 (f). What rate of interest must we earn to accomplish this? To 
answer that, we go to Table B.2 and search in the row for nine periods. To use a future value table, 
we must divide $4,000 (f) by $2,001 (p), which equals 1.9990. Recall that this is necessary 
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because a future value table defines p equal to 1 and fas a multiple of 1. We look for a value near- 
est to 1.9990 (f), which we find in the column for 8% interest (i). This means that $2,001 in- 
vested for nine periods at 8% interest accumulates to $4,000. 


Quick Check Answer — p. B-7 KA 


2. Assume that you win a $150,000 cash sweepstakes. You decide to deposit this cash in an 
account earning 8% annual interest, and you plan to quit your job when the account equals 
$555,000. How many years will it be before you can quit working? 


PRESENT VALUE OF AN ANNUITY 


An annuity is a series of equal payments occurring at equal intervals. One example is a series of 
three annual payments of $100 each. An ordinary annuity is defined as equal end-of-period pay- 
ments at equal intervals. An ordinary annuity of $100 for three periods and its present value (p) 
are illustrated in Exhibit B.6. 





EXHIBIT B.6 
$100 $100 $100 , 
. ® e @—> Time Present Value of an Ordinary 
p Annuity Diagram 


il T i T 
Today Future (n = 1) Future (n = 2) Future (n = 3) 








One way to compute the present value of an ordinary annuity is to find the present value of 
` wane Apply present value 
each payment using our present value formula from Exhibit B.3. We then add each of the three concepts to an annuity 
present values. To illustrate, let’s look at three $100 payments at the end of each of the next by using interest tables. 
three periods with an interest rate of 15%. Our present value computations are 











= $100 $100 $100 
(q +0.15)! (1 +0.15) (1 +0.15) 





P = $228.32 


This computation is identical to computing the present value of each payment (from Table B.1) 
and taking their sum or, alternatively, adding the values from Table B.1 for each of the three 
payments and multiplying their sum by the $100 annuity payment. 

A more direct way is to use a present value of annuity table. Table B.3 at the end of this 
appendix is one such table. This table is called a present value of an annuity of 1 table. If we 
look at Table B.3 where n = 3 and i = 15%, we see the present value is 2.2832. This means that 
the present value of an annuity of 1 for three periods, with a 15% interest rate, equals 2.2832. 

A present value of an annuity formula is used to construct Table B.3. It can also be con- 
structed by adding the amounts in a present value of 1 table. To illustrate, we use Tables B.1 and 
B.3 to confirm this relation for the prior example: 


From Table B.I From Table B.3 


j= NS (Mescsn- 0.8696 
i= PAn E eases 0.7561 
j= FADE Sanh 0.6575 
Toa a D Ne ee 2.2832 


We can also use business calculators or spreadsheet programs to find the present value of an 
annuity. 
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@ Decision 





Better Lucky Than Good “|! don't have good luck—I'm blessed,” proclaimed Andrew “Jack” Whittaker, 
55, a sewage treatment contractor, after winning the largest ever undivided jackpot in a U.S. lottery. Whittaker 
had to choose between $315 million in 30 annual installments or $170 million in one lump sum ($112 million 
after-tax). E 









Quick Check Answer — p. B-7 





3. A company is considering an investment paying $10,000 every six months for three years. The 
first payment would be received in six months. If this company requires an 8% annual return, 
what is the maximum amount it is willing to pay for this investment? 


FUTURE VALUE OF AN ANNUITY 


EXHIBIT B.7 


Future Value of an Ordinary 
Annuity Diagram 





P Apply future value concepts 
to an annuity by using 
interest tables. 











The future value of an ordinary annuity is the accumulated value of each annuity payment with 
interest as of the date of the final payment. To illustrate, let’s consider the earlier annuity of 
three annual payments of $100. Exhibit B.7 shows the point in time for the future value (f). The 
first payment is made two periods prior to the point when future value is determined, and the 
final payment occurs on the future value date. 





$100 $100 $100 
—_e—_____e—________e—____ e— lime 
f 
T F ili T 


Today Future (n = 1) Future (n = 2) Future (n = 3) 





One way to compute the future value of an annuity is to use the formula to find the future 
value of each payment and add them. If we assume an interest rate of 15%, our calculation is 


f= $100 x (1 + 0.15)? + $100 x (1 + 0.15)! + $100 x (1 + 0.15)? = $347.25 


This is identical to using Table B.2 and summing the future values of each payment, or adding 
the future values of the three payments of 1 and multiplying the sum by $100. 

A more direct way is to use a table showing future values of annuities. Such a table is called 
a future value of an annuity of 1 table. Table B.4 at the end of this appendix is one such table. 
Note that in Table B.4 when n = 1, the future values equal 1 (f = 1) for all rates of interest. 
This is so because such an annuity consists of only one payment and the future value is deter- 
mined on the date of that payment—no time passes between the payment and its future value. 
The future value of an annuity formula is used to construct Table B.4. We can also construct it 
by adding the amounts from a future value of 1 table. To illustrate, we use Tables B.2 and B.4 to 
confirm this relation for the prior example: 


From Table B.2 From Table B.4 


PSS een ee. 1.0000 
j= [0S Deed scnen 1.1500 
j= BAD = eee an 1.3225 
Tetley oe E 3.4725 (i=) aoe 3.4725 


Note that the future value in Table B.2 is 1.0000 when n = 0, but the future value in Table B.4 
is 1.0000 when n = 1. Is this a contradiction? No. When n = 0 in Table B.2, the future value is 
determined on the date when a single payment occurs. This means that no interest is earned 
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because no time has passed, and the future value equals the payment. Table B.4 describes an- 
nuities with equal payments occurring at the end of each period. When n = 1, the annuity has 
one payment, and its future value equals 1 on the date of its final and only payment. Again, no 
time passes between the payment and its future value date. 


[vi 


4. A company invests $45,000 per year for five years at 12% annual interest. Compute the value 
of this annuity investment at the end of five years. 


Summary 


Quick Check Answer — p. B-7 


C1 Describe the earning of interest and the concepts of present 

and future values. Interest is payment by a borrower to the 
owner of an asset for its use. Present and future value computations 
are a way for us to estimate the interest component of holding assets 
or liabilities over a period of time. 


by the future date. 


P1 Apply present value concepts to a single amount by using 

interest tables. The present value of a single amount received 
at a future date is the amount that can be invested now at the speci- 
fied interest rate to yield that future value. 


series of equal periodic payments. 


P2 Apply future value concepts to a single amount by using 
interest tables. The future value of a single amount invested 


the final payment. 


Guidance Answers to Quick Checks 


1. $70,000 x 0.6302 = $44,114 (use Table B.1, i = 8%, n = 6). 


2. $555,000/$150,000 = 3.7000; Table B.2 shows this value is not 
achieved until after 17 years at 8% interest. 


m connect’ 


Assume that you must make future value estimates using the future value of I table (Table B.2). Which 
interest rate column do you use when working with the following rates? 


n=5). 


1. 8% compounded quarterly 
2. 12% compounded annually 
3. 6% compounded semiannually 
4. 12% compounded monthly 


QUICK STUDY 


QS B-1 
Identifying interest 
rates in tables 


C1 


at a specified rate of interest is the amount that would accumulate 


P3 Apply present value concepts to an annuity by using 
interest tables. The present value of an annuity is the amount 
that can be invested now at the specified interest rate to yield that 


P4 Apply future value concepts to an annuity by using interest 
tables. The future value of an annuity invested at a specific 
rate of interest is the amount that would accumulate by the date of 


3. $10,000 Xx 5.2421 = $52,421 (use Table B.3, i = 4%, n = 6). 
4. $45,000 X 6.3528 = $285,876 (use Table B.4, i = 12%, 





Ken Francis is offered the possibility of investing $2,745 today and in return to receive $10,000 after 
15 years. What is the annual rate of interest for this investment? (Use Table B.1.) 


QS B-2 
Interest rate 
on an investment P1 





Megan Brink is offered the possibility of investing $6,651 today at 6% interest per year in a desire to 
accumulate $10,000. How many years must Brink wait to accumulate $10,000? (Use Table B.1.) 


QS B-3 
Number of periods 
of an investment P1 





Flaherty is considering an investment that, if paid for immediately, is expected to return $140,000 five 
years from now. If Flaherty demands a 9% return, how much is she willing to pay for this investment? 


QS B-4 


Present value of an amount P1 





CII, Inc., invests $630,000 in a project expected to earn a 12% annual rate of return. The earnings will be 
reinvested in the project each year until the entire investment is liquidated 10 years later. What will the 
cash proceeds be when the project is liquidated? 


QS B-5 


Future value of an amount P2 
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QS B-6 
Present value 
of an annuity P3 


Beene Distributing is considering a project that will return $150,000 annually at the end of each year for 
six years. If Beene demands an annual return of 7% and pays for the project immediately, how much is it 
willing to pay for the project? 





QS B-7 
Future value 
ofan annuity P4 


EXERCISES 


Exercise B-1 
Number of periods 
of an investment P2 


Claire Fitch is planning to begin an individual retirement program in which she will invest $1,500 at the 
end of each year. Fitch plans to retire after making 30 annual investments in the program earning a return 
of 10%. What is the value of the program on the date of the last payment? 


a connect 


Bill Thompson expects to invest $10,000 at 12% and, at the end of a certain period, receive $96,463. How 
many years will it be before Thompson receives the payment? (Use Table B.2.) 





Exercise B-2 
Interest rate on 
an investment P2 


Ed Summers expects to invest $10,000 for 25 years, after which he wants to receive $108,347. What rate 
of interest must Summers earn? (Use Table B.2.) 





Exercise B-3 
Interest rate on 
an investment P3 


Jones expects an immediate investment of $57,466 to return $10,000 annually for eight years, with the 
first payment to be received one year from now. What rate of interest must Jones earn? (Use Table B.3.) 





Exercise B-4 
Number of periods 
of an investment P3 


Keith Riggins expects an investment of $82,014 to return $10,000 annually for several years. If Riggins 
earns a return of 10%, how many annual payments will he receive? (Use Table B.3.) 





Exercise B-5 
Interest rate on 
an investment P4 


Algoe expects to invest $1,000 annually for 40 years to yield an accumulated value of $154,762 on the 
date of the last investment. For this to occur, what rate of interest must Algoe earn? (Use Table B.4.) 





Exercise B-6 
Number of periods 
of an investment P4 


Kate Beckwith expects to invest $10,000 annually that will earn 8%. How many annual investments must 
Beckwith make to accumulate $303,243 on the date of the last investment? (Use Table B.4.) 





Exercise B-7 
Present value 
ofan annuity P3 


Sam Weber finances a new automobile by paying $6,500 cash and agreeing to make 40 monthly payments 
of $500 each, the first payment to be made one month after the purchase. The loan bears interest at an 
annual rate of 12%. What is the cost of the automobile? 





Exercise B-8 
Present value of bonds 


P1 P3 


Spiller Corp. plans to issue 10%, 15-year, $500,000 par value bonds payable that pay interest semiannually 
on June 30 and December 31. The bonds are dated December 31, 2011, and are issued on that date. If the 
market rate of interest for the bonds is 8% on the date of issue, what will be the total cash proceeds from 
the bond issue? 





Exercise B-9 
Present value 
ofanamount P1 


McAdams Company expects to earn 10% per year on an investment that will pay $606,773 six years from now. 
Use Table B.1 to compute the present value of this investment. (Round the amount to the nearest dollar.) 





Exercise B-10 
Present value of 

an amount and 

ofan annuity P1 P3 


Compute the amount that can be borrowed under each of the following circumstances: 
1. A promise to repay $90,000 seven years from now at an interest rate of 6%. 


2. An agreement made on February 1, 2011, to make three separate payments of $20,000 on February 1 
of 2012, 2013, and 2014. The annual interest rate is 10%. 





Exercise B-11 
Present value 
ofanamount P1 


On January 1, 2011, a company agrees to pay $20,000 in three years. If the annual interest rate is 10%, 
determine how much cash the company can borrow with this agreement. 


Appendix B Time Value of Money 





Find the amount of money that can be borrowed today with each of the following separate debt agreements 
a through f (Round amounts to the nearest dollar.) 


Single Future Number Interest 

Case Payment of Periods Rate 
GE: gaecenn $40,000 3 4% 
| Beene 75,000 7 8 
Com 52,000 9 10 
(: Perron 18,000 2 4 
GE asoneon 63,000 8 6 
PT 89,000 5 2 


Exercise B-12 
Present value 
ofanamount P1 





C&H Ski Club recently borrowed money and agrees to pay it back with a series of six annual payments of 

$5,000 each. C&H subsequently borrows more money and agrees to pay it back with a series of four 

annual payments of $7,500 each. The annual interest rate for both loans is 6%. 

1. Use Table B.1 to find the present value of these two separate annuities. (Round amounts to the nearest 
dollar.) 

2. Use Table B.3 to find the present value of these two separate annuities. (Round amounts to the nearest 
dollar.) 


Exercise B-13 
Present values of annuities 


P3 





Otto Co. borrows money on April 30, 2011, by promising to make four payments of $13,000 each on 
November 1, 2011; May 1, 2012; November 1, 2012; and May 1, 2013. 


1. How much money is Otto able to borrow if the interest rate is 8%, compounded semiannually? 
2. How much money is Otto able to borrow if the interest rate is 12%, compounded semiannually? 
3. How much money is Otto able to borrow if the interest rate is 16%, compounded semiannually? 


Exercise B-14 
Present value with semiannual 
compounding 


Ci P3 





Mark Welsch deposits $7,200 in an account that earns interest at an annual rate of 8%, compounded 
quarterly. The $7,200 plus earned interest must remain in the account 10 years before it can be withdrawn. 
How much money will be in the account at the end of 10 years? 


Exercise B-15 
Future value 
ofanamount P2 





Kelly Malone plans to have $50 withheld from her monthly paycheck and deposited in a savings account 
that earns 12% annually, compounded monthly. If Malone continues with her plan for two and one-half 
years, how much will be accumulated in the account on the date of the last deposit? 


Exercise B-16 
Future value 
ofan annuity P4 





Starr Company decides to establish a fund that it will use 10 years from now to replace an aging production 
facility. The company will make a $100,000 initial contribution to the fund and plans to make quarterly 
contributions of $50,000 beginning in three months. The fund earns 12%, compounded quarterly. What 
will be the value of the fund 10 years from now? 


Exercise B-17 
Future value of 

an amount plus 

an annuity P2 P4 





Catten, Inc., invests $163,170 today earning 7% per year for nine years. Use Table B.2 to compute the 
future value of the investment nine years from now. (Round the amount to the nearest dollar.) 


Exercise B-18 
Future value of 
anamount P2 





For each of the following situations, identify (1) the case as either (a) a present or a future value and (b) a 
single amount or an annuity, (2) the table you would use in your computations (but do not solve the 
problem), and (3) the interest rate and time periods you would use. 

a. You need to accumulate $10,000 for a trip you wish to take in four years. You are able to earn 8% 
compounded semiannually on your savings. You plan to make only one deposit and let the money ac- 
cumulate for four years. How would you determine the amount of the one-time deposit? 

b. Assume the same facts as in part (a) except that you will make semiannual deposits to your savings 
account. 

c. You want to retire after working 40 years with savings in excess of $1,000,000. You expect to save 
$4,000 a year for 40 years and earn an annual rate of interest of 8%. Will you be able to retire with 
more than $1,000,000 in 40 years? Explain. 

d. A sweepstakes agency names you a grand prize winner. You can take $225,000 immediately or elect 
to receive annual installments of $30,000 for 20 years. You can earn 10% annually on any investments 
you make. Which prize do you choose to receive? 


Exercise B-19 
Using present and future 
value tables 


C1 P1 P2 P3 P4 
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TABLE B.1 


Present Value of 1 


p =1/ +i" 


Periods 15% 





0.9901 0.9804 0.9709 0.9615 0.9524 0.9434 0.9346 0.9259 0.9174 0.9091 0.8929 0.8696 


l 
2 0.9803 0.9612 0.9426 0.9246 0.9070 0.8900 0.8734 0.8573 0.8417 0.8264 0.7972 0.7561 
3 0.9706 0.9423 0.9151 0.8890 0.8638 0.8396 0.8163 0.7938 0.7722 0.7513 0.7118 0.6575 
4 0.9610 0.9238 0.8885 0.8548 0.8227 0.7921 0.7629 0.7350 0.7084 0.6830 0.6355 0.5718 
5 0.9515 0.9057 0.8626 0.8219 0.7835 0.7473 0.7130 0.6806 0.6499 0.6209 0.5674 0.4972 
6 0.9420 0.8880 0.8375 0.7903 0.7462 0.7050 0.6663 0.6302 0.5963 0.5645 0.5066 0.4323 
7 0.9327 0.8706 0.8131 0.7599 0.7107 0.6651 0.6227 0.5835 0.5470 0.5132 0.4523 0.3759 
8 0.9235 0.8535 0.7894 0.7307 0.6768 0.6274 0.5820 0.5403 0.5019 0.4665 0.4039 0.3269 
9 0.9143 0.8368 0.7664 0.7026 0.6446 0.5919 0.5439 0.5002 0.4604 0.4241 0.3606 0.2843 
10 0.9053 0.8203 0.7441 0.6756 0.6139 0.5584 0.5083 0.4632 0.4224 0.3855 0.3220 0.2472 
II 0.8963 0.8043 0.7224 0.6496 0.5847 0.5268 0.4751 0.4289 0.3875 0.3505 0.2875 0.2149 
12 0.8874 0.7885 0.7014 0.6246 0.5568 0.4970 0.4440 0.3971 0.3555 0.3186 0.2567 0.1869 
13 0.8787 0.7730 0.6810 0.6006 0.5303 0.4688 0.4150 0.3677 0.3262 0.2897 0.2292 0.1625 
14 0.8700 0.7579 0.6611 0.5775 0.5051 0.4423 0.3878 0.3405 0.2992 0.2633 0.2046 0.1413 
15 0.8613 0.7430 0.6419 0.5553 0.4810 0.4173 0.3624 0.3152 0.2745 0.2394 0.1827 0.1229 
16 0.8528 0.7284 0.6232 0.5339 0.4581 0.3936 0.3387 0.2919 0.2519 0.2176 0.1631 0.1069 
17 0.8444 0.7142 0.6050 0.5134 0.4363 0.3714 0.3166 0.2703 0.2311 0.1978 0.1456 0.0929 
18 0.8360 0.7002 0.5874 0.4936 0.4155 0.3503 0.2959 0.2502 0.2120 0.1799 0.1300 0.0808 
19 0.8277 0.6864 0.5703 0.4746 0.3957 0.3305 0.2765 0.2317 0.1945 0.1635 0.1161 0.0703 
20 0.8195 0.6730 0.5537 0.4564 0.3769 0.3118 0.2584 0.2145 0.1784 0.1486 0.1037 0.061 I 
25 0.7798 0.6095 0.4776 0.3751 0.2953 0.2330 0.1842 0.1460 0.1160 0.0923 0.0588 0.0304 
30 0.7419 0.5521 0.4120 0.3083 0.2314 0.1741 0.1314 0.0994 0.0754 0.0573 0.0334 0.0151 
35 0.7059 0.5000 0.3554 0.2534 0.1813 0.1301 0.0937 0.0676 0.0490 0.0356 0.0189 0.0075 
40 0.6717 0.4529 0.3066 0.2083 0.1420 0.0972 0.0668 0.0460 0.0318 0.0221 0.0107 0.0037 

TABLE B.2 ; 

f=0a +i" 


Future Value of 1 





Periods 
0 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 
l 1.0100 1.0200 1.0300 1.0400 1.0500 1.0600 1.0700 1.0800 1.0900 1.1000 1.1200 1.1500 
2 1.0201 1.0404 1.0609 1.0816 1.1025 1.1236 1.1449 1.1664 1.1881 1.2100 1.2544 1.3225 
3 1.0303 1.0612 1.0927 1.1249 1.1576 1.1910 1.2250 1.2597 1.2950 1.3310 1.4049 1.5209 
4 1.0406 1.0824 1.1255 1.1699 1.2155 1.2625 1.3108 1.3605 1.4116 1.4641 1.5735 1.7490 
5 1.0510 1.1041 1.1593 1.2167 1.2763 1.3382 1.4026 1.4693 1.5386 1.6105 1.7623 2.0114 
6 1.0615 1.1262 1.1941 1.2653 1.3401 1.4185 1.5007 1.5869 1.6771 1.7716 1.9738 2.3131 
7 1.0721 1.1487 1.2299 1.3159 1.4071 1.5036 1.6058 1.7138 1.8280 1.9487 2.2107 2.6600 
8 1.0829 1.1717 1.2668 1.3686 1.4775 1.5938 1.7182 1.8509 1.9926 2.1436 2.4760 3.0590 
9 1.0937 1.1951 1.3048 1.4233 1.5513 1.6895 1.8385 1.9990 2.1719 2.3579 2.7731 3.5179 
10 1.1046 1.2190 1.3439 1.4802 1.6289 1.7908 1.9672 2.1589 2.3674 2.5937 3.1058 4.0456 
Il 1.1157 1.2434 1.3842 1.5395 1.7103 1.8983 2.1049 2.3316 2.5804 2.8531 3.4785 4.6524 
12 1.1268 1.2682 1.4258 1.6010 1.7959 2.0122 2.2522 2.5182 2.8127 3.1384 3.8960 5.3503 
13 1.1381 1.2936 1.4685 1.6651 1.8856 2.1329 2.4098 2.7196 3.0658 3.4523 4.3635 6.1528 
14 1.1495 1.3195 1.5126 1.7317 1.9799 2.2609 2.5785 2.9372 3.3417 3.7975 4.8871 7.0757 
15 1.1610 1.3459 1.5580 1.8009 2.0789 2.3966 2.7590 3.1722 3.6425 4.1772 5.4736 8.1371 
16 1.1726 1.3728 1.6047 1.8730 2.1829 2.5404 2.9522 3.4259 3.9703 4.5950 6.1304 9.3576 
17 1.1843 1.4002 1.6528 1.9479 2.2920 2.6928 3.1588 3.7000 4.3276 5.0545 6.8660 10.7613 
18 1.1961 1.4282 1.7024 2.0258 2.4066 2.8543 3.3799 3.9960 4.7171 5.5599 7.6900 12.3755 
19 1.2081 1.4568 1.7535 2.1068 2.5270 3.0256 3.6165 4.3157 5.1417 6.1159 8.6128 14.2318 
20 1.2202 1.4859 1.8061 2.1911 2.6533 3.2071 3.8697 4.6610 5.6044 6.7275 9.6463 16.3665 
25 1.2824 1.6406 2.0938 2.6658 3.3864 4.2919 5.4274 6.8485 8.623 | 10.8347 17.0001 32.9190 
30 1.3478 1.8114 2.4273 3.2434 4.3219 5.7435 7.6123 10.0627 13.2677 17.4494 29.9599 66.2118 
35 1.4166 1.9999 2.8139 3.9461 5.5160 7.686 | 10.6766 14.7853 20.4140 28.1024 52.7996 133.1755 


40 1.4889 2.2080 3.2620 4.8010 7.0400 10.2857 14.9745 21.7245 31.4094 45.2593 93.0510 267.8635 


Appendix B Time Value of Money B-I1 


ne i Lli TABLE B.3 


Present Value of an Annuity of 1 


Periods 12% 15% 





l 0.9901 0.9804 0.9709 0.9615 0.9524 0.9434 0.9346 0.9259 0.9174 0.9091 0.8929 0.8696 
2 1.9704 1.9416 1.9135 1.8861 1.8594 1.8334 1.8080 1.7833 1.7591 1.7355 1.6901 1.6257 
3 2.9410 2.8839 2.8286 2.7751 2.7232 2.6730 2.6243 2.5771 2.5313 2.4869 2.4018 2.2832 
4 3.9020 3.8077 3.7171 3.6299 3.5460 3.4651 3.3872 3.3121 3.2397 3.1699 3.0373 2.8550 
5 4.8534 4.7135 4.5797 4.4518 4.3295 4.2124 4.1002 3.9927 3.8897 3.7908 3.6048 3.3522 
6 5.7955 5.6014 5.4172 5.2421 5.0757 4.9173 4.7665 4.6229 4.4859 4.3553 4.1114 3.7845 
7 6.7282 6.4720 6.2303 6.0021 5.7864 5.5824 5.3893 5.2064 5.0330 4.8684 4.5638 4.1604 
8 7.6517 7.3255 7.0197 6.7327 6.4632 6.2098 5.9713 5.7466 5.5348 5.3349 4.9676 4.4873 
9 8.5660 8.1622 7.7861 7.4353 7.1078 6.8017 6.5152 6.2469 5.9952 5.7590 5.3282 4.7716 
10 9.4713 8.9826 8.5302 8.1109 7.7217 7.3601 7.0236 6.7101 6.4177 6.1446 5.6502 5.0188 
I 10.3676 9.7868 9.2526 8.7605 8.3064 7.8869 7.4987 7.1390 6.8052 6.4951 5.9377 5.2337 
12 11.2551 10.5753 9.9540 9.3851 8.8633 8.3838 7.9427 7.5361 7.1607 6.8137 6.1944 5.4206 
13 12.1337 11.3484 10.6350 9.9856 9.3936 8.8527 8.3577 7.9038 7.4869 7.1034 6.4235 5.5831 
14 13.0037 12.1062 11.2961 10.5631 9.8986 9.2950 8.7455 8.2442 7.7862 7.3667 6.6282 5.7245 
15 13.8651 12.8493 11.9379 11.1184 10.3797 9.7122 9.1079 8.5595 8.0607 7.6061 6.8109 5.8474 
16 14.7179 13.5777 12.5611 11.6523 10.8378 10.1059 9.4466 8.8514 8.3126 7.8237 6.9740 5.9542 
17 15.5623 14.2919 13.1661 12.1657 11.2741 10.4773 9.7632 9.1216 8.5436 8.0216 7.1196 6.0472 
18 16.3983 14.9920 13.7535 12.6593 11.6896 10.8276 10.0591 9.3719 8.7556 8.2014 7.2497 6.1280 
19 17.2260 15.6785 14.3238 13.1339 12.0853 11.1581 10.3356 9.6036 8.9501 8.3649 7.3658 6.1982 
20 18.0456 16.3514 14.8775 13.5903 12.4622 11.4699 10.5940 9.8181 9.1285 8.5136 7.4694 6.2593 
25 22.0232 19.5235 17.4131 15.6221 14.0939 12.7834 11.6536 10.6748 9.8226 9.0770 7.843 | 6.464 | 
30 25.8077 22.3965 19.6004 17.2920 15.3725 13.7648 12.4090 11.2578 10.2737 9.4269 8.0552 6.5660 
35 29.4086 24.9986 21.4872 18.6646 16.3742 14.4982 12.9477 11.6546 10.5668 9.6442 8.1755 6.6166 
40 32.8347 27.3555 23.1148 19.7928 17.1591 15.0463 13.3317 11.9246 10.7574 9.7791 8.2438 6.6418 
TABLE B.4 


f= +ò)" - 1/i 


Future Value of an Annuity of 1 





Periods 2% 
| 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 
2 2.0100 2.0200 2.0300 2.0400 2.0500 2.0600 2.0700 2.0800 2.0900 2.1000 2.1200 2.1500 
3 3.0301 3.0604 3.0909 3.1216 3.1525 3.1836 3.2149 3.2464 3.2781 3.3100 3.3744 3.4725 
4 4.0604 4.1216 4.1836 4.2465 4.3101 4.3746 4.4399 4.5061 4.5731 4.6410 4.7793 4.9934 
5 5.1010 5.2040 5.3091 5.4163 5.5256 5.6371 5.7507 5.8666 5.9847 6.1051 6.3528 6.7424 
6 6.1520 6.3081 6.4684 6.6330 6.8019 6.9753 7.1533 7.3359 7.5233 7.7156 8.1152 8.7537 
7 7.2135 7.4343 7.6625 7.8983 8.1420 8.3938 8.6540 8.9228 9.2004 9.4872 10.0890 11.0668 
8 8.2857 8.5830 8.8923 9.2142 9.5491 9.8975 10.2598 10.6366 11.0285 11.4359 12.2997 13.7268 
9 9.3685 9.7546 10.1591 10.5828 11.0266 11.4913 11.9780 12.4876 13.0210 13.5795 14.7757 16.7858 
10 10.4622 10.9497 11.4639 12.0061 12.5779 13.1808 13.8164 14.4866 15.1929 15.9374 17.5487 20.3037 
I 11.5668 12.1687 12.8078 13.4864 14.2068 14.9716 15.7836 16.6455 17.5603 18.5312 20.6546 24.3493 
12 12.6825 13.4121 14.1920 15.0258 15.9171 16.8699 17.8885 18.9771 20.1407 21.3843 24.1331 29.0017 
13 13.8093 14.6803 15.6178 16.6268 17.7130 18.8821 20.1406 21.4953 22.9534 24.5227 28.0291 34.3519 
14 14.9474 15.9739 17.0863 18.2919 19.5986 21.0151 22.5505 24.2149 26.0192 27.9750 32.3926 40.5047 
I5 16.0969 17.2934 18.5989 20.0236 21.5786 23.2760 25.1290 27.1521 29.3609 31.7725 37.2797 47.5804 
16 17.2579 18.6393 20.1569 21.8245 23.6575 25.6725 27.888 | 30.3243 33.0034 35.9497 42.7533 55.7175 
17 18.4304 20.0121 21.7616 23.6975 25.8404 28.2129 30.8402 33.7502 36.9737 40.5447 48.8837 65.0751 
18 19.6147 21.4123 23.4144 25.6454 28.1324 30.9057 33.9990 37.4502 41.3013 45.5992 55.7497 75.8364 
19 20.8109 22.8406 25.1169 27.6712 30.5390 33.7600 37.3790 41.4463 46.0185 51.1591 63.4397 88.2118 
20 22.0190 24.2974 26.8704 29.7781 33.0660 36.7856 40.9955 45.7620 51.1601 57.2750 72.0524 102.4436 
25 28.2432 32.0303 36.4593 41.6459 47.7271 54.8645 63.2490 73.1059 84.7009 98.3471 133.3339 212.7930 
30 34.7849 40.5681 47.5754 56.0849 66.4388 79.0582 94.4608 113.2832 136.3075 164.4940 241.3327 434.7451 
35 41.6603 49.9945 60.4621 73.6522 90.3203 111.4348 138.2369 172.3168 215.7108 271.0244 431.6635 881.1702 


40 48.8864 60.4020 75.4013 95.0255 120.7998 154.7620 199.6351 259.0565 337.8824 442.5926 767.0914  1,779.0903 





Glossary 





Absorption costing Costing method that assigns both variable and fixed 
costs to products. (p. 915) 


Accelerated depreciation method Method that produces larger depre- 
ciation charges in the early years of an asset’s life and smaller charges in 
its later years. (p. 400) 


Account Record within an accounting system in which increases and 
decreases are entered and stored in a specific asset, liability, equity, rev- 
enue, or expense. (p. 51) 


Account balance Difference between total debits and total credits (in- 
cluding the beginning balance) for an account. (p. 55) 


Account form balance sheet Balance sheet that lists assets on the left 
side and liabilities and equity on the right. (p. 18) 


Account payable Liability created by buying goods or services on 
credit; backed by the buyer’s general credit standing. (p. 50) 


Accounting Information and measurement system that identifies, re- 
cords, and communicates relevant information about a company’s busi- 
ness activities. (p. 4) 


Accounting cycle Recurring steps performed each accounting period, 
starting with analyzing transactions and continuing through the post- 
closing trial balance (or reversing entries). (p. 146) 


Accounting equation Equality involving a company’s assets, liabilities, 
and equity; Assets = Liabilities + Equity; also called balance sheet 
equation. (p. 14) 


Accounting information system People, records, and methods that col- 
lect and process data from transactions and events, organize them in use- 
ful forms, and communicate results to decision makers. (p. 272) 


Accounting period Length of time covered by financial statements; also 
called reporting period. (p. 94) 


Accounting rate of return Rate used to evaluate the acceptability of an 
investment; equals the after-tax periodic income from a project divided 
by the average investment in the asset; also called rate of return on aver- 
age investment. (p. 1039) 


Accounts payable ledger Subsidiary ledger listing individual creditor 
(supplier) accounts. (p. 277) 


Accounts receivable Amounts due from customers for credit sales; 
backed by the customer’s general credit standing. (p. 360) 


Accounts receivable ledger Subsidiary ledger listing individual cus- 
tomer accounts. (p. 277) 


Accounts receivable turnover Measure of both the quality and liquid- 
ity of accounts receivable; indicates how often receivables are received 
and collected during the period; computed by dividing net sales by aver- 
age accounts receivable. (p. 375) 


G 


Accrual basis accounting Accounting system that recognizes revenues 
when earned and expenses when incurred; the basis for GAAP. (p. 95) 


Accrued expenses Costs incurred in a period that are both unpaid and 
unrecorded; adjusting entries for recording accrued expenses involve in- 
creasing expenses and increasing liabilities. (p. 101) 


Accrued revenues Revenues earned in a period that are both unrecorded 
and not yet received in cash (or other assets); adjusting entries for record- 
ing accrued revenues involve increasing assets and increasing reve- 
nues. (pp. 103 & 960) 


Accumulated depreciation Cumulative sum of all depreciation expense 
recorded for an asset. (p. 97) 


Acid-test ratio Ratio used to assess a company’s ability to settle its cur- 
rent debts with its most liquid assets; defined as quick assets (cash, short- 
term investments, and current receivables) divided by current 
liabilities. (p. 196) 


Activity-based budgeting (ABB) Budget system based on expected 
activities. (p. 960) 


Activity-based costing (ABC) Cost allocation method that focuses on 
activities performed; traces costs to activities and then assigns them to 
cost objects. (p. 861) 


Activity cost driver Variable that causes an activity’s cost to go up or 
down; a causal factor. (p. 861) 


Activity cost pool Temporary account that accumulates costs a com- 
pany incurs to support an activity. (p. 861) 


Adjusted trial balance List of accounts and balances prepared after 
period-end adjustments are recorded and posted. (p. 106) 


Adjusting entry Journal entry at the end of an accounting period to 
bring an asset or liability account to its proper amount and update the 
related expense or revenue account. (p. 96) 


Aging of accounts receivable Process of classifying accounts receiv- 
able by how long they are past due for purposes of estimating uncollect- 
ible accounts. (p. 368) 


Allowance for Doubtful Accounts Contra asset account with a balance 
approximating uncollectible accounts receivable; also called Allowance 
for Uncollectible Accounts. (p. 365) 


Allowance method Procedure that (a) estimates and matches bad debts 
expense with its sales for the period and/or (b) reports accounts receiv- 
able at estimated realizable value. (p. 364) 


Amortization Process of allocating the cost of an intangible asset to 
expense over its estimated useful life. (p. 409) 


Annual financial statements Financial statements covering a one-year 
period; often based on a calendar year, but any consecutive 12-month (or 
52-week) period is acceptable. (p. 94) 


Annual report Summary of a company’s financial results for the year 
with its current financial condition and future plans; directed to external 
users of financial information. (p. A-1) 


Annuity Series of equal payments at equal intervals. (p. 571) 


Appropriated retained earnings Retained earnings separately reported 
to inform stockholders of funding needs. (p. 525) 


Asset book value (See book value.) 


Assets Resources a business owns or controls that are expected to pro- 
vide current and future benefits to the business. (p. 14) 


Audit Analysis and report of an organization’s accounting system, its 
records, and its reports using various tests. (p. 12) 


Auditors Individuals hired to review financial reports and information 
systems. Internal auditors of a company are employed to assess and 
evaluate its system of internal controls, including the resulting reports. 
External auditors are independent of a company and are hired to assess 
and evaluate the “fairness” of financial statements (or to perform other 
contracted financial services) (p. 13). 


Authorized stock Total amount of stock that a corporation’s charter au- 
thorizes it to issue. (p. 5/1) 


Available-for-sale (AFS) securities Investments in debt and equity se- 
curities that are not classified as trading securities or held-to-maturity 
securities. (p. 600) 


Average cost See weighted average. 


Avoidable expense Expense (or cost) that is relevant for decision mak- 
ing; expense that is not incurred if a department, product, or service is 
eliminated. (p. 1053) 


Bad debts Accounts of customers who do not pay what they have prom- 
ised to pay; an expense of selling on credit; also called uncollectible ac- 
counts. (p. 363) 


Balance column account Account with debit and credit columns for 
recording entries and another column for showing the balance of the ac- 
count after each entry. (p. 58) 


Balance sheet Financial statement that lists types and dollar amounts of 
assets, liabilities, and equity at a specific date. (p. 19) 


Balance sheet equation (See accounting equation.) 


Balanced scorecard A system of performance measurement that col- 
lects information on several key performance indicators within each of 
four perspectives: customer, internal processes, innovation and learning, 
and financial. (p. 874) 


Bank reconciliation Report that explains the difference between the 
book (company) balance of cash and the cash balance reported on the 
bank statement. (p. 331) 


Bank statement Bank report on the depositor’s beginning and ending 
cash balances, and a listing of its changes, for a period. (p. 330) 


Basic earnings per share Net income less any preferred dividends and 
then divided by weighted-average common shares outstanding. (p. 527) 


Batch processing Accumulating source documents for a period of time 
and then processing them all at once such as once a day, week, or 
month. (p. 286) 
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Bearer bonds Bonds made payable to whoever holds them (the bearer); 
also called unregistered bonds. (p. 566) 


Benchmarking Practice of comparing and analyzing company financial 
performance or position with other companies or standards. (p. 1002) 


Betterments Expenditures to make a plant asset more efficient or pro- 
ductive; also called improvements. (p. 405) 


Bond Written promise to pay the bond’s par (or face) value and 
interest at a stated contract rate; often issued in denominations of 
$1,000. (p. 552) 


Bond certificate Document containing bond specifics such as issuer’s 
name, bond par value, contract interest rate, and maturity date. (p. 554) 


Bond indenture Contract between the bond issuer and the bondholders; 
identifies the parties’ rights and obligations. (p. 554) 


Book value Asset’s acquisition costs less its accumulated depreciation 
(or depletion, or amortization); also sometimes used synonymously as 
the carrying value of an account. (p. 100) 


Book value per common share Recorded amount of equity applicable 
to common shares divided by the number of common shares outstand- 
ing. (p. 528) 


Book value per preferred share Equity applicable to preferred shares 
(equals its call price [or par value if it is not callable] plus any cumulative 
dividends in arrears) divided by the number of preferred shares outstand- 
ing. (p. 528) 


Bookkeeping (See recordkeeping.) 


Break-even point Output level at which sales equals fixed plus variable 
costs; where income equals zero. (p. 915) 


Break-even time (BET) Time-based measurement used to evaluate the 
acceptability of an investment; equals the time expected to pass before 
the present value of the net cash flows from an investment equals its ini- 
tial cost. (p. 1055) 


Budget Formal statement of future plans, usually expressed in monetary 
terms. (p. 946) 


Budget report Report comparing actual results to planned objectives; 
sometimes used as a progress report. (p. 990) 


Budgetary control Management use of budgets to monitor and control 
company operations. (p. 990) 


Budgeted balance sheet Accounting report that presents predicted 
amounts of the company’s assets, liabilities, and equity balances as of the 
end of the budget period. (p. 958) 


Budgeted income statement Accounting report that presents predicted 
amounts of the company’s revenues and expenses for the budget pe- 
riod. (p. 958) 


Budgeting Process of planning future business actions and expressing 
them as formal plans. (p. 946) 


Business An organization of one or more individuals selling products 
and/or services for profit. (p. 10) 


Business entity assumption Principle that requires a business to be 
accounted for separately from its owner(s) and from any other 
entity. (p. 11) 


G-2 Glossary 


Business segment Part of a company that can be separately identified 
by the products or services that it provides or by the geographic markets 
that it serves; also called segment. (p. 710) 


C corporation Corporation that does not qualify for nor elect to be 
treated as a proprietorship or partnership for income tax purposes and 
therefore is subject to income taxes; also called C corp. (p. 482) 


Call price Amount that must be paid to call and retire a callable pre- 
ferred stock or a callable bond. (p. 52/) 


Callable bonds Bonds that give the issuer the option to retire them at a 
stated amount prior to maturity. (p. 566) 


Callable preferred stock Preferred stock that the issuing corporation, 
at its option, may retire by paying the call price plus any dividends in 
arrears. (p. 521) 


Canceled checks Checks that the bank has paid and deducted from the 
depositor’s account. (p. 331) 


Capital budgeting Process of analyzing alternative investments and de- 
ciding which assets to acquire or sell. (p. 1036) 


Capital expenditures Additional costs of plant assets that provide ma- 
terial benefits extending beyond the current period; also called balance 
sheet expenditures. (p. 404) 


Capital expenditures budget Plan that lists dollar amounts to be both 
received from disposal of plant assets and spent to purchase plant as- 
sets. (p. 956) 


Capital leases Long-term leases in which the lessor transfers substan- 
tially all risk and rewards of ownership to the lessee. (p. 577) 


Capital stock General term referring to a corporation’s stock used in 
obtaining capital (owner financing). (p. 511) 


Capitalize Record the cost as part of a permanent account and allocate 
it over later periods. 


Carrying (book) value of bonds Net amount at which bonds are re- 
ported on the balance sheet; equals the par value of the bonds less any 
unamortized discount or plus any unamortized premium; also called car- 
rying amount or book value. (p. 556) 


Cash Includes currency, coins, and amounts on deposit in bank check- 
ing or savings accounts. (p. 321) 


Cash basis accounting Accounting system that recognizes revenues 
when cash is received and records expenses when cash is paid. (p. 95) 


Cash budget Plan that shows expected cash inflows and outflows dur- 
ing the budget period, including receipts from loans needed to maintain a 
minimum cash balance and repayments of such loans. (p. 956) 


Cash disbursements journal Special journal normally used to record 
all payments of cash; also called cash payments journal. (p. 284) 


Cash discount Reduction in the price of merchandise granted by a seller 
to a buyer when payment is made within the discount period. (p. 183) 


Cash equivalents Short-term, investment assets that are readily convert- 
ible to a known cash amount or sufficiently close to their maturity date 
(usually within 90 days) so that market value is not sensitive to interest 
rate changes. (p. 321) 


Cash flow on total assets Ratio of operating cash flows to average total 
assets; not sensitive to income recognition and measurement; partly re- 
flects earnings quality. (p. 650) 


Cash Over and Short Income statement account used to record cash 
overages and cash shortages arising from errors in cash receipts or pay- 
ments. (p. 323) 


Cash receipts journal Special journal normally used to record all re- 
ceipts of cash. (p. 281) 


Change in an accounting estimate Change in an accounting estimate 
that results from new information, subsequent developments, or improved 
judgment that impacts current and future periods. (pp. 403 & 525) 


Chart of accounts List of accounts used by a company; includes an 
identification number for each account. (p. 54) 


Check Document signed by a depositor instructing the bank to pay a 
specified amount to a designated recipient. (p. 328) 


Check register Another name for a cash disbursements journal when 
the journal has a column for check numbers. (pp. 284 & 340) 


Classified balance sheet Balance sheet that presents assets and liabili- 
ties in relevant subgroups, including current and noncurrent classifica- 
tions. (p. 147) 


Clock card Source document used to record the number of hours an 
employee works and to determine the total labor cost for each pay pe- 
riod. (p. 782) 


Closing entries Entries recorded at the end of each accounting period 
to transfer end-of-period balances in revenue, gain, expense, loss, and 
withdrawal (dividend for a corporation) accounts to the capital account 
(to retained earnings for a corporation). (p. 143) 


Closing process Necessary end-of-period steps to prepare the accounts 
for recording the transactions of the next period. (p. 142) 


Columnar journal Journal with more than one column. (p. 278) 


Committee on Sponsoring Organizations (COSO) Committee de- 
voted to improving the quality of financial reporting through effective 
internal controls, consisting of five interrelated components, along with 
other mechanisms (www.COSO.org). (p. 315) 


Common stock Corporation’s basic ownership share; also generically 
called capital stock. (pp. 12 & 510) 


Common-size financial statement Statement that expresses each 
amount as a percent of a base amount. In the balance sheet, total assets is 
usually the base and is expressed as 100%. In the income statement, net 
sales is usually the base. (p. 693) 


Comparative financial statement Statement with data for two or more 
successive periods placed in side-by-side columns, often with changes 
shown in dollar amounts and percents. (p. 688) 


Compatibility principle Information system principle that prescribes 
an accounting system to conform with a company’s activities, personnel, 
and structure. (p. 273) 


Complex capital structure Capital structure that includes outstanding 
rights or options to purchase common stock, or securities that are con- 
vertible into common stock. (p. 527) 


Components of accounting systems Five basic components of account- 
ing systems are source documents, input devices, information processors, 
information storage, and output devices. (p. 273) 


Composite unit Generic unit consisting of a specific number of units of 
each product; unit comprised in proportion to the expected sales mix of 
its products. (p. 922) 


Compound journal entry Journal entry that affects at least three ac- 
counts. (p. 61) 


Comprehensive income Net change in equity for a period, excluding 
owner investments and distributions. (p. 604) 


Computer hardware Physical equipment in a computerized accounting 
information system. 


Computer network Linkage giving different users and different com- 
puters access to common databases and programs. (p. 286) 


Computer software Programs that direct operations of computer 
hardware. 


Conceptual framework A written framework to guide the development, 
preparation, and interpretation of financial accounting information. (p. 9) 


Conservatism constraint Principle that prescribes the less optimistic 
estimate when two estimates are about equally likely. (p. 238) 


Consignee Receiver of goods owned by another who holds them for 
purposes of selling them for the owner. (p. 228) 


Consignor Owner of goods who ships them to another party who will 
sell them for the owner. (p. 228) 


Consistency concept Principle that prescribes use of the same account- 
ing method(s) over time so that financial statements are comparable 
across periods. (p. 237) 


Consolidated financial statements Financial statements that show all 
(combined) activities under the parent’s control, including those of any 
subsidiaries. (p. 603) 


Contingent liability Obligation to make a future payment if, and only 
if, an uncertain future event occurs. (p. 448) 


Continuous budgeting Practice of preparing budgets for a selected 
number of future periods and revising those budgets as each period is 
completed. (p. 949) 


Continuous improvement Concept requiring every manager and em- 
ployee continually to look to improve operations. (p. 748) 


Contra account Account linked with another account and having an op- 
posite normal balance; reported as a subtraction from the other account’s 
balance. (p. 99) 


Contract rate Interest rate specified in a bond indenture (or note); mul- 
tiplied by the par value to determine the interest paid each period; also 
called coupon rate, stated rate, or nominal rate. (p. 555) 


Contributed capital Total amount of cash and other assets received from 
stockholders in exchange for stock; also called paid-in capital. (p. 13) 


Contributed capital in excess of par value Difference between the par 
value of stock and its issue price when issued at a price above par. 


Contribution margin Sales revenue less total variable costs. 


Contribution margin income statement Income statement that sepa- 
rates variable and fixed costs; highlights the contribution margin, which 
is sales less variable expenses. 


Contribution margin per unit Amount that the sale of one unit con- 
tributes toward recovering fixed costs and earning profit; defined as sales 
price per unit minus variable expense per unit. (p. 914) 


Contribution margin ratio Product’s contribution margin divided by 
its sale price. (p. 914) 


Control Process of monitoring planning decisions and evaluating the 
organization’s activities and employees. (p. 733) 


Control principle Information system principle that prescribes an ac- 
counting system to aid managers in controlling and monitoring business 
activities. (p. 272) 
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Controllable costs Costs that a manager has the power to control or at 
least strongly influence. (pp. 737 & 875) 


Controllable variance Combination of both overhead spending variances 
(variable and fixed) and the variable overhead efficiency variance. (p. 1003) 


Controlling account General ledger account, the balance of which (af- 
ter posting) equals the sum of the balances in its related subsidiary led- 
ger. (p. 277) 


Conversion costs Expenditures incurred in converting raw materials to 
finished goods; includes direct labor costs and overhead costs. (p. 743) 


Conversion costs per equivalent unit The combined costs of direct la- 
bor and factory overhead per equivalent unit. (p. 829) 


Convertible bonds Bonds that bondholders can exchange for a set num- 
ber of the issuer’s shares. (p. 566) 


Convertible preferred stock Preferred stock with an option to exchange 
it for common stock at a specified rate. (p. 520) 


Copyright Right giving the owner the exclusive privilege to publish and 
sell musical, literary, or artistic work during the creator’s life plus 
70 years. (p. 410) 


Corporation Business that is a separate legal entity under state or 
federal laws with owners called shareholders or stockholders. 
(pp. 12 & 508) 


Cost All normal and reasonable expenditures necessary to get an asset 
in place and ready for its intended use. (p. 395) 


Cost accounting system Accounting system for manufacturing activi- 
ties based on the perpetual inventory system. (p. 776) 


Cost-based transfer pricing A form of pricing transfers between divi- 
sions of the same company based on costs to the transferring division; 
typically used when the transferring division has excess capacity. (p. 883) 


Cost-benefit constraint Notion that only information with benefits of 
disclosure greater than the costs of disclosure need be disclosed. (p. 12) 


Cost-benefit principle Information system principle that prescribes the 
benefits from an activity in an accounting system to outweigh the costs 
of that activity. (p. 273) 


Cost center Department that incurs costs but generates no revenues; 
common example is the accounting or legal department. (p. 865) 


Cost object Product, process, department, or customer to which costs 
are assigned. (p. 737) 


Cost of capital Rate the company must pay to its long-term creditors 
and shareholders; also called hurdle rate. (p. 1041) 


Cost of goods available for sale Consists of beginning inventory plus 
net purchases of a period. 


Cost of goods manufactured Total manufacturing costs (direct materi- 
als, direct labor, and factory overhead) for the period plus beginning 
goods in process less ending goods in process; also called net cost of 
goods manufactured and cost of goods completed. (p. 827) 


Cost of goods sold Cost of inventory sold to customers during a period; 
also called cost of sales. (p. 180) 


Cost principle Accounting principle that prescribes financial statement 
information to be based on actual costs incurred in business transac- 
tions. (p. 10) 


Cost variance Difference between the actual incurred cost and the stan- 
dard cost. (p. 997) 
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Cost-volume-profit (CVP) analysis Planning method that includes pre- 
dicting the volume of activity, the costs incurred, sales earned, and prof- 
its received. (p. 908) 


Cost-volume-profit (CVP) chart Graphic representation of cost- 
volume-profit relations. (p. 916) 


Coupon bonds Bonds with interest coupons attached to their certifi- 
cates; bondholders detach coupons when they mature and present them 
to a bank or broker for collection. (p. 566) 


Credit Recorded on the right side; an entry that decreases asset and ex- 
pense accounts, and increases liability, revenue, and most equity ac- 
counts; abbreviated Cr. (p. 55) 


Credit memorandum Notification that the sender has credited the re- 
cipient’s account in the sender’s records. (p. 189) 


Credit period Time period that can pass before a customer’s payment is 
due. (p. 183) 


Credit terms Description of the amounts and timing of payments that a 
buyer (debtor) agrees to make in the future. (p. 183) 


Creditors Individuals or organizations entitled to receive payments. 
(p. 52) 


Cumulative preferred stock Preferred stock on which undeclared divi- 
dends accumulate until paid; common stockholders cannot receive divi- 
dends until cumulative dividends are paid. (p. 519) 


Current assets Cash and other assets expected to be sold, collected, or 
used within one year or the company’s operating cycle, whichever is lon- 
ger. (p. 148) 


Current liabilities Obligations due to be paid or settled within one year 
or the company’s operating cycle, whichever is longer. (p. 149 & 437) 


Current portion of long-term debt Portion of long-term debt due 
within one year or the operating cycle, whichever is longer; reported un- 
der current liabilities. (p. 445) 


Current ratio Ratio used to evaluate a company’s ability to pay its 
short-term obligations, calculated by dividing current assets by current 
liabilities. (p. 150) 


Curvilinear cost Cost that changes with volume but not at a constant 
rate. (p. 910) 


Customer orientation Company position that its managers and employees 
be in tune with the changing wants and needs of consumers. (p. 747) 


Cycle efficiency (CE) A measure of production efficiency, which is de- 
fined as value-added (process) time divided by total cycle time. (p. 750) 


Cycle time (CT) A measure of the time to produce a product or service, 
which is the sum of process time, inspection time, move time, and wait 
time; also called throughput time. (p. 749) 


Date of declaration Date the directors vote to pay a dividend. (p. 5/5) 


Date of payment Date the corporation makes the dividend pay- 
ment. (p. 515) 


Date of record Date directors specify for identifying stockholders to 
receive dividends. (p. 515) 


Days’ sales in inventory Estimate of number of days needed to convert 
inventory into receivables or cash; equals ending inventory divided by 
cost of goods sold and then multiplied by 365; also called days’ stock on 
hand. (p. 241) 


Days’ sales uncollected Measure of the liquidity of receivables com- 
puted by dividing the current balance of receivables by the annual credit 
(or net) sales and then multiplying by 365; also called days’ sales in re- 
ceivables. (p. 335) 


Debit Recorded on the left side; an entry that increases asset and ex- 
pense accounts, and decreases liability, revenue, and most equity ac- 
counts; abbreviated Dr. (p. 55) 


Debit memorandum Notification that the sender has debited the recipi- 
ent’s account in the sender’s records. (p. 184) 


Debt ratio Ratio of total liabilities to total assets; used to reflect risk 
associated with a company’s debts. (p. 69) 


Debt-to-equity ratio Defined as total liabilities divided by total equity; 
shows the proportion of a company financed by non-owners (creditors) 
in comparison with that financed by owners. (p. 567) 


Debtors Individuals or organizations that owe money. (p. 51) 


Declining-balance method Method that determines depreciation charge 
for the period by multiplying a depreciation rate (often twice the straight- 
line rate) by the asset’s beginning-period book value. (p. 400) 


Deferred income tax liability Corporation income taxes that are de- 
ferred until future years because of temporary differences between 
GAAP and tax rules. (p. 460) 


Degree of operating leverage (DOL) Ratio of contribution margin di- 
vided by pretax income; used to assess the effect on income of changes 
in sales. (p. 924) 


Departmental accounting system Accounting system that provides in- 
formation useful in evaluating the profitability or cost effectiveness of a 
department. (p. 864) 


Departmental contribution to overhead Amount by which a depart- 
ment’s revenues exceed its direct expenses. (p. 871) 


Depletion Process of allocating the cost of natural resources to periods 
when they are consumed and sold. (p. 408) 


Deposit ticket Lists items such as currency, coins, and checks deposited 
and their corresponding dollar amounts. (p. 328) 


Deposits in transit Deposits recorded by the company but not yet re- 
corded by its bank. (p. 331) 


Depreciable cost Cost of a plant asset less its salvage value. 


Depreciation Expense created by allocating the cost of plant and equip- 
ment to periods in which they are used; represents the expense of using 
the asset. (pp. 99 & 397) 


Diluted earnings per share Earnings per share calculation that requires 
dilutive securities be added to the denominator of the basic EPS calcula- 
tion. (p. 527) 


Dilutive securities Securities having the potential to increase common 
shares outstanding; examples are options, rights, convertible bonds, and 
convertible preferred stock. (p. 527) 


Direct costs Costs incurred for the benefit of one specific cost ob- 
ject. (p. 737) 


Direct expenses Expenses traced to a specific department (object) that 
are incurred for the sole benefit of that department. (p. 865) 


Direct labor Efforts of employees who physically convert materials to 
finished product. (p. 742) 


Direct labor costs Wages and salaries for direct labor that are sepa- 
rately and readily traced through the production process to finished 
goods. (p. 742) 


Direct material Raw material that physically becomes part of the 
product and is clearly identified with specific products or batches of 
product. (p. 742) 


Direct material costs Expenditures for direct material that are sepa- 
rately and readily traced through the production process to finished 
goods. (p. 742) 


Direct method Presentation of net cash from operating activities for the 
statement of cash flows that lists major operating cash receipts less major 
operating cash payments. (p. 638) 


Direct write-off method Method that records the loss from an uncol- 
lectible account receivable at the time it is determined to be uncollect- 
ible; no attempt is made to estimate bad debts. (p. 363) 


Discount on bonds payable Difference between a bond’s par value and 
its lower issue price or carrying value; occurs when the contract rate is 
less than the market rate. (p. 555) 


Discount on note payable Difference between the face value of a note 
payable and the (lesser) amount borrowed; reflects the added interest to 
be paid on the note over its life. 


Discount on stock Difference between the par value of stock and its is- 
sue price when issued at a price below par value. (p. 513) 


Discount period Time period in which a cash discount is available and 
the buyer can make a reduced payment. (p. 183) 


Discount rate Expected rate of return on investments; also called cost of 
capital, hurdle rate, or required rate of return. (p. B-2) 


Discounts lost Expenses resulting from not taking advantage of cash 
discounts on purchases. (p. 341) 


Dividend in arrears Unpaid dividend on cumulative preferred stock; 
must be paid before any regular dividends on preferred stock and before 
any dividends on common stock. (p. 519) 


Dividends Corporation’s distributions of assets to its owners. 


Dividend yield Ratio of the annual amount of cash dividends distributed 
to common shareholders relative to the common stock’s market value 
(price). (p. 528) 


Double-declining-balance (DDB) depreciation Depreciation equals be- 
ginning book value multiplied by 2 times the straight-line rate. 


Double taxation Corporate income is taxed and then its later distribution 
through dividends is normally taxed again for shareholders. 


Double-entry accounting Accounting system in which each transac- 
tion affects at least two accounts and has at least one debit and one 
credit. (p. 55) 


Earnings (See net income.) 


Earnings per share (EPS) Amount of income earned by each share of 
a company’s outstanding common stock; also called net income per 
share. (p. 527) 


Effective interest method Allocates interest expense over the bond 
life to yield a constant rate of interest; interest expense for a period is 
found by multiplying the balance of the liability at the beginning of the 
period by the bond market rate at issuance; also called interest 
method. (p. 572) 
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Efficiency Company’s productivity in using its assets; usually measured 
relative to how much revenue a certain level of assets generates. (p. 687) 


Efficiency variance Difference between the actual quantity of an input 
and the standard quantity of that input. (p. 10/0) 


Electronic funds transfer (EFT) Use of electronic communication to 
transfer cash from one party to another. (p. 329) 


Employee benefits Additional compensation paid to or on behalf of em- 
ployees, such as premiums for medical, dental, life, and disability insur- 
ance, and contributions to pension plans. (p. 445) 


Employee earnings report Record of an employee’s net pay, gross pay, 
deductions, and year-to-date payroll information. (p. 456) 


Enterprise resource planning (ERP) software Programs that manage 
a company’s vital operations, which range from order taking to produc- 
tion to accounting. (p. 287) 


Entity Organization that, for accounting purposes, is separate from 
other organizations and individuals. 


EOM Abbreviation for end of month; used to describe credit terms for 
credit transactions. (p. 183) 


Equity Owner’s claim on the assets of a business; equals the residual 
interest in an entity’s assets after deducting liabilities; also called net as- 
sets. (p. 14) 


Equity method Accounting method used for long-term investments 
when the investor has “significant influence” over the investee. (p. 602) 


Equity ratio Portion of total assets provided by equity, computed as to- 
tal equity divided by total assets. (p. 701) 


Equity securities with controlling influence Long-term investment 
when the investor is able to exert controlling influence over the investee; 
investors owning 50% or more of voting stock are presumed to exert 
controlling influence. (p. 603) 


Equity securities with significant influence Long-term investment 
when the investor is able to exert significant influence over the investee; 
investors owning 20 percent or more (but less than 50 percent) of voting 
stock are presumed to exert significant influence. (p. 602) 


Equivalent units of production (EUP) Number of units that would be 
completed if all effort during a period had been applied to units that were 
started and finished. (p. 821) 


Estimated liability Obligation of an uncertain amount that can be rea- 
sonably estimated. (p. 445) 


Estimated line of cost behavior Line drawn on a graph to visually fit 
the relation between cost and sales. (p. 9/2) 


Ethics Codes of conduct by which actions are judged as right or wrong, 
fair or unfair, honest or dishonest. (pp. 8 & 736) 


Events Happenings that both affect an organization’s financial position 
and can be reliably measured. (p. 15) 


Expanded accounting equation Assets = Liabilities + Equity; Equity 
equals [Owner capital — Owner withdrawals + Revenues — Expenses] 
for a noncorporation; Equity equals [Contributed capital + Retained 
earnings + Revenues — Expenses] for a corporation where dividends are 
subtracted from retained earnings. (p. 14) 


Expense recognition (or matching) principle (See matching princi- 
ple.) (pp. 11 & 96) 
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Expenses Outflows or using up of assets as part of operations of a busi- 
ness to generate sales. (p. 14) 


External transactions Exchanges of economic value between one en- 
tity and another entity. (p. 15) 


External users Persons using accounting information who are not di- 
rectly involved in running the organization. (p. 5) 


Extraordinary gains or losses Gains or losses reported separately 
from continuing operations because they are both unusual and infre- 
quent. (p. 710) 


Extraordinary repairs Major repairs that extend the useful life of a plant 
asset beyond prior expectations; treated as a capital expenditure. (p. 405) 


Factory overhead Factory activities supporting the production process 
that are not direct material or direct labor; also called overhead and man- 
ufacturing overhead. (p. 742) 


Factory overhead costs Expenditures for factory overhead that cannot 
be separately or readily traced to finished goods; also called overhead 
costs. (p. 742) 


Fair value option Reporting option that permits a company to use fair 
value in reporting certain assets and liabilities, which is presently based 
on a 3-level system to determine fair value. (p. 565) 


Favorable variance Difference in actual revenues or expenses from the 
budgeted amount that contributes to a higher income. (p. 991) 


Federal depository bank Bank authorized to accept deposits of amounts 
payable to the federal government. (p. 453) 


Federal Insurance Contributions Act (FICA) Taxes Taxes assessed 
on both employers and employees; for Social Security and Medicare pro- 
grams. (p. 442) 


Federal Unemployment Taxes (FUTA) Payroll taxes on employers as- 
sessed by the federal government to support its unemployment insurance 
program. (p. 444) 


FIFO method (See first-in, first-out.) (pp. 233 & 833) 


Financial accounting Area of accounting aimed mainly at serving ex- 
ternal users. (p. 5) 


Financial Accounting Standards Board (FASB) Independent group of 
full-time members responsible for setting accounting rules. (p. 9) 


Financial leverage Earning a higher return on equity by paying divi- 
dends on preferred stock or interest on debt at a rate lower than the return 
earned with the assets from issuing preferred stock or debt; also called 
trading on the equity. (p. 521) 


Financial reporting Process of communicating information relevant to 
investors, creditors, and others in making investment, credit, and busi- 
ness decisions. (p. 687) 


Financial statement analysis Application of analytical tools to general- 
purpose financial statements and related data for making business deci- 
sions. (p. 686) 


Financial statements Includes the balance sheet, income statement, state- 
ment of owner’s (or stockholders’) equity, and statement of cash flows. 


Financing activities Transactions with owners and creditors that in- 
clude obtaining cash from issuing debt, repaying amounts borrowed, and 
obtaining cash from or distributing cash to owners. (p. 634) 


Finished goods inventory Account that controls the finished goods 
files, which acts as a subsidiary ledger (of the Inventory account) in 


which the costs of finished goods that are ready for sale are recorded. 
(pp. 741 & 779) 


First-in, first-out (FIFO) Method to assign cost to inventory that as- 
sumes items are sold in the order acquired; earliest items purchased are 
the first sold. (p. 233) 


Fiscal year Consecutive 12-month (or 52-week) period chosen as the 
organization’s annual accounting period. (p. 95) 


Fixed budget Planning budget based on a single predicted amount of 
volume; unsuitable for evaluations if the actual volume differs from pre- 
dicted volume. (p. 991) 


Fixed budget performance report Report that compares actual reve- 
nues and costs with fixed budgeted amounts and identifies the differ- 
ences as favorable or unfavorable variances. (p. 991) 


Fixed cost Cost that does not change with changes in the volume of ac- 
tivity. (p. 736) 


Flexibility principle Information system principle that prescribes an ac- 
counting system be able to adapt to changes in the company, its opera- 
tions, and needs of decision makers. (p. 273) 


Flexible budget Budget prepared (using actual volume) once a period is 
complete that helps managers evaluate past performance; uses fixed and 
variable costs in determining total costs. (p. 992) 


Flexible budget performance report Report that compares actual rev- 
enues and costs with their variable budgeted amounts based on actual 
sales volume (or other level of activity) and identifies the differences as 
variances. (p. 994) 


FOB Abbreviation for free on board; the point when ownership of goods 
passes to the buyer; FOB shipping point (or factory) means the buyer 
pays shipping costs and accepts ownership of goods when the seller 
transfers goods to carrier; FOB destination means the seller pays ship- 
ping costs and buyer accepts ownership of goods at the buyer’s place of 
business. (p. 185) 


Foreign exchange rate Price of one currency stated in terms of another 
currency. (p. 610) 


Form 940 IRS form used to report an employer’s federal unemployment 
taxes (FUTA) on an annual filing basis. (p. 453) 


Form 941 IRS form filed to report FICA taxes owed and remitted. 
(p. 453) 


Form 10-K (or 10-KSB) Annual report form filed with SEC by busi- 
nesses (small businesses) with publicly traded securities. (p. A-1) 


Form W-2 Annual report by an employer to each employee showing the 
employee’s wages subject to FICA and federal income taxes along with 
amounts withheld. (p. 455) 


Form W-4 Withholding allowance certificate, filed with the employer, 
identifying the number of withholding allowances claimed. (p. 458) 


Franchises Privileges granted by a company or government to sell a 
product or service under specified conditions. (p. 4/0) 


Full disclosure principle Principle that prescribes financial statements 
(including notes) to report all relevant information about an entity’s op- 
erations and financial condition. (p. 11) 


GAAP (See generally accepted accounting principles.) 


General accounting system Accounting system for manufacturing ac- 
tivities based on the periodic inventory system. (p. 776) 


General and administrative expenses Expenses that support the oper- 
ating activities of a business. (p. 193) 


General and administrative expense budget Plan that shows predicted 
operating expenses not included in the selling expenses budget. (p. 955) 


General journal All-purpose journal for recording the debits and cred- 
its of transactions and events. (pp. 56 & 276) 


General ledger (See ledger.) (p. 51) 


General partner Partner who assumes unlimited liability for the debts 
of the partnership; responsible for partnership management. (p. 481) 


General partnership Partnership in which all partners have mutual 
agency and unlimited liability for partnership debts. (p. 481) 


Generally accepted accounting principles (GAAP) Rules that specify 
acceptable accounting practices. (p. 8) 


Generally accepted auditing standards (GAAS) Rules that specify 
auditing practices. 


General-purpose financial statements Statements published periodi- 
cally for use by a variety of interested parties; includes the income state- 
ment, balance sheet, statement of owner’s equity (or statement of retained 
earnings for a corporation), statement of cash flows, and notes to these 
statements. (p. 687) 


Going-concern assumption Principle that prescribes financial statements 
to reflect the assumption that the business will continue operating. (p. 11) 


Goods in process inventory Account in which costs are accumulated 
for products that are in the process of being produced but are not yet 
complete; also called work in process inventory. (pp. 741 & 778) 


Goodwill Amount by which a company’s (or a segment’s) value exceeds 
the value of its individual assets less its liabilities. (p. 411) 


Gross margin (See gross profit.) 


Gross margin ratio Gross margin (net sales minus cost of goods sold) 
divided by net sales; also called gross profit ratio. (p. 196) 


Gross method Method of recording purchases at the full invoice price 
without deducting any cash discounts. (p. 341) 


Gross pay Total compensation earned by an employee. (p. 442) 


Gross profit Net sales minus cost of goods sold; also called gross mar- 
gin. (p. 180) 


Gross profit method Procedure to estimate inventory when the past 
gross profit rate is used to estimate cost of goods sold, which is then 
subtracted from the cost of goods available for sale. (p. 252) 


Held-to-maturity (HTM) securities Debt securities that a company has 
the intent and ability to hold until they mature. (p. 600) 


High-low method Procedure that yields an estimated line of cost behav- 
ior by graphically connecting costs associated with the highest and low- 
est sales volume. (p. 9/2) 


Horizontal analysis Comparison of a company’s financial condition 
and performance across time. (p. 688) 


Hurdle rate Minimum acceptable rate of return (set by management) 
for an investment. (pp. 873 & 1045) 


Glossary 


Impairment Diminishment of an asset value. (pp. 404 & 410) 


Imprest system Method to account for petty cash; maintains a constant 
balance in the fund, which equals cash plus petty cash receipts. 


Inadequacy Condition in which the capacity of plant assets is too small 
to meet the company’s production demands. (p. 397) 


Income (See net income.) 


Income statement Financial statement that subtracts expenses from 
revenues to yield a net income or loss over a specified period of time; 
also includes any gains or losses. (p. 19) 


Income Summary Temporary account used only in the closing process 
to which the balances of revenue and expense accounts (including any 
gains or losses) are transferred; its balance is transferred to the capital 
account (or retained earnings for a corporation). (p. 143) 


Incremental cost Additional cost incurred only if a company pursues a 
specific course of action. (p. 1048) 


Indefinite life Asset life that is not limited by legal, regulatory, contrac- 
tual, competitive, economic, or other factors. (p. 409) 


Indirect costs Costs incurred for the benefit of more than one cost 
object. (p. 737) 


Indirect expenses Expenses incurred for the joint benefit of more than 
one department (or cost object). (p. 865) 


Indirect labor Efforts of production employees who do not work spe- 
cifically on converting direct materials into finished products and who are 
not clearly identified with specific units or batches of product. (p. 742) 


Indirect labor costs Labor costs that cannot be physically traced to pro- 
duction of a product or service; included as part of overhead. (p. 742) 


Indirect material Material used to support the production process but 
not clearly identified with products or batches of product. (p. 740) 


Indirect method Presentation that reports net income and then adjusts it 
by adding and subtracting items to yield net cash from operating activi- 
ties on the statement of cash flows. (p. 638) 


Information processor Component of an accounting system that inter- 
prets, transforms, and summarizes information for use in analysis and 
reporting. (p. 274) 


Information storage Component of an accounting system that keeps 
data in a form accessible to information processors. (p. 274) 


Infrequent gain or loss Gain or loss not expected to recur given the 
operating environment of the business. (p. 710) 


Input device Means of capturing information from source documents 
that enables its transfer to information processors. (p. 274) 


Installment note Liability requiring a series of periodic payments to the 
lender. (p. 562) 


Institute of Management Accountants (IMA) A professional associa- 
tion of management accountants. (p. 736) 


Intangible assets Long-term assets (resources) used to produce or sell 
products or services; usually lack physical form and have uncertain ben- 
efits. (pp. 149 & 409) 


Interest Charge for using money (or other assets) loaned from one en- 
tity to another. (p. 370) 
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Interim financial statements Financial statements covering periods of 
less than one year; usually based on one-, three-, or six-month periods. 
(pp. 94 & 251) 


Internal controls or Internal control system All policies and proce- 
dures used to protect assets, ensure reliable accounting, promote efficient 
operations, and urge adherence to company policies. (pp. 272 & 736) 


Internal rate of return (IRR) Rate used to evaluate the acceptability of 
an investment; equals the rate that yields a net present value of zero for 
an investment. (p. 1043) 


Internal transactions Activities within an organization that can affect 
the accounting equation. (p. 15) 


Internal users Persons using accounting information who are directly 
involved in managing the organization. (p. 6) 


International Accounting Standards Board (IASB) Group that identi- 
fies preferred accounting practices and encourages global acceptance; 
issues International Financial Reporting Standards (IFRS). (p. 9) 


International Financial Reporting Standards (IFRS) International 
Financial Reporting Standards (IFRS) are required or allowed by over 
100 countries; IFRS is set by the International Accounting Standards 
Board (IASB), which aims to develop a single set of global standards, to 
promote those standards, and to converge national and international stan- 
dards globally. (p. 9) 


Inventory Goods a company owns and expects to sell in its normal op- 
erations. (p. 181) 


Inventory turnover Number of times a company’s average inventory is 
sold during a period; computed by dividing cost of goods sold by average 
inventory; also called merchandise turnover. (p. 241) 


Investing activities Transactions that involve purchasing and selling of 
long-term assets, includes making and collecting notes receivable and 
investments in other than cash equivalents. (p. 634) 


Investment center Center of which a manager is responsible for reve- 
nues, costs, and asset investments. (p. 865) 


Investment center residual income The net income an investment cen- 
ter earns above a target return on average invested assets. (p. 873) 


Investment center return on total assets Center net income divided by 
average total assets for the center. (p. 873) 


Investment turnover The efficiency with which a company generates 
sales from its available assets; computed as sales divided by average in- 
vested assets. (p. 878) 


Invoice Itemized record of goods prepared by the vendor that lists the 
customer’s name, items sold, sales prices, and terms of sale. (p. 339) 


Invoice approval Document containing a checklist of steps necessary 
for approving the recording and payment of an invoice; also called check 
authorization. (p. 339) 


Job Production of a customized product or service. (p. 776) 
Job cost sheet Separate record maintained for each job. (p. 778) 


Job lot Production of more than one unit of a customized product or 
service. (p. 777) 


Job order cost accounting system Cost accounting system to deter- 
mine the cost of producing each job or job lot. (pp. 778 & 817) 


Job order production Production of special-order products; also called 
customized production. (p. 776) 


Joint cost Cost incurred to produce or purchase two or more products at 
the same time. (p. 883) 


Journal Record in which transactions are entered before they are posted 
to ledger accounts; also called book of original entry. (p. 56) 


Journalizing Process of recording transactions in a journal. (p. 56) 


Just-in-time (JIT) manufacturing Process of acquiring or producing 
inventory only when needed. (p. 748) 


Known liabilities Obligations of a company with little uncertainty; set 
by agreements, contracts, or laws; also called definitely determinable li- 
abilities. (p. 438) 


Land improvements Assets that increase the benefits of land, have a 
limited useful life, and are depreciated. (p. 396) 


Large stock dividend Stock dividend that is more than 25% of the pre- 
viously outstanding shares. (p. 516) 


Last-in, first-out (LIFO) Method to assign cost to inventory that as- 
sumes costs for the most recent items purchased are sold first and charged 
to cost of goods sold. (p. 233) 


Lean business model Practice of eliminating waste while meeting cus- 
tomer needs and yielding positive company returns. (p. 747) 


Lease Contract specifying the rental of property. (pp. 411 & 576) 


Leasehold Rights the lessor grants to the lessee under the terms of a 
lease. (p. 411) 


Leasehold improvements Alterations or improvements to leased prop- 
erty such as partitions and storefronts. (p. 411) 


Least-squares regression Statistical method for deriving an estimated 
line of cost behavior that is more precise than the high-low method and 
the scatter diagram. (p. 913) 


Ledger Record containing all accounts (with amounts) for a business; 
also called general ledger. (p. 51) 


Lessee Party to a lease who secures the right to possess and use the 
property from another party (the lessor). (p. 411) 


Lessor Party to a lease who grants another party (the lessee) the right to 
possess and use its property. (p. 411) 


Liabilities Creditors’ claims on an organization’s assets; involves a 
probable future payment of assets, products, or services that a company 
is obligated to make due to past transactions or events. (p. 14) 


Licenses (See franchises.) (p. 410) 


Limited liability Owner can lose no more than the amount invested. 
(p. 11) 


Limited liability company Organization form that combines select fea- 
tures of a corporation and a limited partnership; provides limited liability 
to its members (owners), is free of business tax, and allows members to 
actively participate in management. (p. 482) 


Limited liability partnership Partnership in which a partner is not per- 
sonally liable for malpractice or negligence unless that partner is respon- 
sible for providing the service that resulted in the claim. (p. 481) 


Limited life (See useful life.) 


Limited partners Partners who have no personal liability for partner- 
ship debts beyond the amounts they invested in the partnership. (p. 481) 


Limited partnership Partnership that has two classes of partners, lim- 
ited partners and general partners. (p. 481) 


Liquid assets Resources such as cash that are easily converted into other 
assets or used to pay for goods, services, or liabilities. (p. 321) 


Liquidating cash dividend Distribution of assets that returns part of the 
original investment to stockholders; deducted from contributed capital 
accounts. (p. 516) 


Liquidation Process of going out of business; involves selling assets, 
paying liabilities, and distributing remainder to owners. 


Liquidity Availability of resources to meet short-term cash require- 
ments. (pp. 321 & 687) 


List price Catalog (full) price of an item before any trade discount is 
deducted. (p. 182) 


Long-term investments Long-term assets not used in operating activi- 
ties such as notes receivable and investments in stocks and bonds. 
(pp. 149 & 596) 


Long-term liabilities Obligations not due to be paid within one year or 
the operating cycle, whichever is longer. (pp. 149 & 437) 


Lower of cost or market (LCM) Required method to report inventory 
at market replacement cost when that market cost is lower than recorded 
cost. (p. 237) 


Maker of the note Entity who signs a note and promises to pay it at 
maturity. (p. 370) 


Management by exception Management process to focus on signifi- 
cant variances and give less attention to areas where performance is close 
to the standard. (p. 995) 


Managerial accounting Area of accounting aimed mainly at serving 
the decision-making needs of internal users; also called management ac- 
counting. (pp. 6 & 732) 


Manufacturer Company that uses labor and operating assets to convert 
raw materials to finished goods. 


Manufacturing budget Plan that shows the predicted costs for direct 
materials, direct labor, and overhead to be incurred in manufacturing 
units in the production budget. (p. 966) 





Manufacturing statement Report that summarizes the types and 
amounts of costs incurred in a company’s production process for a pe- 
riod; also called cost of goods manufacturing statement. (p. 745) 


Margin of safety Excess of expected sales over the level of break-even 
sales. (p. 920) 


Market-based transfer price The market price of a good or service be- 
ing transferred between divisions within a company; typically used when 
the transferring division does not have excess capacity. (p. 883) 


Market prospects Expectations (both good and bad) about a company’s 
future performance as assessed by users and other interested parties. 
(p. 687) 


Market rate Interest rate that borrowers are willing to pay and lenders 
are willing to accept for a specific lending agreement given the borrow- 
ers’ risk level. (p. 555) 


Market value per share Price at which stock is bought or sold. (p. 511) 





Master budget Comprehensive business plan that includes specific 
plans for expected sales, product units to be produced, merchandise (or 
materials) to be purchased, expenses to be incurred, plant assets to be 
purchased, and amounts of cash to be borrowed or loans to be repaid, 
as well as a budgeted income statement and balance sheet. (p. 950) 
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Matching (or expense recognition) principle Prescribes expenses to 
be reported in the same period as the revenues that were earned as a re- 
sult of the expenses. (pp. 1] & 364) 


Materiality constraint Prescribes that accounting for items that signifi- 
cantly impact financial statement and any inferences from them adhere 
strictly to GAAP. (pp. 12 & 364) 


Materials consumption report Document that summarizes the materi- 
als a department uses during a reporting period; replaces materials requi- 
sitions. (p. 818) 


Materials ledger card Perpetual record updated each time units are 
purchased or issued for production use. (p. 780) 


Materials requisition Source document production managers use to re- 
quest materials for production; used to assign materials costs to specific 
jobs or overhead. (p. 781) 


Maturity date of a note Date when a note’s principal and interest are 
due. (p. 370) 


Measurement principle Accounting information is based on cost with po- 
tential subsequent adjustments to fair value; see also cost principle. (p. 10) 


Merchandise (See merchandise inventory.) (p. 180) 


Merchandise inventory Goods that a company owns and expects to sell 
to customers; also called merchandise or inventory. (p. 181) 


Merchandise purchases budget Plan that shows the units or costs of 
merchandise to be purchased by a merchandising company during the 
budget period. (p. 953) 


Merchandiser Entity that earns net income by buying and selling mer- 
chandise. (p. 180) 


Merit rating Rating assigned to an employer by a state based on the 
employer’s record of employment. (p. 444) 


Minimum legal capital Amount of assets defined by law that stock- 
holders must (potentially) invest in a corporation; usually defined as par 
value of the stock; intended to protect creditors. (p. 511) 


Mixed cost Cost that behaves like a combination of fixed and variable 
costs. (p. 909) 


Modified Accelerated Cost Recovery System (MACRS) Depreciation 
system required by federal income tax law. (p. 402) 


Monetary unit assumption Principle that assumes transactions and 
events can be expressed in money units. (p. 11) 


Mortgage Legal loan agreement that protects a lender by giving the 
lender the right to be paid from the cash proceeds from the sale of a bor- 
rower’s assets identified in the mortgage. (p. 564) 


Multinational Company that operates in several countries. (p. 610) 


Multiple-step income statement Income statement format that shows 
subtotals between sales and net income, categorizes expenses, and often 
reports the details of net sales and expenses. (p. 192) 


Mutual agency Legal relationship among partners whereby each part- 
ner is an agent of the partnership and is able to bind the partnership to 
contracts within the scope of the partnership’s business. (p. 480) 


Natural business year Twelve-month period that ends when a compa- 
ny’s sales activities are at their lowest point. (p. 95) 





Natural resources Assets physically consumed when used; examples 
are timber, mineral deposits, and oil and gas fields; also called wasting 
assets. (p. 408) 
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Negotiated transfer price A price, determined by negotiation between di- 
vision managers, to record transfers between divisions; typically lies between 
the variable cost and the market price of the item transferred. (p. 883) 


Net assets (See equity.) 


Net income Amount earned after subtracting all expenses necessary for 
and matched with sales for a period; also called income, profit, or earn- 


ings. (p. 14) 
Net loss Excess of expenses over revenues for a period. (p. 14) 


Net method Method of recording purchases at the full invoice price less 
any cash discounts. (p. 341) 


Net pay Gross pay less all deductions; also called take-home pay. 
(p. 442) 


Net present value (NPV) Dollar estimate of an asset’s value that is used 
to evaluate the acceptability of an investment; computed by discounting 
future cash flows from the investment at a satisfactory rate and then sub- 
tracting the initial cost of the investment. (p. 1041) 


Net realizable value Expected selling price (value) of an item minus the 
cost of making the sale. (p. 228) 


Noncumulative preferred stock Preferred stock on which the right to 
receive dividends is lost for any period when dividends are not de- 
clared. (p. 519) 


Noninterest-bearing note Note with no stated (contract) rate of inter- 
est; interest is implicitly included in the note’s face value. 


Nonparticipating preferred stock Preferred stock on which dividends 
are limited to a maximum amount each year. (p. 520) 


Nonsufficient funds (NSF) check Maker’s bank account has insuffi- 
cient money to pay the check; also called hot check. 


Non-value-added time The portion of cycle time that is not directed at 
producing a product or service; equals the sum of inspection time, move 
time, and wait time. (p. 750) 


No-par value stock Stock class that has not been assigned a par (or 
stated) value by the corporate charter. (p. 511) 


Not controllable costs Costs that a manager does not have the power to 
control or strongly influence. (p. 737) 


Note (See promissory note.) 


Note payable Liability expressed by a written promise to pay a definite 
sum of money on demand or on a specific future date(s). 


Note receivable Asset consisting of a written promise to receive a defi- 
nite sum of money on demand or on a specific future date(s). 


Objectivity principle Principle that prescribes independent, unbiased 
evidence to support financial statement information. (p. 9) 


Obsolescence Condition in which, because of new inventions and im- 
provements, a plant asset can no longer be used to produce goods or 
services with a competitive advantage. (p. 397) 


Off-balance-sheet financing Acquisition of assets by agreeing to liabil- 
ities not reported on the balance sheet. (p. 577) 


Online processing Approach to inputting data from source documents 
as soon as the information is available. (p. 286) 


Operating activities Activities that involve the production or purchase 
of merchandise and the sale of goods or services to customers, including 
expenditures related to administering the business. (p. 633) 


Operating cycle Normal time between paying cash for merchandise or 
employee services and receiving cash from customers. (p. 147) 


Operating leases Short-term (or cancelable) leases in which the lessor 
retains risks and rewards of ownership. (p. 576) 


Operating leverage Extent, or relative size, of fixed costs in the total 
cost structure. (p. 924) 


Opportunity cost Potential benefit lost by choosing a specific action 
from two or more alternatives. (p. 738) 


Ordinary repairs Repairs to keep a plant asset in normal, good operat- 
ing condition; treated as a revenue expenditure and immediately ex- 
pensed. (p. 404) 


Organization expenses (costs) Costs such as legal fees and promoter 
fees to bring an entity into existence. (pp. 509 & 514) 


Other comprehensive income Equals net income less comprehensive 
income; includes unrealized gains and losses on available-for-sale securi- 
ties, foreign currency adjustments, and pension adjustments. (p. 604) 


Out-of-pocket cost Cost incurred or avoided as a result of manage- 
ment’s decisions. (p. 738) 


Output devices Means by which information is taken out of the ac- 
counting system and made available for use. (p. 275) 


Outsourcing Manager decision to buy a product or service from another 
part of a make-or-buy decision; also called make or buy. 


Outstanding checks Checks written and recorded by the depositor but 
not yet paid by the bank at the bank statement date. (p. 331) 


Outstanding stock Corporation’s stock held by its shareholders. 


Overapplied overhead Amount by which the overhead applied to pro- 
duction in a period using the predetermined overhead rate exceeds the 
actual overhead incurred in a period. (p. 787) 


Overhead cost variance Difference between the total overhead cost ap- 
plied to products and the total overhead cost actually incurred. (p. 1002) 


Owner, Capital Account showing the owner’s claim on company as- 
sets; equals owner investments plus net income (or less net losses) minus 
owner withdrawals since the company’s inception; also referred to as 


equity. (p. 14) 
Owner investment Assets put into the business by the owner. (p. 14) 
Owner’s equity (See equity.) 


Owner, withdrawals Account used to record asset distributions to the 
owner. (See also withdrawals.) (p. 14) 


Paid-in capital (See contributed capital.) (p. 512) 


Paid-in capital in excess of par value Amount received from issuance 
of stock that is in excess of the stock’s par value. (p. 513) 


Par value Value assigned a share of stock by the corporate charter when 
the stock is authorized. (p. 511) 


Par value of a bond Amount the bond issuer agrees to pay at maturity 
and the amount on which cash interest payments are based; also called 
face amount or face value of a bond. (p. 552) 


Par value stock Class of stock assigned a par value by the corporate 
charter. (p. 511) 


Parent Company that owns a controlling interest in a corporation (re- 
quires more than 50% of voting stock). (p. 603) 


Participating preferred stock Preferred stock that shares with common 
stockholders any dividends paid in excess of the percent stated on pre- 
ferred stock. (p. 520) 


Partner return on equity Partner net income divided by average part- 
ner equity for the period. (p. 492) 


Partnership Unincorporated association of two or more persons to pur- 
sue a business for profit as co-owners. (pp. 11 & 480) 


Partnership contract Agreement among partners that sets terms under 
which the affairs of the partnership are conducted; also called articles of 
partnership. (p. 480) 


Partnership liquidation Dissolution of a partnership by (1) selling 
noncash assets and allocating any gain or loss according to partners’ 
income-and-loss ratio, (2) paying liabilities, and (3) distributing any 
remaining cash according to partners’ capital balances. (p. 489) 


Patent Exclusive right granted to its owner to produce and sell an item 
or to use a process for 20 years. (p. 410) 


Payback period (PBP) Time-based measurement used to evaluate the 
acceptability of an investment; equals the time expected to pass before an 
investment’s net cash flows equal its initial cost. (p. 1037) 


Payee of the note Entity to whom a note is made payable. (p. 370) 


Payroll bank account Bank account used solely for paying employees; 
each pay period an amount equal to the total employees’ net pay is de- 
posited in it and the payroll checks are drawn on it. (p. 458) 


Payroll deductions Amounts withheld from an employee’s gross pay; 
also called withholdings. (p. 442) 


Payroll register Record for a pay period that shows the pay period 
dates, regular and overtime hours worked, gross pay, net pay, and deduc- 
tions. (p. 455) 


Pension plan Contractual agreement between an employer and its em- 
ployees for the employer to provide benefits to employees after they re- 
tire; expensed when incurred. (p. 578) 


Period costs Expenditures identified more with a time period than with 
finished products costs; includes selling and general administrative ex- 
penses. (p. 738) 


Periodic inventory system Method that records the cost of inventory 
purchased but does not continuously track the quantity available or sold 
to customers; records are updated at the end of each period to reflect the 
physical count and costs of goods available. (p. 182) 


Permanent accounts Accounts that reflect activities related to one or 
more future periods; balance sheet accounts whose balances are not 
closed; also called real accounts. (p. 142) 


Perpetual inventory system Method that maintains continuous records 
of the cost of inventory available and the cost of goods sold. (p. 182) 


Petty cash Small amount of cash in a fund to pay minor expenses; ac- 
counted for using an imprest system. (p. 326) 


Planning Process of setting goals and preparing to achieve them. (p. 732) 


Plant asset age Estimate of the age of a company’s plant assets, computed 
by dividing accumulated depreciation by depreciation expense. (p. 4/3) 


Plant assets Tangible long-lived assets used to produce or sell products 
and services; also called property, plant and equipment (PP&E) or fixed 
assets. (pp. 99 & 394) 
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Pledged assets to secured liabilities Ratio of the book value of a com- 
pany’s pledged assets to the book value of its secured liabilities. 


Post-closing trial balance List of permanent accounts and their bal- 
ances from the ledger after all closing entries are journalized and 
posted. (p. 146) 


Posting Process of transferring journal entry information to the ledger; 
computerized systems automate this process. (p. 56) 


Posting reference (PR) column A column in journals in which indi- 
vidual ledger account numbers are entered when entries are posted to 
those ledger accounts. (p. 58) 


Predetermined overhead rate Rate established prior to the beginning 
of a period that relates estimated overhead to another variable, such as 
estimated direct labor, and is used to assign overhead cost to produc- 
tion. (p. 784) 


Preemptive right Stockholders’ right to maintain their proportionate 
interest in a corporation with any additional shares issued. (p. 510) 


Preferred stock Stock with a priority status over common stock- 
holders in one or more ways, such as paying dividends or distributing 
assets. (p. 518) 


Premium on bonds Difference between a bond’s par value and its 
higher carrying value; occurs when the contract rate is higher than the 
market rate; also called bond premium. (p. 558) 


Premium on stock (See contributed capital in excess of par value.) 
(p. 513) 


Prepaid expenses Items paid for in advance of receiving their benefits; 
classified as assets. (p. 97) 


Price-earnings (PE) ratio Ratio of a company’s current market value 
per share to its earnings per share; also called price-to-earnings. (p. 527) 


Price variance Difference between actual and budgeted revenue or cost 
caused by the difference between the actual price per unit and the bud- 
geted price per unit. (p. 995) 


Prime costs Expenditures directly identified with the production of 
finished goods; include direct materials costs and direct labor 
costs. (p. 743) 


Principal of a note Amount that the signer of a note agrees to pay back 
when it matures, not including interest. (p. 370) 


Principles of internal control Principles prescribing management to 
establish responsibility, maintain records, insure assets, separate record- 
keeping from custody of assets, divide responsibility for related transac- 
tions, apply technological controls, and perform reviews. (p. 317) 


Prior period adjustment Correction of an error in a prior year that is 
reported in the statement of retained earnings (or statement of stockhold- 
ers’ equity) net of any income tax effects. (p. 525) 


Pro forma financial statements Statements that show the effects of 
proposed transactions and events as if they had occurred. (p. 142) 


Process cost accounting system System of assigning direct materials, 
direct labor, and overhead to specific processes; total costs associated 
with each process are then divided by the number of units passing 
through that process to determine the cost per equivalent unit. (p. 8/7) 


Process cost summary Report of costs charged to a department, its 
equivalent units of production achieved, and the costs assigned to its out- 
put. (p. 826) 
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Process operations Processing of products in a continuous (sequential) 
flow of steps; also called process manufacturing or process produc- 
tion. (p. 814) 


Product costs Costs that are capitalized as inventory because they pro- 
duce benefits expected to have future value; include direct materials, di- 
rect labor, and overhead. (p. 738) 


Production budget Plan that shows the units to be produced each pe- 
riod. (p. 966) 


Profit (See net income.) 


Profit center Business unit that incurs costs and generates revenues. 
(p. 865) 


Profit margin Ratio of a company’s net income to its net sales; the per- 
cent of income in each dollar of revenue; also called net profit margin. 
(pp. 109 & 878) 


Profitability Company’s ability to generate an adequate return on in- 
vested capital. (p. 687) 


Profitability index A measure of the relation between the expected ben- 
efits of a project and its investment, computed as the present value of 
expected future cash flows from the investment divided by the cost of the 
investment; a higher value indicates a more desirable investment, and a 
value below 1 indicates an unacceptable project. (p. 1043) 


Promissory note (or note) Written promise to pay a specified amount 
either on demand or at a definite future date; is a note receivable for the 
lender but a note payable for the lendee. (p. 370) 


Proprietorship (See sole proprietorship.) (p. 11) 


Proxy Legal document giving a stockholder’s agent the power to exer- 
cise the stockholder’s voting rights. (p. 509) 


Purchase discount Term used by a purchaser to describe a cash discount 
granted to the purchaser for paying within the discount period. (p. 183) 


Purchase order Document used by the purchasing department to place 
an order with a seller (vendor). (p. 338) 


Purchase requisition Document listing merchandise needed by a de- 
partment and requesting it be purchased. (p. 338) 


Purchases journal Journal normally used to record all purchases on 
credit. (p. 283) 


Quantity variance Difference between actual and budgeted revenue or 
cost caused by the difference between the actual number of units and the 
budgeted number of units. (p. 995) 


Ratio analysis Determination of key relations between financial state- 
ment items as reflected in numerical measures. (p. 688) 


Raw materials inventory Goods a company acquires to use in making 
products. (p. 740) 


Realizable value Expected proceeds from converting an asset into 
cash. (p. 365) 


Receiving report Form used to report that ordered goods are received 
and to describe their quantity and condition. (p. 339) 


Recordkeeping Part of accounting that involves recording transactions 
and events, either manually or electronically; also called bookkeep- 
ing. (p. 4) 


Registered bonds Bonds owned by investors whose names and ad- 
dresses are recorded by the issuer; interest payments are made to the 
registered owners. (p. 566) 


Relevance principle Information system principle prescribing that its 
reports be useful, understandable, timely, and pertinent for decision mak- 
ing. (p. 272) 


Relevant benefits Additional or incremental revenue generated by se- 
lecting a particular course of action over another. (p. 1047) 


Relevant range of operations Company’s normal operating range; ex- 
cludes extremely high and low volumes not likely to occur. (p. 917) 


Report form balance sheet Balance sheet that lists accounts vertically 
in the order of assets, liabilities, and equity. 


Responsibility accounting budget Report of expected costs and ex- 
penses under a manager’s control. (p. 876) 


Responsibility accounting performance report Responsibility report 
that compares actual costs and expenses for a department with budgeted 
amounts. (p. 876) 


Responsibility accounting system System that provides information 
that management can use to evaluate the performance of a department’ s 
manager. (p. 864) 


Restricted retained earnings Retained earnings not available for divi- 
dends because of legal or contractual limitations. (p. 524) 


Retail inventory method Method to estimate ending inventory based 
on the ratio of the amount of goods for sale at cost to the amount of 
goods for sale at retail. (p. 251) 


Retailer Intermediary that buys products from manufacturers or whole- 
salers and sells them to consumers. (p. 180) 


Retained earnings Cumulative income less cumulative losses and divi- 
dends. (p. 512) 


Retained earnings deficit Debit (abnormal) balance in Retained Earn- 
ings; occurs when cumulative losses and dividends exceed cumulative 
income; also called accumulated deficit. (p. 515) 


Return Monies received from an investment; often in percent form. 
(p. 26) 


Return on assets (See return on total assets) (p. 22) 


Return on equity Ratio of net income to average equity for the 
period. 


Return on total assets Ratio reflecting operating efficiency; defined as 
net income divided by average total assets for the period; also called re- 
turn on assets or return on investment. (p. 605) 


Revenue expenditures Expenditures reported on the current income 
statement as an expense because they do not provide benefits in future 
periods. (p. 404) 


Revenue recognition principle The principle prescribing that revenue 
is recognized when earned. (p. 10) 


Revenues Gross increase in equity from a company’s business activities 
that earn income; also called sales. (p. 14) 


Reverse stock split Occurs when a corporation calls in its stock and re- 
places each share with less than one new share; increases both market 
value per share and any par or stated value per share. (p. 518) 


Reversing entries Optional entries recorded at the beginning of a period 
that prepare the accounts for the usual journal entries as if adjusting en- 
tries had not occurred in the prior period. (p. 154) 


Risk Uncertainty about an expected return. (p. 26) 


Rolling budget New set of budgets a firm adds for the next period (with 
revisions) to replace the ones that have lapsed. (p. 949) 


S corporation Corporation that meets special tax qualifications so as to 
be treated like a partnership for income tax purposes. (p. 482) 


Safety stock Quantity of inventory or materials over the minimum 
needed to satisfy budgeted demand. (p. 953) 


Sales (See revenues.) 


Sales budget Plan showing the units of goods to be sold or services to 
be provided; the starting point in the budgeting process for most depart- 
ments. (p. 952) 


Sales discount Term used by a seller to describe a cash discount granted 
to buyers who pay within the discount period. (p. 183) 


Sales journal Journal normally used to record sales of goods on 
credit. (p. 278) 


Sales mix Ratio of sales volumes for the various products sold by a 
company. (p. 921) 


Salvage value Estimate of amount to be recovered at the end of an as- 
set’s useful life; also called residual value or scrap value. (p. 397) 


Sarbanes-Oxley Act (SOX) Created the Public Company Accounting 
Oversight Board, regulates analyst conflicts, imposes corporate gover- 
nance requirements, enhances accounting and control disclosures, im- 
pacts insider transactions and executive loans, establishes new types of 
criminal conduct, and expands penalties for violations of federal securi- 
ties laws. (pp. 12 & 316) 


Scatter diagram Graph used to display data about past cost behavior 
and sales as points on a diagram. (p. 911) 


Schedule of accounts payable List of the balances of all accounts in the 
accounts payable ledger and their totals. (p. 284) 


Schedule of accounts receivable List of the balances of all accounts in 
the accounts receivable ledger and their totals. (p. 279) 


Section 404 (of SOX) Section 404 of SOX requires that company man- 
agement document and assess the effectiveness of all internal control 
processes that can affect financial reporting; company auditors express 
an opinion on whether management’s assessment of the effectiveness of 
internal controls is fairly stated. (p. 317) 


Secured bonds Bonds that have specific assets of the issuer pledged as 
collateral. (p. 566) 


Securities and Exchange Commission (SEC) Federal agency Con- 
gress has charged to set reporting rules for organizations that sell owner- 
ship shares to the public. (p. 9) 


Segment return on assets Segment operating income divided by seg- 
ment average (identifiable) assets for the period. (p. 288) 


Selling expense budget Plan that lists the types and amounts of selling 
expenses expected in the budget period. (p. 954) 


Selling expenses Expenses of promoting sales, such as displaying and 
advertising merchandise, making sales, and delivering goods to custom- 
ers. (p. 193) 


Serial bonds Bonds consisting of separate amounts that mature at dif- 
ferent dates. (p. 566) 
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Service company Organization that provides services instead of tangi- 
ble products. 


Shareholders Owners of a corporation; also called stockholders. 
(p. 12) 


Shares Equity of a corporation divided into ownership units; also called 
stock. (p. 12) 


Short-term investments Debt and equity securities that management 
expects to convert to cash within the next 3 to 12 months (or the operat- 
ing cycle if longer); also called temporary investments or marketable 
securities. (p. 596) 


Short-term note payable Current obligation in the form of a written 
promissory note. (p. 439) 


Shrinkage Inventory losses that occur as a result of theft or deteriora- 
tion. (p. 190) 


Signature card Includes the signatures of each person authorized to 
sign checks on the bank account. (p. 328) 


Simple capital structure Capital structure that consists of only com- 
mon stock and nonconvertible preferred stock; consists of no dilutive 
securities. (p. 527) 


Single-step income statement Income statement format that includes 
cost of goods sold as an expense and shows only one subtotal for total 
expenses. (p. 193) 


Sinking fund bonds Bonds that require the issuer to make deposits to a 
separate account; bondholders are repaid at maturity from that ac- 
count. (p. 566) 


Small stock dividend Stock dividend that is 25% or less of a corpora- 
tion’s previously outstanding shares. (p. 5/6) 


Social responsibility Being accountable for the impact that one’s ac- 
tions might have on society. (p. 8) 


Sole proprietorship Business owned by one person that is not orga- 
nized as a corporation; also called proprietorship. (p. 11) 


Solvency Company’s long-run financial viability and its ability to cover 
long-term obligations. (p. 687) 


Source documents Source of information for accounting entries that can 
be in either paper or electronic form; also called business papers. (p. 50) 


Special journal Any journal used for recording and posting transactions 
of a similar type. (p. 276) 


Specific identification Method to assign cost to inventory when the pur- 
chase cost of each item in inventory is identified and used to compute 
cost of inventory. (p. 231) 


Spending variance Difference between the actual price of an item and 
its standard price. (p. 1010) 


Spreadsheet Computer program that organizes data by means of formu- 
las and format; also called electronic work sheet. 


Standard costs Costs that should be incurred under normal conditions 
to produce a product or component or to perform a service. (p. 995) 


State Unemployment Taxes (SUTA) State payroll taxes on employers 
to support its unemployment programs. (p. 444) 
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Stated value stock No-par stock assigned a stated value per share; this 
amount is recorded in the stock account when the stock is issued. (p. 512) 


Statement of cash flows A financial statement that lists cash inflows 
(receipts) and cash outflows (payments) during a period; arranged by 
operating, investing, and financing. (pp. 19 & 632) 


Statement of owner’s equity Report of changes in equity over a period; 
adjusted for increases (owner investment and net income) and for de- 
creases (withdrawals and net loss). (p. 19) 


Statement of partners’ equity Financial statement that shows total 
capital balances at the beginning of the period, any additional investment 
by partners, the income or loss of the period, the partners’ withdrawals, 
and the partners’ ending capital balances; also called statement of part- 
ners’ capital. (p. 485) 


Statement of retained earnings Report of changes in retained earnings 
over a period; adjusted for increases (net income), for decreases (divi- 
dends and net loss), and for any prior period adjustment. 


Statement of stockholders’ equity Financial statement that lists the be- 
ginning and ending balances of each major equity account and describes 
all changes in those accounts. (p. 525) 


Statements of Financial Accounting Standards (SFAS) FASB publi- 
cations that establish U.S. GAAP. 


Step-wise cost Cost that remains fixed over limited ranges of volumes 
but changes by a lump sum when volume changes occur outside these 
limited ranges. (p. 910). 


Stock (See shares.) (p. 12) 


Stock dividend Corporation’s distribution of its own stock to its stock- 
holders without the receipt of any payment. (p. 516) 


Stock options Rights to purchase common stock at a fixed price over a 
specified period of time. (p. 525) 


Stock split Occurs when a corporation calls in its stock and replaces 
each share with more than one new share; decreases both the market 
value per share and any par or stated value per share. (p. 518) 


Stock subscription Investor’s contractual commitment to purchase 
unissued shares at future dates and prices. 


Stockholders (See shareholders.) (p. 12) 


, 


Stockholders’ equity A corporation’s equity; also called shareholders 
equity or corporate capital. (p. 512) 


Straight-line depreciation Method that allocates an equal portion of 
the depreciable cost of plant asset (cost minus salvage) to each account- 
ing period in its useful life. (pp. 99 & 398) 


Straight-line bond amortization Method allocating an equal amount 
of bond interest expense to each period of the bond life. (p. 556) 


Subsidiary Entity controlled by another entity (parent) in which the 
parent owns more than 50% of the subsidiary’s voting stock. (p. 603) 


Subsidiary ledger List of individual subaccounts and amounts with a 
common characteristic; linked to a controlling account in the general 
ledger. (p. 276) 


Sunk cost Cost already incurred and cannot be avoided or changed. 
(p. 738) 


Supplementary records Information outside the usual accounting rec- 
ords; also called supplemental records. (p. 186) 


Supply chain Linkages of services or goods extending from suppliers, 
to the company itself, and on to customers. 


T-account Tool used to show the effects of transactions and events on 
individual accounts. (p. 55) 


Target cost Maximum allowable cost for a product or service; defined 
as expected selling price less the desired profit. (p. 777) 


Temporary accounts Accounts used to record revenues, expenses, and 
withdrawals (dividends for a corporation); they are closed at the end of 
each period; also called nominal accounts. (p. 142) 


Term bonds Bonds scheduled for payment (maturity) at a single speci- 
fied date. (p. 566) 


Throughput time (See cycle time.) 


Time period assumption Assumption that an organization’s activities 
can be divided into specific time periods such as months, quarters, or 
years. (pp. 11 & 94) 


Time ticket Source document used to report the time an employee spent 
working on a job or on overhead activities and then to determine the 
amount of direct labor to charge to the job or the amount of indirect labor 
to charge to overhead. (p. 782) 


Times interest earned Ratio of income before interest expense (and any 
income taxes) divided by interest expense; reflects risk of covering inter- 
est commitments when income varies. (p. 450) 


Total asset turnover Measure of a company’s ability to use its assets to 
generate sales; computed by dividing net sales by average total 
assets. (p. 413) 


Total quality management (TQM) Concept calling for all managers 
and employees at all stages of operations to strive toward higher stan- 
dards and reduce number of defects. (p. 748) 


Trade discount Reduction from a list or catalog price that can vary for 
wholesalers, retailers, and consumers. (p. 182) 


Trademark or trade (brand) name Symbol, name, phrase, or jingle 
identified with a company, product, or service. (p. 411) 


Trading on the equity (See financial leverage.) 


Trading securities Investments in debt and equity securities that the 
company intends to actively trade for profit. (p. 599) 


Transfer price The price used to record transfers of goods or services 
between divisions in the same company. (p. 882) 


Transaction Exchange of economic consideration affecting an entity’s 
financial position that can be reliably measured. 


Treasury stock Corporation’s own stock that it reacquired and still 
holds. (p. 522) 


Trial balance List of accounts and their balances at a point in time; total 
debit balances equal total credit balances. (p. 65) 


Unadjusted trial balance List of accounts and balances prepared be- 
fore accounting adjustments are recorded and posted. (p. 106) 


Unavoidable expense Expense (or cost) that is not relevant for business 
decisions; an expense that would continue even if a department, product, 
or service is eliminated. (p. 1053) 


Unclassified balance sheet Balance sheet that broadly groups assets, 
liabilities, and equity accounts. (p. 147) 


Uncontrollable costs Costs that a manager does not have the power to 
determine or strongly influence. (p. 875) 


Underapplied overhead Amount by which overhead incurred in a pe- 
riod exceeds the overhead applied to that period’s production using the 
predetermined overhead rate. (p. 787) 


Unearned revenue Liability created when customers pay in advance 
for products or services; earned when the products or services are later 
delivered. (pp. 52 & 100) 


Unfavorable variance Difference in revenues or costs, when the actual 
amount is compared to the budgeted amount, that contributes to a lower 
income. 


Unit contribution margin Amount a product’s unit selling price ex- 
ceeds its total unit variable cost. 


Units-of-production depreciation Method that charges a varying 
amount to depreciation expense for each period of an asset’s useful life 
depending on its usage. (p. 399) 


Unlimited liability Legal relationship among general partners that 
makes each of them responsible for partnership debts if the other part- 
ners are unable to pay their shares. (p. 481) 


Unrealized gain (loss) Gain (loss) not yet realized by an actual transac- 
tion or event such as a sale. (p. 599) 


Unsecured bonds Bonds backed only by the issuer’s credit standing; 
almost always riskier than secured bonds; also called debentures. (p. 566) 


Unusual gain or loss Gain or loss that is abnormal or unrelated to the 
company’s ordinary activities and environment. (p. 710) 





Useful life Length of time an asset will be productively used in the op- 
erations of a business; also called service life or limited life. (p. 397) 


Value-added time The portion of cycle time that is directed at produc- 
ing a product or service; equals process time. (p. 750) 


Value chain Sequential activities that add value to an entity’s products 
or services; includes design, production, marketing, distribution, and ser- 
vice. (p. 748) 


Variable cost Cost that changes in proportion to changes in the activity 
output volume. (p. 736) 


Variable costing income statement An income statement which reports 
variable costs and fixed costs separately; also called a contribution mar- 
gin income statement. (p. 915) 


Variance analysis Process of examining differences between actual and 
budgeted revenues or costs and describing them in terms of price and 
quantity differences. (p. 995) 


Glossary 


Vendee Buyer of goods or services. (p. 339) 
Vendor Seller of goods or services. (p. 338) 


Vertical analysis Evaluation of each financial statement item or group 
of items in terms of a specific base amount. (p. 688) 


Volume variance Difference between two dollar amounts of fixed over- 
head cost; one amount is the total budgeted overhead cost, and the other 
is the overhead cost allocated to products using the predetermined fixed 
overhead rate. (p. 1003) 


Voucher Internal file used to store documents and information to con- 
trol cash disbursements and to ensure that a transaction is properly autho- 
rized and recorded. (p. 325) 


Voucher register Journal (referred to as book of original entry) in which 
all vouchers are recorded after they have been approved. (p. 340) 


Voucher system Procedures and approvals designed to control cash dis- 
bursements and acceptance of obligations. (p. 324) 


Wage bracket withholding table Table of the amounts of income tax 
withheld from employees’ wages. (p. 458) 


Warranty Agreement that obligates the seller to correct or replace a 
product or service when it fails to perform properly within a specified 
period. (p. 446) 


Weighted average Method to assign inventory cost to sales; the cost of 
available-for-sale units is divided by the number of units available to 
determine per unit cost prior to each sale that is then multiplied by the 
units sold to yield the cost of that sale. (pp. 234 & 824) 


Weighted-average contribution margin Contribution margin for a 
multiproduct company; computed based on each products’ percentage of 
the company’s sales mix. (p. 922) 


Weighted-average method (See weighted average.) 


Wholesaler Intermediary that buys products from manufacturers or other 
wholesalers and sells them to retailers or other wholesalers. (p. 180) 


Withdrawals Payment of cash or other assets from a proprietorship or 
partnership to its owner or owners. (p. 14) 


Work sheet Spreadsheet used to draft an unadjusted trial balance, ad- 
justing entries, adjusted trial balance, and financial statements. (p. 138) 


Working capital Current assets minus current liabilities at a point in 
time. (p. 697) 


Working papers Analyses and other informal reports prepared by ac- 
countants and managers when organizing information for formal reports 
and financial statements. (p. 138) 
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ABB (activity-based budgeting), 960-961, 
967, 968 
Abbott-Langer.com, 7 
ABC. See Activity-based costing 
Abercrombie & Fitch, 360, 1053 
Abnormal balance, 59 
Abnormal credit balance, 155 
Absorption costing, 915 
Accelerated depreciation, 1043 
Accelerated depreciation methods, 400—401 
Account(s), 51-54 
asset accounts, 51-52 
equity accounts, 53-54 
liability accounts, 52-53, 53n 
use in recording transactions, 74 
Account analysis, 641, 657 
Account balance, 55 
Account form of balance sheet, 68 
Accounting, 2-27 
accounting equation. See Accounting 
equation 
defined, 4 
demonstrations, 23—25 
financial statements. See Financial 
statement(s); specific statements 
fundamentals, 8—13 
importance of, 4-7, 27 
return and risk analysis, 26 
transaction analysis in. See Transaction 
analysis 
Accounting assumptions, 11—12, 27; See also 
Accounting principles 
business entity assumption, 11-12, 508 
going-concern assumption, 11, 403 
monetary unit assumption, 11 
time period assumption, 11, 94, 115 
Accounting books, 50 
Accounting constraints, 12 
Accounting controls, misconduct in, 69 
Accounting cycle, 136-156 
classified balance sheet, 147—149, 156, 
194, 195 
closing process, 142-146, 152, 156 
defined, 146 
demonstration, 151-154 
global view of, 150 
for merchandising operations, 190-192, 206 
reversing entries, 154—155 
steps in, 146-147, 156 
work sheet as tool. See Work sheets 
Accounting distribution, 340 
Accounting equation, 14, 26-27 
analysis of, 63, 64 
expanded, 14, 55-56 
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financing activities, 26 
investing activities, 26 
operating activities, 27 
transaction analysis and. See Transaction 
analysis 
Accounting errors. See Errors 
Accounting firms, as LLPs, 481 
Accounting information, 734-735 
Accounting information systems, 270—296 
components of, 273-275, 296 
defined, 272 
demonstrations 
periodic inventory system, 293-296 
perpetual inventory system, 289-292 
global view of, 287-288 
principles of, 272-273, 296, 320 
special journals. See Special journals 
technology-based, 286-287 
automatic posting in, 279 
check processing, 328-329 
similarities to manual systems, 57, 58, 59 
Accounting period(s), 94-95 
end-of-period adjustments, 372-373, 441, 447 
length of, 66-67 
multi-period liabilities, 444-445, 447 
Accounting principles, 10-11, 27; See also 
Accounting assumptions 
compatibility principle, 273 
control principle, 272 
cost-benefit principle, 273, 320 
cost principle, 10, 99, 395, 418 
flexibility principle, 273 
full disclosure principle, 11, 237, 446, 447, 448 
GAAP v. IFRS on, 21-22 
general or specific, 10 
matching principle. See Matching principle 
measurement principle, 10, 99, 395, 418 
relevance principle, 272 
revenue recognition principle, 10-11, 53, 61, 
96, 101, 103 
Accounting rate of return (ARR), 1039-1040, 
1045-1046, 1061 
Accounting-related professions. See Career 
opportunities 
Accounting software, 286, 737, 755; See also 
Software; specific programs 
analyzing cash account and, 637 
cash sales, 282 
ERP software, 287 
face-recognition software, 318 
Accounting year. See Fiscal year 
Accounts payable, 52, 438 
adjustments for changes in, 642 
analysis of, 658-659 


partial payment of, 61 
schedule of, 284, 292, 296 
transaction analysis, 16, 17-18 
Accounts payable ledger, 276, 277 
analyzing cash payments, 284, 297 
demonstrations, 291, 295 
Accounts receivable, 51, 360-369 
adjustments for changes in, 640-641 
estimating 
aging of receivables method, 368-369, 378 
percent of receivables method, 367, 369 
percent of sales method, 366-367, 
369, 378 
summary of methods, 369 
net, note regarding, A-9—A-10 
ratio analysis 
accounts receivable turnover ratio, 
375-376, 376n, 378, 699, 705, 710 
days’ sales uncollected, 335, 343, 699-700, 
705, 710 
recognizing, 360-363 
credit card sales, 362-363 
global view of, 374 
sales on credit, 360-362 
transaction analysis, 17 
valuation of 
allowance method, 364—366, 378 
direct write-off method, 363-364, 378 
Accounts receivable ledger, 276-277, 291, 
295, 361 
Accounts receivable turnover ratio, 375-376, 
376n, 378, 699, 705, 710 
Account titles, 53n 
Accretion liability accounts, 558 
Accrual basis accounting, 94, 95, 115, 459 
Accrued expenses, 101-103 
adjustments, 115 
ethical issues, 105, 116 
future payment of, 103 
interest expense, 102-103 
links to financial statements, 105 
reversing entries for, 155 
salaries expense, 102 
Accrued liabilities, 53 
Accrued revenues, 103 
adjustments, 115 
future payment of, 104 
interest revenue, 104 
links to financial statements, 105 
from sales promotions, 104, 116 
services revenue, 103—104 
Accumulated depletion, 408 
Accumulated Depreciation account, 99 
Accumulated other comprehensive income, 604 


ACFE (Association of Certified Fraud 
Examiners), 317, 320, 735 
Acid-test (quick) ratio, 196, 199, 206, 
698-699, 705, 710 
Acquisition of securities, 597, 598 
Activities, 736, 739 
Activity-based budgeting (ABB), 960-961, 
967, 968 
Activity-based costing (ABC), 860-862, 885 
defined, 861 
ethical issues, 864, 886 
illustrated, 861—862 
two-stage cost allocation compared, 
862, 863 
Activity-based management, 863 
Activity cost drivers, 861, 863 
Activity cost pools, 861, 863 
Activity level, 1001-1002 
Actual costs, 996 
Actual price (AP), 998 
Actual quantity (AQ), 998 
Additional business decision, 1048-1049 
demonstration, 1056-1057, 1058 
factors in, 1049, 1061 
Additions, 405 
adidas, 398, 558, 560, 573, 575, 576, 740 
Adjusted bank balance, 332 
Adjusted book balance, 333 
Adjusted trial balance, 106, 115, 198 
closing entries prepared from, 144 
demonstration, 111-113 
financial statements prepared from, 
106-107 
prepared from worksheet, 139, 140 
Adjusting entries, 92, 93, 96-106, 115 
accrued expenses, 101—103 
for accrued expenses, 102, 115 
accrued revenues, 103—104 
for accrued revenues, 104, 115 
adjusted trial balance and, 106 
AFS securities, 600 
from bank reconciliation, 333—334, 337 
demonstration, 109-111, 110, 111, 337 
for depreciation on factory assets, 784, 785 
entering in worksheet, 139, 140 
fair value adjustment-trading securities, 599 
framework for, 96, 97 
global view of, 108 
links to financial statements, 105, 111 
for merchandisers, 190, 191, 192, 206 
notes receivable, 372-373 
under periodic inventory system, 
202-203, 203n 
prepaid (deferred) expenses. See Prepaid 
expenses 
receivables, 378 
on short-term note payable, 441 
unearned (deferred) revenues, 100-101, 115 
unrealized gain (loss), 607 
Adjusting entry method, 203n 
Admission of partner, 486-488, 495 
by investment of assets, 487-488 
purchase of partnership interest, 486-487 
Advance ticket sales, 11, 100 
Advertising expense, 866-867, 870 
AFS securities. See Available-for-sale 
securities 


After-tax income, 919-920 
Aging of accounts receivable, 368-369, 378 
Aging schedule, 368 
Agricultural assets, 240 
AICPA (American Institute of Certified Public 
Accountants), 8, 9 
Alcoa, 408 
Alden, Rick, 857 
“Alert signals,” 287 
Allocation base, 784, 861, 863 
Allowance(s), 996 
Allowance for Doubtful Accounts, 
365, 374 
Allowance method, 364-366, 378 
recording bad debts expense, 365 
recovering bad debt, 366 
writing off bad debt, 365-366 
All Tune and Lube, 1002 
Altered checks, 331 
Alternative transfer price, 882-883 
Altria Group, 527, 528 
Amazon.com, 319, 516, 527, 528 
Amazon Web services, 631 
American Eagle, 1053 
American Exchange (bond trading), 553 
American Express, 362, 366, 633 
American Greetings, 511 
American Institute of Certified Public 
Accountants (AICPA), 8, 9 
Amortization, 409 
of bond discount, 556 
effective interest method, 572—573, 578 
straight-line method, 556-557, 578 
of bond premium, 558-559, 578 
demonstration, 569-570 
effective interest method, 573-574, 578 
straight-line method, 559, 578 
change in method, 712 
of intangible assets, 409-410, 411 
securities reported at amortized cost, 597 
as sunk cost, 1047 
Analysis period, 689 
Analyst services, 686 
Andreesen, Marc, 509 
“Angel” investors, 510 
Anheuser-Busch, 882 
Anheuser-Busch InBev, 829 
Animoto, 631 
Animoto.com, 631 
Annual average investment, 1040 
Annual budget, 950 
Annual business year, 95 
Annual Federal Unemployment Tax Return 
(Form 940), 453 
Annual financial statements, 94 
Annual interest rate, 572 
Annual report(s), A-1 
Annual Statement Studies (Robert Morris 
Associates), 23 
Annuity(ies), 571-572, B-1 
future value of annuity of | table, B-11 
ordinary annuity, B-7 
future value of, B-6-B-7 
present value of, B-5—B-6 
present value of, 571-572, B-11 
present value of annuity of 1 table, B-11 
Annuity factor, 1042n, B-10 
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AP (actual price), 998 


Apple Inc., 4, 53n, 375-376, 403, 511, 525, 604, 


TAT, 958 
analysis of financial statements, 686, 692, 
696, 697-712 


consolidated financial statements (examples), 


A-19-A-23 
balance sheets, A-20 
statements of cash flows, A-23 
statements of operations, A-21 
statements of shareholders’ equity, A-22 
Application service providers (ASPs), 274 
Appropriated retained earnings, 525 
AQ (actual quantity), 998 
Arm’s length transactions, 374 
ARR (Accounting rate of return), 1039-1040, 
1045-1046, 1061 
Articles of copartnership, 480 
ASPs (application service providers), 274 
Asset(s), 14, 26 
agricultural, 240 
components of, 696, 698 
insurance of, 317 
intangible. See Intangible asset(s) 
investment in partnership, 487-488 
loss on sale of, 660 
necessary levels of, 322 
noncash, stock issued for, 514 
plant assets. See Plant asset(s) 
pledging receivables, 373-374 
prepaid accounts as, 52 
sale of receivables, 373 
total asset turnover ratio, 413, 418, 419, 
605-606, 613, 700, 702, 710 
Asset accounts, 51-52 
Asset management, 26 
Association of Certified Fraud Examiners 
(ACFE), 317, 320, 735 
Assumptions, in CVP analysis, 917-918 
ATM cards, 318 
ATMs (automated teller machines), 330, 331 
Audit, 12, 734 
Auditor(s), 13 
external (independent) auditors, 5, 734 
regular independent review by, 318 
Sarbanes-Oxley requirements for, 316 
voucher system, 340 
Auditor’s reports, 319, A-3, A-4 
Authorized stock, 511 
AutoGrand, 859 
Automated teller machines (ATMs), 330, 331 
Automation, 829 
Available-for-sale (AFS) securities, 597, 
600, 613 
accounting summary for, 604 
fair value option for, 601 
global view of, 605 
selling, 601 
valuing and reporting, 600-601 
Avallon, Jeff, 813 
Average collection period, 376n, 700 
Average cost method. See Weighted average 
Average days’ sales uncollected, 376n 
Average values, 689 
Avia, 574, 575 
Avoidable costs, 1047 
Avoidable expenses, 1053 
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Baby bond, 554n 
Bad debts, 363 
from credit sales, 366-367 
estimating bad debts expense 
accounts receivable turnover and, 699 
from credit sales, 366-367 
direct write-off method, 363-364, 378 
percent of receivables method, 367, 369 
percent of sales method, 366-367, 369, 378 
partial payment of, 371-372 
recording bad debts expense, 365 
recovering, 364, 366 
writing off, 365-366 
Balance column accounts, 58-59 
Balanced scorecard, 749, 874-875 
Balance per bank, 332 
Balance per book, 332 
Balance sheet(s), 19, 20, 21 
classified. See Classified balance sheet 
common-size, 693 
consolidated, A-5, A-20, A-26, A-31 
demonstration, 25, 73, 113, 154 
effects of inventory errors, 240 
effects of plant asset valuation, 395 
effects of straight-line depreciation, 399 
examples of, A-5, A-20, A-26 
form of, 68 
GAAP and IFRS on, 69, 195 
long-term investments, 609, 610 
for manufacturer, 740-741, 755 
finished goods inventory, 741 
goods in process inventory, 741 
raw materials inventory, 740-741 
preparation of, 20-21 
from adjusted trial balance, 106-107, 113 
periodic inventory system, 204 
perpetual inventory system, 191 
using trial balance, 67, 68 
from worksheet, 139-142 
reporting transactions, 403, 408, 409 
role in credit decisions, 21, 28 
stockholders’ equity shown in, 530 
use in granting credit, 68, 74 
Balance sheet expenditures, 404 
Balance sheet methods, 367 
Banana Republic, 603 
Bank account, 328-329 
Bank errors, 332 
Banker’s rule, 103, 371 
Banking activities, 328-334 
bank reconciliation, 324, 331-334, 
336-337, 343 
bank statement, 330-331 
basic services, 328-330 
borrowing, 440-441, 452 
federal depository banks, 453 
GAAP v. IFRS on, 335 
global view of, 335 
payroll bank account, 458 
Bank of America, 633 
Bank reconciliation, 324, 331-334, 343 
adjusting entries from, 333-334 
demonstration, 336-337 
illustration of, 332-333 
purpose of, 331-332 
Bank statement, 330-331 
Bare Escentuals, 186 
Bargain purchase option, 577n 


Barnes & Noble, 189, 206 

Base amount, 693 

Base period, 689, 691 

Basic earnings per share, 527, 705 
Basket purchase, 396 
Baskin-Robbins, 441 

Batch processing, 286 

Bearer bonds, 566 

Bear market, 702 

Beginning inventory, 181, 240 
Behavior, classification by, 736-737, 739 
Benchmarking, 1002 
Benchmarking budgets, 946-947 
Benefit period, 739 

Berkshire Hathaway, 518 


Best Buy, 22-23, 240, 360, 439, 447, 511, 512, 


878-879 
BET (break-even time), 1055-1056, 1061 
Betterments, 405 
Beyonce, 439 
Big River Productions, 483 
Billing fraud, 735 
Blackboard, 595 
Blackboard.com, 595 
Blue chips, 687 
BMW, 1004 
BMX, 529 
Boanson, Jacqueline, 320 
Boards of directors, 5, 509 
Boeing, 273, 777 
Bond(s), 552 
advantages of, 552-553 
amortization of discount (premium). See 
Amortization 
assigning ratings to, 576, 579 
basics of, 552-554 
financing, 552-553, 578 
issuing procedures, 554, 554n 
trading, 553 
debenture bonds, 566, 567, 579 
debt features, 566, 578 
demonstration, 568-570 
disadvantages of, 553 
global view of, 565 
interpreting bond quotes, 553 
issuances, 553, 554n, 554-560 
accruing bond interest expense, 
575-576, 578 
contract v. market rate, 555 
at discount, 555-557 
between interest dates, 574-576 
at par, 554-555 
at premium, 558-559 
pricing, 560 
junk bonds, 562 
municipal (“munis”), 566 
present values of bonds and notes, 
570-572, B-11 
annuities, 571-572, B-11 
compounding periods shorter than one 
year, 572 
present value concepts, 570 
present value tables, 560, 571, B-10 
retirement, 578-579 
by conversion, 562 
at maturity, 561 
before maturity, 561-562 
return and risk analysis of, 26 


Bond certificate, 554 
Bond indenture, 554 
Bonding of employees, 317 
Bond rating services, 557 
Bonuses 
bonus plans, 237, 253, 446, 460 
of managers, budget reports and, 990 
in partnerships. See Partner(s); 
Partnership(s) 
signing bonuses, 98, 115-116 
Bookkeeping, 4 
Book of final entry, 59 
Book of original entry, 59 
Books-A-Million, 189 
Book value, 100 
of assets, 99-100 
discarding plant assets, 406 
financial statement effects of, 399 
reporting depreciation and, 403-404 
sale of plant assets, 407 
of investments, 602 
Book (carrying) value of bonds, 556, 559 
Book value per common share, 528-529, 
533, 705 


Book value per preferred share, 528-529, 533 


Borders Books, 189 
Borrowing 
ratio analysis and, 698 
receivables as security in, 373-374 
short-term notes payable in, 440-441, 452 
Boston Beer, 394, 413, 441 
Boston Celtics, 100, 448 
Boston Celtics LP, 492 
Boston Celtics LP I, 492 
Bot-networking, 320 
Bottom-line figure, 636 
Bottom line items, 195 
Bottom-up process, budgeting as, 948 
Brand names, 411 
Branson, Austin, 945 
Break-even analysis, 914-918 
changes in estimates, 918 
computing break-even point, 915 
contribution margin and its measures, 914 
CVP analysis as, 908 
decision making and, 915, 927 
making assumptions in, 917-918 
preparing CVP chart, 916, 925 
Break-even chart, 916 
Break-even point, 908, 915, 925, 926, 927 
in composite units, 922 
economic feasibility, 921 
multiproduct, computing, 921-923, 927 
Break-even sales dollars, 915 
Break-even time (BET), 1055-1056, 1061 
Briggs & Stratton, 741 
Broadway plays, 483 
Brokers, 687 
Brown, Warren, 551 
Brunswick, 603 
Budget, 946 
Budget administration, 948—950, 967 
budget committee, 948 
reporting, 948, 949 
timing, 949-950 
Budgetary analysis, 946 
Budgetary control, 990-991 
Budgetary slack, 947 


Budget calendar, 950 
Budget committee, 948 
Budgeted balance sheet, 951, 958-959, 959n, 
965, 968 
Budgeted income statement, 951, 958, 
965, 968 
Budgeted statement of retained earnings, 
965, 968 
Budgeting, 946, 967 
Budget process 
flexible budgets, 990-992 
budgetary control and reporting, 990-991 
budget reports for evaluation, 992 
fixed budget performance report, 991 
master budgets, 946-948, 967 
benchmarking budgets, 946-947 
communication in, 947-948 
human behavior and, 947 
as management tool, 947 
strategic budgeting, 946 
Budget reports, 990, 992 
Buildings, 52, 396 
Bulk purchase, 396 
Bull market, 702 
Bureau of Consumer Protection, 325 
Business activities 
financing activities. See Financing activities 
identifying, recording, and communicating, 
4,27 
investing activities. See Investing activities 
operating activities. See Operating activities 
Business entities 
corporation. See Corporation(s) 
partnership. See Partnership(s) 
proprietorship. See Proprietorship(s) 
types of, 11-12 
Business entity assumption, 11-12, 508 
Business form, choosing, 482 
Business segments, 288, 710 
notes regarding, 695, A-18 
segment elimination decision, 1053-1054 
segment return on assets ratio, 288-289, 
296, 297 
BusinessWeek magazine, 13, 274 
Business year, 67, 95, 103, 147 
Bylaws, corporate, 509 


Cake Love, 551 
CakeLove.com, 551 
Calendar-year companies, 67 
Callable bonds, 566 
Callable preferred stock, 521 
Callaway Golf Company, 288, 360, 410 
Call option, 561 
Call premium, 561 
Call price, 521 
Cameron, Andrew, 320 
Canceled checks, 331 
Canion, Rod, 910 
Capital 
corporate. See Stockholders’ equity 
ease of accumulation, 508, 521 
minimum legal capital, 511 
paid-in capital, 512, 513, 517 
simple (complex) capital structure, 
527n, 701 
working capital, 697-698 


Capital accounts, 483, 489, 490 
Capital balances method, 484 
Capital budgeting, 956, 1036-1046 
accounting rate of return in, 1039—1040, 
1045-1046, 1061 
break-even time in, 1055-1056, 1061 
comparison of methods, 1045-1046 
entrepreneurship, 1035 
internal rate of return method, 
1043-1045, 1061 
with uneven cash flows, 1044 
use of, 1045 
using Excel® to compute, 1060 
net present value method, 1041-1043, 1061 
accelerated depreciation, 1043 
decision rule for, 1041 
global view of, 1055 
inflation and, 1043 
simplified computations, 1042, 
1042n, B-10 
with uneven cash flows, 1042 
use of, 1043 
using Excel® to compute, 1042, 1060 
payback period method, 1037-1039, 1061 
computing with even cash flows, 
1037-1038 
computing with uneven cash flows, 1038 
using, 1038-1039 
time value of money 
methods not using, 1037—1040 
methods using, 1040-1046 
Capital deficiency, 491 
Capital expenditures, 404; See also Plant 
asset(s) 
betterments, 405 
decisions regarding, 405, 419 
extraordinary repairs, 405 
revenue expenditures compared, 418 
Capital expenditures budget, 951, 956 
Capital leases, 411, 577, 577n 
Capital spending, 1036 
Capital stock, 12, 511-512, A-15-A-16 
Capital structure, 527n, 701 
Career opportunities, 6-7 
CarMax, 396 
Carrying (book) value of bonds, 556, 559 
Carter, Peter Smathers, 945 
Cash, 321, 342-343 
control of. See Cash controls 
days’ cash expense coverage ratio, 322 
excess, investment of, 322 
notes regarding, A-9, A-13 
payment in. See Cash disbursements 
receipt of. See Cash receipts 
recorded in journals 
disbursements. See Cash disbursements 
journal 
receipts. See Cash receipts journal 
services provided for, 16, 60 
wages paid in, as ethical issue, 444 
Cash accounts, 51, 636-637, 638 
Cash basis accounting, 95 
Cash budget, 324 
Cash budget, 951, 956-958, 964 
cash receipts from sales, 956-957, 964 
disbursements for merchandise, 957—958 
disbursements for other items, 958 
loan activity and, 958 
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Cash controls, 321-328 
cash, cash equivalents, and liquidity, 321 
cash disbursements, 324—328, 343 
cash management, 321-322 
cash receipts, 322-324, 343 
cash registers as, 318, 322, 324 
entrepreneurs, 315 
GAAP v. IFRS on, 334 
global view of, 334 
Cash coverage of debt ratio, 651, 705n 
Cash coverage of growth ratio, 651, 705n 
Cash disbursements 
control of purchase discounts, 341-342 
in future period, 103, 104 
internal controls, 324—328, 343 
petty cash system, 326-328, 343 
voucher system, 324-325 
for merchandise, 957—958 
for other items, 958 
petty cash. See Petty cash system 
shown in accounts payable ledger, 284, 297 
transaction analysis, 16—17 
Cash disbursements journal, 284 
demonstrations, 290, 294 
journalizing, 284, 285 
periodic inventory system, 284, 285, 285n, 
293, 294 
posting, 284 
Cash discounts, 183, 185, 206 
Cash dividends 
accounting for, 515, 515n 
deficits and, 515-516 
journal entries for, 515, 515n, 532 
liquidating cash dividend, 516 
Cash equivalents, 321, 342-343 
cash flows from, 633 
notes regarding, A-9, A-13 
Cash flow(s) 
analysis of (ratios), 650-651, 662, 705n 
from bond issuance, 556, 558 
from financing activities, 20, 21, 647-649, 
650, 656, 662 
equity analysis, 648 
noncurrent liability accounts, 647 
reporting, 649 
three-stage analysis, 647 
free cash flows, 650, 705n 
future cash flows, 556 
inflows and outflows, 633, 1036 
from investing activities, 20, 21, 645-646, 
656, 662 
analysis of, 645—646, 650 
global issues in reporting, 649 
misclassification of, 634 
from operating activities. See Operating 
cash flows 
Cash flow analysis, 1037 
Cash flow on total assets ratio, 650-651, 
662, 705n 
Cash flow ratios 
cash coverage of debt, 651, 705n 
cash coverage of growth, 651, 705n 
cash flow on total assets, 650-651, 662, 705n 
operating cash flow to sales, 651 
Cash inflows, 633, 1036 
Cash management, 321, 322 
Cash outflows, 633, 1036 
Cash over and short, 323, 327-328 
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Cash Over and Short account, 323 
Cash payments. See Cash disbursements 
Cash payments journal. See Cash 
disbursements journal 
Cash receipts 
credit card sales, 362, 363 
from customers, 657—658 
internal controls, 322-324, 343 
by mail, 323-324 
over-the-counter, 322-323 
journalizing and posting, 282 
from sales, 956-957, 964 
transaction analysis, 17, 61 
Cash receipts journal, 281 
demonstrations, 290, 294 
footing, crossfooting, and posting, 282 
journalizing and posting, 281-282 
periodic inventory system, 293, 294 
Cash registers, 318, 322, 323, 324 
Cash revenues, 16 
Cash sales, 51, 74, 282 
Cash withdrawals, 18, 61 
Catalog price. See List price 
Catastrophe (“act of God”), 252, 710, 711, 
712-713 
CB (certified bookkeeper), 7 
C corporations, 482 
CDUniverse, 272 
Cedar Fair, 567 
Celtics LP, 492 
Center for Women’s Business Research, 52 
Certificate in management accounting (CMA), 7 
Certified bookkeeper (CB), 7 
Certified Financial Manager (CFM), 736 
Certified forensic accountant (CrFA), 7 
Certified fraud examiner (CFE), 7 
Certified internal auditor (CIA), 7 
Certified Management Accountant (CMA), 736 
Certified payroll professional (CPP), 7 
Certified public accountant (CPA), 7 
CFE (certified fraud examiner), 7 
cfenet.com, 317 
CFM (Certified Financial Manager), 736 
Change analysis, 689, 689n 
Change fund, 323 
Change in accounting estimate, 403, 418, 
525, 712 
Change in accounting principles, 711-712 
Chart of accounts, 21, 53-54, 74 
Chasen, Michael, 595 
Check(s), 328-329 
canceled checks, 331 
NSF checks, 331-332, 333 
outstanding checks, 331, 332 
payments made by, 321 
for payroll, 456, 457, 458 
to replenish petty cash fund, 325 
technological controls, 318 
Check authorization, 339-340 
Check fraud, 331 
Checking accounts, 321 
Check kiting, 331 
Check printing, 333 
Check protectors, 318 
Check register, 284, 340 
Cheezburger.com/sites, 93 
Cheezburger Network, 93 





Chief executive officer (CEO), 509 
ChoicePoint, 286 
CIA (certified internal auditor), 7 
CitySlips, 49, 52 
Classified balance sheet, 147-149, 156 
categories in, 148-149 
classification structure, 147 
global view of presentation issues, 195 
for merchandising operations, 194 
Claxton, Chance, 479 
Clean Air Lawn Care, 507 
CleanAirLawnCare.com, 507 
Clifton, Stevie, 631 
Clifton, Tom, 631 
Clock cards, 782 
Closing entries, 143, 156 
demonstration, 152, 153 
periodic inventory system, 202, 203-204 
perpetual inventory system, 191, 192, 
199, 206 
recording, 140, 143-144, 152 
Closing entry method, 202-203, 203n 
Closing process, 142-146, 144n, 150 
post-closing trial balance, 144-146, 156 
recording closing entries, 140, 143-144, 152 
retained earnings, 525 
temporary and permanent accounts, 142, 156 
Cloud computing, 631 
CMA (certificate in management accounting), 7 
CMA (Certified Management Accountant), 736 
Coca-Cola Company, 52, 240, 287, 596, 610, 
688, 814 
Code of Professional Conduct (AICPA), 8 
Codes of ethics, 8, 9 
Cold Stone Creamery, 441 
Collateral agreements, 566 
Collection of funds by bank, 332 
Collections in advance. See Unearned 
revenue(s) 
Collusion, 318, 321, 323, 324 
Columnar journal, 278 
Commercial substance of exchange, 
416-417, 418 
Commitments, note regarding, A-16 
Committee of Sponsoring Organizations 
(COSO), 317, 319 
Common-size analysis. See Vertical analysis 
Common-size financial statements, 693-694 
balance sheets, 693 
income statements, 693-694, 695 
Common-size graphical analysis, 695-696 
Common stock, 12, 510; See also Preferred 
stock 
book value per common share, 528-529, 533 
demonstration, 529-531 
dividends on. See Dividend(s) 
equity analysis of transactions, 648 
global view of, 526 
issuance, 512-514, 533 
initial public offering (IPO), 511 
for noncash assets, 514 
no-par value stock, 513 
par value stock, 512-513 
stated value stock, 514 
return on common stockholders’ equity, 703, 
705, 710 
Communication, in budgeting, 947-948 





Companies 
corporations. See Corporation(s) 
entrepreneurship. See Entrepreneurship 
partnerships. See Partnership(s) 
proprietorships, 11, 148, 149, 482 
public companies, budgeting for, 948 
Compaq Computer, 910 
Comparability of financial information, 8—9 
Comparative balance sheets 
horizontal analysis of, 689-690, 708, 709 
in preparing statement of cash flows, 
638, 648 
Comparative financial statements, 688—691 
balance sheets, 638, 648, 689-690, 708, 709 
computation of dollar and percent changes, 
689, 689n 
income statements, 689-690, 708-709 
Comparative income statements, 689-690, 
708-709 
Compatibility principle, 273 
Complex capital structure, 527n 
Components of accounting information 
systems, 273-275 
information processors, 274 
information storage, 274-275 
input devices, 274 
output devices, 275 
source documents. See Source documents 
Composite units, 922-923 
Compounding, 560, 570, 572 
Compounding periods, B-2, B-3, B-4, B-10 
Compound journal entry, 61, 63 
Comprehensive income (loss), 604 
note regarding, A-12, A-17 
securities, 600 
statements of, A-27, A-30 
Computerized accounting systems. See 
Technology-based accounting systems 
Computer networks, 286-287 
Computer viruses, 319 
Conceptual framework of accounting, 9-12, 27 
Condemnation of property, 710 
Confidentiality, 273, 325 
Conn’s, 22 
Conservatism constraint, 238 
Consignee, 228 
Consignor, 228 
Consistency concept, 237, 711-712 
Consolidated financial statements, 603, 612 
examples of 
balance sheets, A-5, A-20, A-26, A-31 
income statement, A-7, A-21, A-25, A-30 
statement of cash flows, A-8, A-23, 
A-28, A-32 
statement of financial position, A-31 
statement of operations, A-7, A-21, A-25 
statement of shareholders’ equity, A-6, 
A-22, A-33 
Consolidation method, 597, 605 
Construction costs, 396 
Contingent liabilities, 448, 460 
IFRS v. GAAP on, 438 
potential legal claims, 12, 448, 452, A-16 
reasonably possible, 448—449 
uncertainties, 449 
Contingent valuation, 449 
Continuing operations, 710 


Continuous budgeting, 949-950 
Continuous improvement, 748, 948, 1002 
Continuous life of corporation, 508 
Contra accounts, 53, 99, 409, 513 
Contract rate on bonds, 555, 556 
Contractual restrictions, 524 
Contribution margin, 883, 914 
Contribution margin format, 993 
Contribution margin income statement, 915 
Contribution margin per unit, 914, 920, 925 
Contribution margin ratio, 914, 926 
Control, 733 
budgetary control, 990-991 
manufacturing statement used in, 746-747 
Controllability, classification by, 737, 739 
Controllable costs, 737, 875, 875n, 875-876, 885 
Controllable variance, 1002-1003, 1009 
Controlling accounts, 229, 277, 296 
Controlling influence, 597, 612 
Control principle, 272 
“Convenience” financial statements, 694 
Converse, 70, 398, 562 
Conversion, 562 
Conversion costs, 743 
Conversion costs per equivalent unit, 829 
Conversion feature, 526 
Convertible bonds, 566 
Convertible preferred stock, 520-521 
Co-ownership of property, 481 
Copyrights, 410 
Corporate capital. See Stockholders’ equity 
Corporation(s), 506-533 
business form, 482 
capital structure of, 527n, 701 
closing process for, 144n 
common stock issued by. See Common stock 
defined, 12, 508 
equity reporting, 149, 524-526 
global view of, 526 
reporting stock options, 525-526 
statement of retained earnings, 524-525 
statement of stockholders’ equity, 525, 526 
form of organization, 508-512 
advantages, 508 
capital stock basics, 511-512 
characteristics of, 508-509, 532 
disadvantages, 509 
organization and management, 509-510 
stockholders, 510-511 
income taxes, 459-460 
ownership unaffected by bonds, 552 
preferred stock. See Preferred stock 
treasury stock, 522-524, 533 
Corrected bank balance, 332 
Corrected book balance, 333 
Correcting entries, 66 
Corvette, 996 
COSO (Committee of Sponsoring 
Organizations), 317, 319 
Cost(s), 395, 397 
advertising costs, A-12 
of assets 
buildings, 396 
depreciation and, 397, 398 
intangible assets, 409-410 
land, 395-396 
land improvements, 396 


lump-sum purchases, 396 
machinery and equipment, 396 
natural resources, 408-409, 418 
replacement cost, 240 
classification of, 736-739, 755 
by behavior, 736-737 
by controllability, 737 
by function, 738-739, 744 
by relevance, 738 
by traceability, 737 
employer payroll taxes and costs, 458 
inventory costing. See Inventory(ies) 
transportation costs, 185-186 
Cost accounting system, 776 
Cost allocation, 856-885 
entrepreneurship, 857 
global view of, 878 
overhead cost allocation methods, 858-863 
for performance evaluation, 864—877 
demonstration of, 879-881 
departmental accounting, 864-865 
departmental expense allocation, 865-872 
investment center performance, 873-875 
ratio analysis of, 878-879 
responsibility accounting, 875n, 875-877 
summary of, 877 
for product costing, 858-864 
joint cost allocation, 883-885 
transfer pricing, 882-883, 885 
rule of thumb for, 869-870 
Cost assignment and reconciliation 
FIFO method of process costing, 835-837 
process costing illustration, 824-827 
ending goods in process, 825 
process cost summary, 826-827 
units completed and transferred, 825 
Cost-based transfer price, 883 
Cost behavior 
budget development and, 916, 927 
identifying, 908-910, 927 
curvilinear costs, 910 
fixed costs, 908-909 
mixed costs, 909-910 
step-wise costs, 910 
variable costs, 909 
measuring, 911-913 
comparison of methods, 911, 913, 926—927 
high-low method, 912-913 
least-squares regression, 913 
scatter diagrams, 911—912, 918, 926-927 
Cost-benefit constraint, 12, 229, 364 
Cost-benefit principle, 273, 320 
Cost centers, 865, 871 
Costco, 182, 360 
Cost control, 883 
Cost drivers. See Activity cost drivers 
Cost flows 
inventory cost assumptions 
GAAP v. IFRS on, 240 
perpetual system, 230, 231 
in job order cost accounting, 778-779 
labor cost flows, 781-782 
materials cost flows, 780-781 
overhead cost flows, 783 
summary of, 785-786 
for manufacturing activities, 744-745, 755 
merchandising cost flow, 190 
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Cost flow summary, 828 
Cost method, 522-523 
Cost object, 737, 739, 817 
Cost of capital, 1041 
Cost of goods available for sale, 231, 243 
Cost of goods manufactured, 746, 827 
Cost of goods sold, 180, 182, 837 
components of, 741-742, 755 
demonstration, 244 
in gross margin ratio, 196-197 
in income statement, 191 
as operating expense, 658-659 
under periodic inventory system, 203, 204 
summary entry for, 828 
Cost of sales. See Cost of goods sold 
Cost per equivalent unit, 824, 829, 831, 
834-835 
Cost per unit, 909, 992, 993 
Cost-plus basis jobs, 777 
Cost-plus contracts, 735, 755 
Cost pools. See Activity cost pools 
Cost principle, 10, 99, 395, 418 
Costs accounted for, 825, 832, 835 
Costs charged to production, 826-827 
Costs to account for, 825, 832, 835 
Cost to be depreciated, 398 
Cost-to-retail ratio, 251 
Cost variances, 997n, 997—1000 
analysis of, 997 
computation of, 997-998 
labor cost variances, 999—1000, 1008 
materials cost variances, 998-999, 1008 
overhead cost variances. See Overhead cost 
variance 
Cost-volume-profit (CVP) analysis, 906-927 
application of, 918-923, 927 
computing income from sales and 
costs, 919 
computing margin of safety, 920 
computing sales for target income, 
919-920, 923, 928 
multiproduct break-even point, 
921-923, 927 
sensitivity analysis, 921 
break-even analysis used in, 914-918 
computing break-even point, 915 
contribution margin and its measures, 914 
decision making and, 915, 927 
making assumptions in, 917-918 
preparing CVP chart, 916, 925, 927 
defined, 908 
degree of operating leverage and, 924, 927 
demonstration of, 924-926 
entrepreneurship, 907 
global view of, 924 
identifying cost behavior, 908-910 
curvilinear costs, 910 
fixed costs, 908-909 
mixed costs, 909-910 
step-wise costs, 910 
variable costs, 909 
measuring cost behavior, 911-913 
comparison of methods, 911, 913, 926-927 
high-low method, 912-913 
least-squares regression, 913 
scatter diagrams, 911—912, 918, 926-927 
use of Excel® in, 911, 913, 926-927 
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Cost-volume-profit (CVP) chart, 916, 
925, 927 
Counterfeit checks, 331 
Coupon bonds, 566 
Coupon rate on bonds, 555 
CPA (certified public accountant), 7 
CPP (certified payroll professional), 7 
Credit(s), 55, 55n, 74 
Credit approval, 365 
Credit balance, 55 
Credit card(s) 
card number theft, 319, 320 
debit cards compared, 362 
installment sales, 363 
recognizing, 362-363 
retailer’s decision to use, 363, 378-379 
Credit memorandum, 189, 332 
Creditor(s), 5, 52 
Creditor (nonowner) financing, 26 
Creditors ledger. See Accounts payable ledger 
Credit period, 183 
Credit purchases, 15, 16, 60 
Credit risk ratio, 375, 705n 
Credit sales, 51 
estimating bad debts from, 366-367 
journalizing and posting, 282 
receivables management, 359 
recognizing, 360-362 
Credit terms, 183 
CrFA (certified forensic accountant), 7 
CRM (customer relationship management) 
software, 287 
Crossfooting, 282 
CT (cycle time), 749-750, 755 
Cuffe, Khary, 179 
Cuffe, Selena, 179 
Cumulative preferred stock, 519-520 
Cumulative total of net cash flows, 1038 
Currency. See Foreign currency translation 
Currency counters, 318 
Current assets, 148 
in classified balance sheet, 148-149 
inventories as, 106 
noncash, changes in, 640-642 
Current liabilities, 148, 434-460 
changes in, 642-643 
characteristics of, 436-438 
classification, 436-437 
contingent liabilities 
accounting for, 448, 460 
IFRS v. GAAP on, 438 
potential legal claims, 12, 448, 
452, A-16 
reasonably possible, 448—449 
uncertainties, 449 
defined, 149, 436, 437 
demonstration, 451—453 
entrepreneurship, 435 
estimated, 445-447, 460 
bonus plans, 446, 460 
global view of, 450 
health and pension benefits, 445 
income tax liabilities, 459 
multi-period, 447 
vacation benefits, 446 
warranty liabilities, 446—447, 460 
global view of, 449-450 


known liabilities, 438-445, 460 
accounts payable. See Accounts payable 
global view of, 449 
multi-period, 444-445 
payroll. See Payroll liabilities 
sales taxes payable, 438-439, 439n 
short-term notes payable, 439-441, 452, 460 
unearned revenues, 439 
uncertainty in, 437-438 
Current portion of long-term debt, 445 
Current ratio, 150, 151, 156, 437, 697-698, 
705, 710 
Curvilinear costs, 910 
Custody of assets, 318 
Customer lists, 412 
Customer orientation, 747, 749, 777, 829 
Customer relationship management (CRM) 
software, 287 
Customer satisfaction, 865, 875 
Customer service, 822 
Customers ledger. See Accounts receivable 
ledger 
Customized production, 776-777 
Custom products, 788 
CVP analysis. See Cost-volume-profit (CVP) 
analysis 
CVP (cost-volume-profit) chart, 916, 925, 927 
Cybercrime.gov, 320 
Cyberfashion, 274 
Cybersleuthing, 325 
Cycle efficiency, 750, 755 
Cycle time (CT), 749-750, 755 


Dale Jarrett Racing Adventure, 403 
Dallas Cowboys, 11, 228 
Data encryption, 320 
Data processing, 319 
Date of declaration, 515 
Date of payment, 515, 517 
Date of record, 515 
Days’ cash expense coverage, 322, 705n 
Days’ sales in inventory, 241, 242, 253, 700, 705 
Days’ sales uncollected, 335, 343, 699-700, 
705, 710 
Days’ stock on hand, 241, 242, 253, 700, 705 
DDB (double-declining-balance) method, 
400-402, 418 
Debenture bonds, 566, 567, 579 
Debit(s), 55, 55n, 74 
Debit balance, 55, 369 
Debit cards, 362 
Debit memorandum, 184, 333 
Debt guarantees, 448 
Debtors, 51 
Debt ratio, 69-70, 74, 701, 705, 710 
Debt securities 
accounting basics, 597-598 
available-for-sale securities, 597, 600-601, 
604, 605, 613 
classification of, 597, 612 
held-to-maturity securities, 597, 600, 601, 
604, 605, 613 
motivation for investment, 596-597 
trading securities, 597, 599-600, 604, 605, 613 
Debt-to-equity ratio, 566-567, 578, 579, 701, 
705, 710 


Decision making 
in accounting for inventory, 230 
accounting support, 287 
analyzing cash sources and uses, 650 
balance sheet used in, 21, 28 
break-even analysis and, 915, 927 
credit decisions, 21, 28, 282, 297 
direct costs and, 737, 755 
financial information used in, 1047 
managerial. See Managerial decisions 
managerial accounting in, 735 
manufacturing statement used in, 746-747 
qualitative factors in, 1049, 1055 
quantitative factors in, 1049 
ratio analysis used in, 197, 207 
acid-test ratio, 196, 199, 206, 698-699, 
705, 710 
current ratio, 151, 156 
return on assets, 23, 28 
segment return on assets, 289, 297 
total asset turnover, 413, 419 
regarding capital expenditures, 405, 419 
regarding purchase discounts, 184, 206 
retailer’s decision to use credit cards, 363, 
378-379 
role of depreciation in, 100, 116 
role of statement of cash flows in, 632-633 
using middleware, 286 
Decision rules, 1041, 1054 
Declining-balance depreciation, 400-401, 
402, 418 
Defective merchandise, 189 
Deferrals, 96 
Deferred income tax asset, 460 
Deferred income tax liability, 459-460 
Deferred revenues. See Unearned revenue(s) 
Defined benefit pension plan, 578 
Defined contribution pension plan, 578 
Definitely determinable liabilities. See Known 
liabilities 
Degree of operating leverage (DOL), 
924, 927 
Dell, Michael, 241 
Dell Computer, 241, 375-376 
Deloitte, 7 
Delta Air Lines, 405 
Deltic Timber, 400 
Demand, 1053 
Demand deposits, 321 
Department(s), 864 
operating departments, 858, 867 
production departments, 815, 816, 820 
selling departments, 865 
Departmental accounting system(s), 
864-865, 878 
Departmental contribution to overhead, 871n, 
871-872 
Departmental evaluation, 864—865 
Departmental expense allocation, 865-872 
allocation of indirect expenses, 866-867 
advertising expenses, 866-867, 870 
depreciation expense, 867 
illustration of, 866 
rent and related expenses, 866 
service department expenses, 867 
utilities expenses, 867 
wages and salaries, 866 


demonstration of, 881 
departmental contribution to overhead, 871n, 
871-872 
departmental income statements, 
867-871, 885 
direct and indirect expenses, 865-866, 885 
Departmental expense allocation spreadsheet, 
868, 869, 871 
Departmental income statements, 885 
demonstration of, 879-881 
preparation of, 867-871 
Departmentalization, 864 
Departmental overhead rates, 860 
Depletion, 408-409, 416, 418, 712 
Deposits in transit, 331, 332 
Deposit ticket, 328, 329 
Depreciation, 99, 397-404, 418 
accelerated, 1043 
adjustments, 142, 156 
change in depreciation method, 712 
change in estimates for, 403, 418 
computing, 394, 397, 398, 400, 415 
excluded from operating expenses, 659, 660 
on factory assets, 784, 785 
in making business decisions, 100, 116 
methods, 398—402 
comparison of, 401—402 
declining-balance method, 400-401, 
402, 418 
straight-line. See Straight-line 
depreciation 
for tax reporting, 402 
units-of-production method, 399-402, 
409, 418 
partial-year, 402, 418 
per unit, 400 
as prepaid expense, 99-100 
reporting, 403-404, 415 
as sunk cost, 1047 
temporary differences, 459-460 
to zero book value, 406 
Depreciation expense, 399, 406, 643, 660, 867 
Depreciation schedules, 399, 400, 401 
Depreciation tax shield, 1043 
Derivatives, A-10, A-18 
Differential costs, 1048 
Diluted earnings per share, 527n 
Dilutive securities, 527n 
Direct costs, 737 
controllable costs compared, 875-876 
decision making and, 737, 755 
ethical dilemmas, 830, 838 
in process cost accounting, 817 
Direct expenses, 865-866, 868, 885 
Direct labor, 742 
Direct labor budget, 967 
Direct labor costs, 742 
computing, 746 
cost per equivalent unit, 824 
as curvilinear cost, 910 
equivalent units of production, 822 
flow of, 837 
in process cost accounting, 816, 819 
units finished and transferred, 825 
Direct labor efficiency variance, 1013 
Direct labor rate variance, 1013 
Direct material(s), 740, 742 


Direct material costs, 742 
computing, 745 
cost per equivalent unit, 824 
equivalent units of production, 822 
flow of, 837 
in job order costing, 777, 778 
in process cost accounting, 816, 818 
units finished and transferred, 825 
Direct materials budget, 966-967 
Direct materials price variance, 1012 
Direct materials quantity variance, 1012 
Direct method of reporting cash flows, 
638-639 
operating cash flows, 657-661, 662 
indirect method compared, 638-639 
operating activities section format, 661 
operating cash payments, 658-661 
operating cash receipts, 657—658 
summary of adjustments for, 661 
Direct posting of sales invoices, 280 
Direct stock sale, 511 
Direct write-off method, 363-364, 378 
Discount(s); See also Interest 
cash discounts, 183, 185, 206 
purchase discounts. See Purchase discounts 
sales discounts, 183, 188, 202 
trade discounts, 182 
Discount factors, in NPV, 1041, 1042 
Discounting, 1036 
Discount on bonds payable, 555-557 
amortizing, 556, 572-573, 578 
issuance, 555 
present value of, 560, B-10, B-11 
Discount on stock, 513 
Discount period, 183 
Discount rate, B-2 
Discount rates, in NPV, 1045, 1061 
Discounts Lost account, 341, 342 
Discover, 366 
Dishonored note, 372, 378 
Disposal of assets 
debt securities, 598 
equity securities, 598 
plant assets, 405-407, 418 
demonstration, 415, 416 
by discarding, 406, 418 
exchanges, 416-417, 418 
internal control of, 409 
partial-year depreciation and, 402, 418 
by selling, 406-407, 418 
receivables, 373-374 
Distributed earnings, 602 
Dividend(s), 53, 515-518, 532 
cash dividends, 515n, 515-516, 532 
declaration of, 648 
demonstration, 531-532 
on equity securities, 598 
global view of, 526 
on preferred stock, 519-520, 520n 
in stock. See Stock dividends 
stock splits, 518, 533 
Dividend allocation table, 531 
Dividend in arrears, 519, 520 
Dividend yield ratio, 528, 533, 704, 705 
Documentation 
confidential, destruction of, 273 
of internal control, 317 
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in job order cost system, 778 
lack of, electronic processing and, 319 
source documents. See Source documents 
in voucher system. See Voucher system 
Dogswell LLC, 1035 
DOL (degree of operating leverage), 924, 927 
Dollar changes, 689 
Domini Social Index (DSI), 6 
Domino’s Pizza, 437 
Double-declining-balance depreciation 
schedule, 401 
Double-declining-balance (DDB) method, 
400-402, 418 
Double-entry accounting, 55-56, 74 
Double taxation of corporations, 12, 509 
Dow Chemical Company, 554 
DSI (Domini Social Index), 6 
DSW Shoes, 286 
Duckett, Megan, 989 
Dukes, Kenny, B-1 
Dun & Bradstreet, 23, 413, 686, 688 
Dunkin’ Donuts, 441 
Dylan’s Candy Bar, 315 
DylansCandyBar.com, 315 





Earle, John, 907 
Earle, Lorraine, 907 
Earnings. See Net income 
Earnings per share (EPS), 527, 527n, 533 
basic earnings per share, 527 
note regarding, A-12, A-17 
sustainable income, 711 
Earnings quality, 651 
Earnings statement. See Income statement 
Eastman Kodak Company, 597 
eBay, 319, 394 
Ebbers, Bernard, 8, 324 
E-cash, 638 
ECG (electrocardiogram), 318 
Echostar, 10 
E-commerce, 319-320, 747 
E-communications, 273 
Economic value added (EVA), 874 
Economy, role in fraud upturn, 13 
EDGAR (Electronic Data Gathering, Analysis, 
and Retrieval) database, 15, A-1 
Edmunds.com, 921 
Effective interest method, 572-574 
Effective interest method (amortization), 572 
demonstration, 569-570 
discount on bonds payable, 572-573, 578 
premium on bonds, 573-574, 578 
Efficiency, 687 
Efficiency variance, 1000, 1009, 1010, 1014 
EFT (electronic funds transfer), 275, 
329-330, 458 
Electrocardiogram (ECG), 318 
Electronic Data Gathering, Analysis, and 
Retrieval (EDGAR) database, 15, A-1 
Electronic Data Systems, 10 
Electronic funds transfer (EFT), 275, 
329-330, 458 
Electronic monitoring of operations, 816 
Elements of financial accounting, 9 
Embedded inventory tags, 318 
Emerging markets, 610 


IND-8 Index 


Employee(s) 
bonded, 317 
fictitious, 445 
morale of, 866 
payroll deductions. See Payroll deductions 
Employee benefits, 445 
Employee earnings report, 456, 457 
Employer(s) 
payroll deductions. See Payroll deductions 
payroll taxes and costs, 458 
Employer’s Quarterly Federal Tax Return (Form 
941), 453, 454 
Ending goods in process, 825, 834, 835 
Ending inventory, 182, 232, 238-240, 244 
End of month (EOM), 183 
End-of-period adjustments, 372-373, 441, 447 
Enron Corporation, 8, 11, 564, 706 
Enterprise resource planning (ERP) 
software, 287 
Entrepreneurship 
accounting cycle application, 137 
accounting information, 3 
accounting systems, 271 
asset management, 393 
capital budgeting, 1035 
cash flows, 631 
corporations, 507 
cost allocation, 857 
cost-volume-profit (CVP) analysis, 907 
current liabilities and payroll, 435 
financial statement analysis, 685 
flexible budgets, 989 
franchising, 441, 451, 461 
internal controls, 315 
inventory management, 227 
investments and international operations, 595 
job order cost accounting, 775 
managerial accounting, 731 
master budgets, 945 
merchandising, 179 
monitoring liabilities, 551 
partnerships, 479 
process cost accounting, 813 
receivables management, 359 
transaction analysis and recording, 49 
women entrepreneurs, 49, 52, 179, 271, 315, 
479, 989 
Environmental damages, 449 
Environmental issues, 829 
Environmental Protection Agency (EPA), 
507, 992 
EOM (end of month), 183 
EPA (Environmental Protection Agency), 
507, 992 
EPS. See Earnings per share 
Equal total payments, 563 
Equipment, 16, 52, 60 
allocation of depreciation expense, 867 
cost determination, 396 
useful lives of, 404, 418 
Equity, 14, 26, 27; See also Stockholders’ 
equity 
analysis of, 648 
in classified balance sheet, 148, 149 
minority interest included in, 701 
owner’s equity, 53 
partner return on equity ratio, 492, 495 


reporting, 524-526 
global view of, 526 


owner’s equity. See Statement of owner’s 


equity 
statement of partners’ equity, 485-486 
statement of retained earnings, 524—525 
stockholders’ equity. See Statement of 
stockholders’ equity 
stock options, 525-526 
Equity accounts, 53-54 
Equity method, 597, 602-603, 605 
Equity method with consolidation, 603 
Equity ratio, 701, 705 
Equity relations, 55-56 
Equity securities, 597, 598, 612 
Equity securities with controlling influence, 
597, 603, 612 
Equity securities with significant influence, 
597, 602-603, 613 
Equivalent units of production (EUP), 816, 
821-822, 837 
cost per equivalent unit, 824, 831, 834-835 
demonstration, 831 
differences in equivalent units, 821-822 
FIFO method 
cost per equivalent unit, 834-835 
equivalent units of production, 833-834 
goods in process, 821 
process costing illustration, 823-824 
in process cost summary, 826-827 
weighted-average method, 823-824 
Ernst & Young, 7, 10 
ERP (enterprise resource planning) 
software, 287 
Errors 
bank errors, 332 
correction by bank, 331 
effects of inventory errors, 238—240, 
246, 253 
finding and correcting, 65—66, 66n 
human error, 320 
processing errors, 319 
transposition errors, 66n 
Error testing, 332 
Escapable expenses, 1053 
Estimate(s) 
of bad debts 
aging of receivables method, 368-369 
percent of receivables method, 367, 369 
percent of sales method, 366-367, 
369, 378 
summary of methods, 369 
in CVP analysis, 917, 918 
for depreciation, 399, 403, 418 
inventory estimation methods, 251-252 
gross profit method, 252, 253 
retail inventory method, 251, 253 
in managerial accounting, 734 
note regarding, A-9 
Estimated liabilities, 445—447, 460 
bonus plans, 446, 460 
global view of, 450 
health and pension benefits, 445 
income tax liabilities, 459 
multi-period, 447 
vacation benefits, 446 
warranty liabilities, 446-447, 460 


Estimated line of cost behavior, 912 
Ethics, 8, 27, 736 
codes of conduct, 8, 9 
ethical issues 
accrued expenses, 105, 116 
activity-based costing, 864, 886 
in asset valuation, 399 
bonus plans, 237, 253 
budgeting, 947, 968 
budget requests, 996, 1014 
capital budgeting, 1042, 1061 
cash sales, 51, 74 
cash wages, 444 
commission arrangements, 275, 296 
cost-plus contracts, 735, 755 
in CVP analysis, 920, 927-928 
direct and indirect costs, 830, 838 
division of assets upon death of partner, 
489, 495 
favorable cash discounts, 185, 206 
form of business organization, 12, 27 
inventory costing methods, 237, 253 
overhead allocation, 785, 793 
useful lives of equipment, 404, 418 
in managerial accounting, 735-736, 755 
EUP. See Equivalent units of production 
EVA (economic value added), 874 
Even cash flows, 1037—1038, 1044 
Events, 15 
EVP (executive vice president), 876, 877 
Excel® software 
in computing IRR, 1060 
in computing NPV, 1042, 1060 
use in CVP analysis, 911, 913, 926-927 
Exchange of plant assets, 416, 418 
with commercial substance: gain, 417 
with commercial substance: loss, 416-417 
without commercial substance, 417 
Exchange rates (currency), 331, 610-611, 
612, 613 
Exchange value, 150 
Executive vice president (EVP), 876, 877 
Exemption from withholding, 442 
Expanded accounting equation, 14, 55-56 
Expanded overhead variances, 1010-1012 
computing overhead cost variances, 
1010-1011 
fixed overhead cost variances, 1012 
variable overhead cost variances, 1011-1012 
Expenditures, planning, 322 
Expense accounts 
alternative recording of prepayments, 
113-114, 115 
Discounts Lost account, 341, 342 
recording debit balances in, 143-144 
Expense recognition principle. See Matching 
principle 
Expenses, 14, 193, 206 
accrued. See Accrued expenses 
days’ cash expense coverage ratio, 322 
decrease in equity and, 53 
depreciation expense, 399, 406 
fixed or variable, 450 
IFRS on recognition of, 109 
indirect, allocation of, 866-867, 870 
insurance as operating expense, 396 
interest expense on notes payable, 440 


joint relation with sales, 693 
miscellaneous, 323 
payment in cash, 16-17, 60, 63 
prepaid. See Prepaid expenses 
recording, 365, 453 
selling expenses, 193 
timing of recognition, 96 
Explanations, 57, 58 
Expropriation of property, 710 
Extended-warranty contracts, 447 
External transactions, 15, 94 
External users of information, 5-6, 27, 632, 
686, 734 
Extraordinary gains and losses, 710, 711, 
712-713 
Extraordinary repairs, 405 
ExxonMobil, 408, 814 


Facebook, 3, 15 
Facebook.com, 3 
Face-recognition software, 318 
Face value of note, 440 
Factor, 373 
Factoring fee, 373 
Factory overhead, 742-743, 778 
Factory overhead budget, 967 
Factory overhead costs, 742-743 
computing, 746 
flow of, 837 
in process cost accounting, 816, 819-820 
Factory overhead ledger, 780, 782 
Fair market value(s), 403—404, 412 
Fair value, 10, 150, A-13 
Fair value adjustment, 599 
Fair value option, 565, 597, 601, 604 
Falcon Cable Communications, 489 
Fannie Mae, 109 
FASB. See Financial Accounting Standards 
Board 
FASB. org, 9, 10 
Fastow, Andrew, 8 
Favorable purchase discounts, 184n, 185, 206 
Favorable variance, 991, 997n, 1000 
Federal Deposit Insurance Corporation 
(FDIC), 701 
Federal depository banks, 453 
Federal Express, 286 
Federal Insurance Contributions Act (FICA) 
taxes, 442 
employee taxes, 442-443 
employer taxes, 443-444 
reporting, 453, 454 
Federal Trade Commission (FTC), 325 
Federal Unemployment Taxes (FUTA), 
444, 453 
Federated Department Stores, 632 
FedEx, 874 
Fees and service charges, 51, 331, 362, 373, 395 
FICA. See Federal Insurance Contributions 
Act (FICA) taxes 
Fictitious employees, 445 
FIFO method of process costing, 833-837 
assigning and reconciling costs, 835-837 


change to weighted-average method, 837, 838 


cost per equivalent unit, 834-835 
equivalent units of production, 833-834 


beginning goods in process, 834 
ending goods in process, 834 
units started and completed, 834 
physical flow of units, 833 
Fila, 398, 555, 556, 560, 572 
Finance.Google.Com, 15 
Finance leases, 565 
Finance receivable, 363 
Finance. Yahoo.Com, 15 
Financial accounting, 5, 6-7, 9, 733-735 
Financial accounting databases, 274 
Financial Accounting Standards Board 
(FASB), 9 
accounting for gift card sales, 439 
analyzing and recording transactions, 68—69 
on statement of cash flows, 634, 661 
Statement of Financial Accounting Standards 
No. 153, “Exchanges of Nonmonetary 
Assets—an amendment of APB Opinion 
No. 29,” 416 
Financial budgets, 956-960 
budgeted balance sheet, 951, 958-959, 
959n, 968 
budgeted income statement, 951, 958, 965, 968 
cash budget, 956-958, 964 
in master budget, 951 
Financial calculators, 560 
Financial information, 1047 
Financial leverage, 69-70, 521, 552, 701 
Financial management, 26 
Financial reporting, 687 
Financial statement(s) 
balance sheet. See Balance sheet(s) 
“convenience” statements, 694 
effects of adjusting entries, 105, 111, 115 
effects of inventory costing 
periodic system, 250 
perpetual system, 236, 237, 252-253 
effects of inventory errors, 238—240, 246, 253 
entering adjusted trial balance in, 139, 140 
examples of, A-1—A-33 
Apple Computer, A-19-A-23 
Nokia, A-29—A-33 
Palm, A-24—A-28 
Research in Motion, A-2—A-18 
formats for merchandisers, 192—194 
classified balance sheet, 194 
multiple-step income statement, 
192-193, 206 
single-step income statement, 193-194, 206 
GAAP v. IFRS on, 22, 57, 69 
general-purpose, 5 
income statement. See Income statement 
interim statements, 94, 251 
links to adjusted accounts, 105, 111 
links to manufacturing statement, 755 
partnerships, 485-486 
pro forma, 142 
statement of cash flows. See Statement of 
cash flows 
statement of owner’s equity. See Statement 
of owner’s equity 
Financial statement analysis, 684—712 
analysis reporting, 706-707 
basics of, 686-688 
building blocks of, 687, 712 
information for analysis, 687 
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purpose of, 686 
standards for comparisons, 688, 712 
tools of analysis, 688 
defined, 686 
demonstrations, 707—710 
entrepreneurship, 685 
horizontal analysis, 685, 688-693, 712 
comparative statements, 688-691 
global view of, 706 
trend analysis, 691-693 
ratio analysis. See Ratio analysis 
sustainable income and, 710-712 
vertical analysis, 685, 688, 693-696, 712 
common-size graphics, 695-696 
common-size statements, 693-694, 695 
global view of, 706 
Financial statement analysis report, 
706-707, 712 
Financial statement preparation, 19-21, 27, 74, 
92, 93, 106-107 
from adjusted trial balance, 106—107 
balance sheet. See Balance sheet(s) 
demonstration, 111-113 
global view of, 69, 108 
income statement. See Income statement 
for merchandising operations, 191, 204 
statement of cash flows. See Statement of 
cash flows 
statement of owner’s equity. See Statement 
of owner’s equity 
from trial balance, 66-68 
Financing activities, 20, 21, 26, 27, 634, 662 
cash flows from, 20, 21, 647-649, 656, 662 
equity analysis, 648 
noncurrent liability analysis, 647 
proving cash balances, 648 
ratio analysis, 650-651 
reporting, global issues in, 649 
three-stage analysis, 647 
Finished goods inventory, 741, 778, 779, 816, 
827-828, 837 
Firewalls, 320 
First-in, first-out (FIFO), 233, 252-253, 698 
cost flow assumptions in, 230, 231 
financial statement effects of, 236 
inflation and, 236, 253 
periodic system, 247-248 
perpetual system, 233, 243-244 
First Industrial Realty, 364 
Fiscal year, 67, 95 
Fitch, 557 
Fitness Anywhere, Inc., 227 
FitnessAnywhere.com, 227 
Fixed assets. See Plant asset(s) 
Fixed budget, 991 
Fixed budget performance report, 991, 
994-995 
Fixed costs, 736, 737 
changes in, 918 
in cost pools, 861 
in CVP chart, 916 
high-low method, 912-913 
in preparation of flexible budgets, 992, 993 
Fixed costs per unit, 909 
Fixed expenses, 450 
Fixed overhead, 1003 
Fixed overhead cost variance, 1010-1012 
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Fleming, 180 
Flexibility of practice, 734 
Flexibility principle, 273 
Flexible budget(s), 990-995, 1014 
budgetary process, 990-992 
budgetary control and reporting, 990-991 
budget reports for evaluation, 992 
fixed budget performance report, 991 
defined, 992 
demonstration, 1007 
entrepreneurship, 989 
flexible budget reports, 992-995 
flexible budget performance report, 
994-995, 1008 
preparation of flexible budgets, 992-994 
purpose of flexible budgets, 992 
flexible overhead budget, 1001-1002 
Flexible budget performance report, 994-995, 
1008, 1014 
Flexible budget reports, 992-995 
flexible budget performance report, 994—995, 
1008, 1014 
preparation of flexible budgets, 992—994 
purpose of flexible budgets, 992 
Floating an issue, 554n 
Floor space, 866, 867, 870 
FOB (free on board) point, 185 
FOB destination, 186, 228 
FOB shipping point, 185-186, 228 
Fool.com, 685 
Footing, 67, 282 
Ford Motor Company, 241, 363, 446, 448, 
829-830, 921 
Foreign currency translation 
common-size statements and, 693 
exchange rates, 331, 610-611, 612, 613 
note regarding, A-9 
purchases in foreign currency, 611—612, 613 
ratio analysis and, 699 
sales in foreign currency, 611 
Foreign exchange rates, 331, 610, 611, 612, 613 
Forgery, 331 
Form 940 (Annual Federal Unemployment Tax 
Return), 453 
Form 941 (Employer’s Quarterly Federal Tax 
Return), 453, 454 
Form 10-K, A-1 
Form 10-KSB, A-1 
Form W-2 (Wage and Tax Statement), 455 
Form W-4 (Withholding Allowance 
Certificate), 458 
Franchises, 410-411 
Franchising, 441, 451, 461 
Franklin, Benjamin, 570 
Fraud, 316, 320 
characteristics of, 735-736 
clues to internal control violation, 328 
complaints of, 325 
economic conditions and, 13 
firsthand knowledge of, 334 
forms of check fraud, 331 
involving payroll, 782 
managerial accounting and, 736 
payroll fraud, 445 
WorldCom, 324 
Free cash flows, 650, 705n 
Free on board (FOB) point, 185-186, 228 


Free product with purchase, 908 
Freight-in, 186 
Freight-out, 186 
Fremont General, 10 
Fringe benefits, 578 
FTC (Federal Trade Commission), 325 
ftc.gov/bcp/consumer.shtm, 319 
Full-disclosure principle, 11, 237 
contingent liabilities, 448 
dividends in arrears, 520 
noncash investing and financing, 635 
warranty liabilities, 446, 447 
Function, classification by, 738—739, 744 
FUTA (Federal Unemployment Taxes), 
444, 453 
Futura Computer, 860 
Future payments, 103, 104 
Future value(s), B-7 
formula for, B-3 
future value tables, B-4, B-10, B-11 
lotteries, B-1, B-6 
of ordinary annuity, B-6-B-7 
of single amount, B-3—B-5 
solving for, B-4 
Future value of annuity of 1 table, B-11 
Future value of 1 table, B-4, B-10 





GAAP. See Generally accepted accounting 
principles 
Gains; See also Losses 
disposal of assets, 417 
extraordinary, infrequent, or unusual, 710 
in multiple-step income statement, 193, 206 
retirement of debt, 660-661 
unrealized, 599, 607 
Gambling enterprises, 486 
Gamer Grub, 137 
GamerGrub.com, 137 
Games2U, 393 
Games2U.com, 393 
Gap Inc., 95, 180, 596, 603, 606, 644, 1053 
Gardner, David, 685 
Gardner, Tom, 685 
Garza, Mary E., 633 
Gateway Distributors, 364 
General accounting principles, 10 
General accounting system, 776 
General and administrative expense budget, 
955, 964 
General and administrative expenses, 193 
General and subsidiary ledgers kept in 
tandem, 277 
General journal, 56-57, 276 
demonstrations, 71-72, 290, 294 
entries for petty cash fund, 338 
special journals and, 285 
General ledger, 51, 54, 74 
accounts receivable ledger and, 361 
after closing process (illustrated), 145 
demonstrations, 291, 295 
posting from sales ledger, 279 
in T-account form, 64 
Generally accepted accounting principles 
(GAAP), 8-9, 27 
accounting for and reporting equity, 526 
accounting information systems, 287-288 


adjusting accounts, 108 
cash basis accounting not consistent with, 95 
changes in, 711-712 
on contingent liabilities, 438 
on debt v. equity stocks, 521 
fair value option for securities, 601 
on financial statements, 69, 108, 195 
IFRS compared. See Global issues 
income tax laws and, 459 
on internal controls, 334-335 
merchandise purchases and sales, 195 
on methods of reporting cash flows, 661 
note regarding, A-9 
partnerships, 492 
receivables, 374 
rules-based, 109 
on statement of cash flows, 649 
temporary differences, 459-460 
terminology, 374, 605 
General Motors, 748 
General partner, 481 
General partnership, 481 
General-purpose financial statements, 5, 687 
Generic drugs, 410 
Genmar Holdings, 277 
GeoCities, 411 
Giannini, Marco, 1035 
Giard, Kelly, 507 
Gift card sales, 101, 439 
“Gilts,” 554 
Global economy, 747 
Global issues 
accounting controls, 69 
accounting information systems, 287-288 
adjusting accounts, 108 
analyzing and recording transactions, 68—69 
asset reporting, 150 
basic principles, 21—22 
bonds and notes, 565 
cash flow reporting, 649 
closing process, 150 
common stock, 526 
corporate financing, 508 
currency exchange rates, 331 
current liabilities, 449-450 
dividends, 526 
fair value option, 565 
financial statements, 22, 69, 108, 195, 706 
“gilts,” 554 
influential securities, 605 
intangible assets, 412-413 
internal control(s), 334-335 
inventory costing (perpetual system), 
240-241 
leases and pensions, 565 
liability reporting, 150, 438 
in managerial accounting 
customer focus, 749 
CVP analysis, 924 
job order cost accounting, 788 
master budgets, 960 
net present value method, 1055 
performance evaluation, 874, 878 
process cost accounting, 829 
reporting manufacturing activities, 749 
standard costs, 1004 
use of balanced scorecard, 874 


merchandise purchases and sales, 195 
noninfluential securities, 605 
plant assets, 412 
preferred stock, 526 
receivables, 374 
transaction analysis, 22 
treasury stock, 526 
Going-concern assumption, 11, 403 
Goods, 180, 658-659 
available for sale, 231, 243 
on consignment, 228 
damaged or obsolete, 228 
in transit, 228 
Goods in process inventory, 741, 778 
beginning goods in process (FIFO 
method), 834 
ending goods in process, 825 
equivalent units of production and, 821 
flow of production activity and, 744-745 
Goods sold, 778 
Goodwill, 410, 411, A-11 
Google, 321 
Goscha, John, 813 
Government accounting, 7 
Government investigations, 449 
Government regulation of corporations, 509 
Grant Thornton, 10 
Green Bay Packers, Inc., 11, 510 
Gross margin, 180-181, 196-197 
Gross margin ratio, 196-197, 199, 206, 705 
Gross method of recording purchases, 341 
accounting for discount purchases, 184 
periodic inventory system, 342 
perpetual inventory system, 341-342 
Gross pay, 442 
Gross profit, 180-181 
demonstration computations, 246 
in income statement, 191, 193 
under periodic inventory system, 204 
Gross profit method, 252, 253 
Gross profit ratio, 196-197, 199, 206, 705 
Group purchase, 396 
Growth stocks, 528 
Guidelines (rules of thumb), 688 


Hacking, 320 
Hard-wire hookups, 286 
Harley-Davidson, 273, 364, 437, 518, 644, 882 
Harris, Jim, 910 
Hasbro, 335 
Health and pension benefits, 445 
Heinz, 814 
Held-to-maturity (HTM) securities, 600, 613 
accounting summary for, 604 
acquisition of, 597 
fair value option for, 601 
global view of, 605 
Hendin, Adam, 731 
Heritage Link Brands, 179 
HeritageLinkBrands.com, 179 
Hershey, 814 
Hershey Foods, 398 
Hersheys.com/discover/tour-video.asp, 814 
Heterogeneity, 777 
Hetrick, Randy, 227 
Hewitt, John T., 775 








Hierarchical levels of management, 737 
High-low method, 912-913 
Historical cost principle. See Measurement 
principle 
Historical costs, 1049 
Home Depot, 206, 251, 525, 577 
Honda, 747 
Honored note, 372, 378 
Horizontal analysis, 685, 688-693, 712 
comparative statements, 688-691 
balance sheets, 689-690, 708, 709 
computation of dollar and percent changes, 
689, 689n 
demonstration, 708-709 
income statements, 689-690, 708-709 
global view of, 706 
trend analysis, 691—693 
Hostile takeover, 521n 
Hot Box Cookies, 731 
HotBoxCookies.com, 731 
Hsiao, Jason, 631 
HTM securities. See Held-to-maturity 
securities 
Huh, Ben, 93 
Human behavior, 947 
Human error, 320 
Hurdle rate, 873, 1041, 1043, 1045 
Hybrid costing system, 829-830, 837 
Hybrid inventory system, 182, 186 


IASB. See International Accounting 
Standards Board 
TASB. org.uk, 9, 10 
IBM, 553 
IDEA (Interactive Data Electronic 
Applications), A-1 
Ideal standards, 996 
IdeaPaint, 813 
Identity theft, 319-320, 325 
IFRS. See International Financial Reporting 
Standards 
IFRS.com, 9 
Illegal acts 
in accounting for inventory, 235 
in asset management, 409 
collusion, 318, 321, 323, 324 
credit card number theft, 319, 320 
ethics violations, 8 
failure to pay withholding taxes, 443 
fraud. See Fraud 
identity theft, 319-320, 325 
impersonation online, 319-320 
manipulation of accounting information, 564 
misconduct in accounting controls, 69 
misuse of petty cash, 326 
monitoring digital communications, 273 
uncertified financial statements, 106 
IMA (Institute of Management Accountants), 
734, 736 
ImClone, 13 
Impairment of asset value, 404, 410 
annual testing for, 410, 412 
losses due to, 412 
note regarding, A-11 
Impersonation online, 319-320 
Implied annual interest rate, 184n 
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Imprest system, 326 
Inadequacy, 397 
Income, A-17 
comprehensive, A-12 
computing from sales and costs, 919 
dividing, in partnerships, 483—485, 495 
from merchandising activities, 180-181 
from operating activities, 193, 206 
operating cash flows contrasted, 644 
statements of, A-27, A-30 
target income, computing sales for, 919-920, 
923, 928 
Income-and-loss-sharing agreement, 489, 490 
Income-and-loss-sharing ratio method, 484 
Income growth, 369, 379 
Income statement, 19, 20 
all-inclusive, 710-712 
common-size, 693-694, 695 
consolidated, A-7, A-21, A-25, A-30 
contribution margin income statement, 915 
demonstrations, 24, 73, 153 
multiple-step, 198-199 
preparation of statement, 112 
single-step, 199 
effect of plant asset cost allocation, 395 
effects of inventory errors, 238—240 
effects of straight-line depreciation on, 399 
global view of presentation issues, 195 
gross profit shown in, 191, 193 
long-term investments, 609, 610 
for manufacturer, 741-744, 755 
direct labor, 742 
direct materials, 742 
factory overhead, 742-743 
performance reporting, 743-744 
prime and conversion costs, 743 
for merchandising operations 
multiple-step, 192-193, 206 
single-step, 193-194, 206 
multiple-step, 192-193, 198-199, 206 
preparation of, 20, 21 
from adjusted trial balance, 106-107, 112 
periodic inventory system, 204 
perpetual inventory system, 191 
using trial balance, 67 
from worksheet, 139-142 
in preparing statement of cash flows, 638 
single-step, 193-194, 199, 206 
variable costing income statement, 915 
Income statement expenditures, 404 
Income stocks, 528 
Income Summary account, 143-144, 153, 191 
Income taxes 
computing, 456, 458 
deferred assets, 460 
deferred liabilities, 459-460 
employee deductions for, 442-443, 453, 454 
notes regarding, A-11, A-15 
payable, 643, 660 
recording expense, 453 
tax liabilities, 459 
Income tax expense, 955, 958 
Incorporation, 509 
Incorporators, 509 
Incremental costs, 1048, 1052 
Incremental overhead rate, 1050 
Incremental revenues, 1051-1052 


IND-12 Index 


Indefinite life of intangible asset, 409 
Independent review by auditors, 318 
Index, 691 
Index number, 691 
Index number trend analysis, 691-693 
Indirect costs, 737 
ethical dilemmas, 830, 838 
process cost accounting, 817 
in process cost accounting systems, 817 
Indirect expenses, 865-866, 885 
allocation of, 866-867 
advertising expenses, 866-867, 870 
departmental, 868, 868n, 869, 880 
depreciation expense, 867 
illustration of, 866 
rent and related expenses, 866 
service department expenses, 867 
utilities expense, 867 
wages and salaries, 866 
Indirect labor, 742 
Indirect labor costs, 742, 816, 819 
Indirect materials, 740-741, 816, 818 
Indirect method of reporting cash flows, 
638-639, 662 
application of (adjustments), 639-644 
changes in current liabilities, 642—643 
changes in noncash current assets, 
640-642 
nonoperating items, 643 
operating items not providing or using 
cash, 643 
demonstration, 652—653 
direct method compared, 638-639 
spreadsheet used in, 654-656 
summary of adjustments, 644 
Indirect stock sale, 511 
Industry comparisons, 688, 693 
Industry Norms and Key Ratios (Dun & 
Bradstreet), 23 
Inescapable expenses, 1053-1054 
Inflation, 1043 
Influential investments, 602—604 
accounting summary for, 603-604 
comprehensive income from, 604 
with controlling influence, 603 
global view of, 605 
with significant influence, 597, 602-603, 613 
Information processors, 274 
Information storage, 274-275 
Infrequent gain or loss, 710 
Initial public offering (IPO), 511 
Input devices, 274 
Installment accounts receivable, 363 
Installment notes, 562-564, 564n, 568, 578, B-10 
Institute of Management Accountants (IMA), 
734, 736 
Insurance, 317 
as operating expense, 396 
prepaid, 51, 52, 62, 97-98 
Insurance claims (losses), 252, 449 
Insurance expense, 870 
Insurance premiums, 52 
Intangible asset(s), 52, 148, 149, 409-412, 418 
cost determination and amortization, 409-410 
global view of, 412-413 
goodwill, A-11 
notes regarding, A-11, A-14 


types of, 410-412 
copyrights, 410 
franchises and licenses, 410-411 
goodwill, 410, 411 
leasehold improvements, 411—412 
leaseholds, 411 
patents, 410, 416 
software, covenants, customer lists, 412 
trademarks and trade names, 411 
Integrated systems, 286 
Interactive Data Electronic Applications 
(IDEA), A-1 
Interest, 370 
on bonds, 553 
computing, 370, 371, 378 
fixed interest charges, 451, 461 
on notes payable, 440-441, 452 
present and future values, B-1 
solving for, B-3, B-4, B-10 
Interest expense 
accrued, 102-103, 575-576, 578 
on bonds, 575-576, 578 
classification of, 955 
computing return on total assets, 703 
on notes payable, 440 
Interest payable, 642—643, 660 
Interest rates, 184n, 572, 600, 613 
Interest revenue 
accrued, 104 
from debt securities, 597-598 
honored notes, 372, 378 
shown in bank reconciliation, 331, 333 
Interim financial statements, 94, 251 
Internal auditing, 734 
Internal control(s), 6, 272, 314-343 
banking activities as. See Banking activities 
clues to violations of, 328 
control of cash. See Cash controls 
demonstrations, 336-338 
entrepreneurs, 315 
global view of, 334-335 
over inventory, 229 
limitations of, 320 
of long-term assets, 409 
in payroll accounting, 442, 445 
principles of, 317-318, 334, 342 
purchase discounts, 341-342 
purpose of, 316-317, 334 


SOX requirements. See Sarbanes-Oxley Act 


(SOX) of 2002 
technology and, 319-320 
Internal control environment, 320 
Internal control reports, 317, 319, A-4 
Internal control systems, 316, 736 


Internal rate of return (IRR), 1043-1045, 1061 


other methods compared, 1045—1046 
with uneven cash flows, 1044 
use of, 1045 
using Excel® to compute, 1060 
Internal Revenue Service (IRS) 
amortization of goodwill requirements, 411 
recordkeeping requirements, 66 
required forms 


Form 940 (Annual Federal Unemployment 


Tax Return), 453 
Form 941 (Employer’s Quarterly Federal 
Tax Return), 453, 454 


Form W-2 (Wage and Tax Statement), 455 
Form W-4 (Withholding Allowance 
Certificate), 458 
taxes paid to, 442 
withholding tables, 443 


Internal transactions, 15, 94 
Internal users of information, 6, 27, 632, 


686, 734 


International Accounting Standards Board 


(IASB), 9 


International Financial Reporting Standards 


(IFRS), 9 
accounting for and reporting equity, 526 
adjusting accounts, 108 
analyzing and recording transactions, 68—69 
asset reporting, 150, 240, 407 
cash basis accounting not consistent with, 95 
closing process, 150 
consolidated subsidiaries, 603 
converting from GAAP to, 335 
on debt v. equity stocks, 521 
definition of fair value, 150 
effective interest method, 574 
fair value option for securities, 601 
financial statements, 57, 108, 195 
on intangible assets, 412-413 
on internal controls, 334-335 
liability reporting, 150, 438 
LIFO not permitted under, 240 
merchandise purchases and sales, 195 
on methods of reporting cash flows, 661 
partnerships, 492 
principles-based, 109 
receivables, 374 
on revenue and expense recognition, 109 
on statement of cash flows, 649 
terminology, 374, 605 


International operations, 610—612 


consolidated financial statements for, 612 
foreign exchange rates, 331, 610, 611, 

612, 613 
purchases in foreign currency, 611-612, 613 
sales in foreign currency, 611 


Internet, 241, 274-275 

Intracompany comparisons, 688, 692, 696 
Intracompetitor comparisons, 688 

Intuit, 286 

Intuit.com, 286 

Inventory(ies), 181, 226-253, 776; See also 


Periodic inventory system; Perpetual 
inventory system 
adjustments for changes in, 641-642 
basic concepts 
counting and internal controls, 229 
determining inventory costs, 229, 252 
determining inventory items, 228-229, 252 
costing (periodic system), 246-250, 253 
financial statement effects of, 250 
first-in, first-out (FIFO), 247-248 
last-in, first-out (LIFO), 248-249 
specific identification, 246-247 
weighted average, 249 
costing (perpetual system), 229-237, 253 
consistency concept in, 237 
demonstration, 242—246 
financial statement effects, 236, 237, 
252-253 


first-in, first-out (FIFO), 233, 243-244 
global view of, 240-241 
illustration of, 231 
inventory cost flow assumptions, 230, 231 
last-in, first-out (LIFO), 233-234, 244 
specific identification, 231-232, 242, 245 
tax effects, 236-237, 252-253 
weighted average, 234-235, 245, 249 
demonstration, 242—246 
effects of errors, 246, 253 
balance sheet effects, 240 
demonstration, 246 
income statement effects, 238-240 
estimation methods, 251-252 
gross profit method, 252, 253 
retail inventory method, 251, 253 
global view of, 240-241 
inventory management analysis, 241—242 
days’ sales in inventory ratio, 241, 
242, 253 
inventory turnover ratio, 241, 242, 253, 
699, 705 
for manufacturer, 742 
raw materials, 740-741 
work in process, 741 
of merchandising companies 
beginning inventory, 181, 240 
as current assets, 106 
ending inventory, 182, 232, 238-240, 244 
inventory systems, 181—182 
shown in balance sheet, 191, 206 
notes regarding, A-10, A-14 
process costing illustration, 822-829 
safeguarding, 235 
safety stock systems, 953 
valuation at LCM, 237, 253 
computing LCM, 237-238 
GAAP v. IFRS on, 240 
recording LCM, 238 
write-downs of, 710 
Inventory account, 229 
Inventory counters, 229 
Inventory tags, 318 
Inventory tickets, 229 
Inventory turnover ratio, 241, 242, 253, 
699, 705 
Investing activities, 27, 634, 662 
accounting equation and, 26 
cash flows from, 20, 21, 645-646, 656, 662 
analysis of, 645-646, 650 
reporting, global issues in, 649 
noncash investing and financing, 635, 662 
short-term investments, 634 
InvestingInBonds.com, 560 
Investment(s), 594-613 
basics of, 596-598 
classification and reporting, 597 
debt securities, 597-598 
equity securities, 598 
motivation, 596-597 
capital budgeting. See Capital budgeting 
demonstrations, 606—610 
evaluation of 
preferred methods, 1046 
using ARR, 1039-1040, 1045-1046, 1061 
using IRR, 1045 
using payback period, 1038-1039 





of excess cash, 322 
influential, reporting, 602—604 
accounting summary for, 603-604 
global view of, 605 
securities with controlling influence, 603 
securities with significant influence, 597, 
602-603, 613 
in international operations, 610-612 
investment recovery time, 1056, 1061 
long-term, 148, 149, 394, 596, 607-610, 634 
noninfluential, reporting, 599-601 
available-for-sale securities, 600-601 
global view of, 605 
held-to-maturity securities, 600 
trading securities, 599-600 
nonmonetary evaluation of, 1044 
note regarding, A-9, A-10, A-13 
short-term, 596, 606-607, 634 
Investment center, 865, 885 
Investment center performance, 873-875 
financial performance measures 
residual income, 873-874 
return on total assets, 873, 885 
nonfinancial performance measures, 874—875 
ratio analysis of, 878-879, 885 
Investment center residual income, 873-874 
Investment center return on total assets, 
873, 885 
Investment turnover, 878-879, 885 
Investors, 510 
Invoice(s), 182, 183, 339 
false or misleading, 194 
in voucher system, 339, 340 
Invoice approval, 339-340 
IRS. See Internal Revenue Service 


J. D. Edwards, 287 
JCPenney, 196, 197, 362, 363 
J.D. Power and Associates, 603 
Jefferson, Brad, 631 
Jiffy Lube, 814, 1002 
JIT (just-in-time) inventory systems, 196, 
322, 953 
JIT (just-in-time) manufacturing, 748, 
817, 829 
Job(s), 776, 777 
Job cost sheet, 778-779, 780, 782, 783, 793 
Job lot, 777 
Job order cost accounting, 774-793 
adjusting factory overhead, 787-788, 793 
basics of, 776-779 
cost accounting system, 776 
events in job order costing, 777, 778 
job cost sheet, 778-779 
job order production, 776-777 
demonstration of, 789-792 
entrepreneurship, 775 
global view of, 788 
job order cost flows and reports, 780-787 
labor cost flows and documents, 
782-783, 793 
materials cost flows and documents, 
780-781, 793 
overhead cost flows and documents, 
783-785, 793 
summary of cost flows, 785-786, 787 


Index IND-13 


pricing for services, 789, 793 
process cost accounting compared, 837 
Job order cost accounting system, 778, 817 
Job order manufacturers, 776-777, 793 
Job order operations, 815, 817, 837 
Job order production, 776-777, 793 
Jobs, Steve, 958 
Jobs produced on speculation, 777 
John Deere, 360 
Johnny Cupcakes, Inc., 907 
Joint cost(s), 883-885 
Jordan, Kim, 271 
Journal, 56 
Journal entries 
to account for cash dividends, 515, 515n, 532 
adjusting entries. See Adjusting entries 
in job order cost accounting, 790-792 
allocating production costs, 786, 787 
materials requisitions, 780, 781, 784, 785 
long-term investments, 608, 609 
for petty cash fund, 338 
in process cost accounting, 828, 832 
receivables, 377 
short-term investments, 606—607 
stock transactions, 530, 531 
Journalizing transactions, 56-58, 296 
cash disbursements journal, 284, 285 
cash receipts journal, 281-282 
purchases journal, 283 
sales journal, 278-279, 282 
JP Morgan, 366 
Julian, Lynn, 479 
Junk bonds, 562 
Just-in-time (JIT) inventory systems, 196, 
322, 953 
Just-in-time (JIT) manufacturing, 748, 
817, 829 


Keep or replace decision, 1054-1055 
Kellogg, 814 
The Kellogg Company, 95 
Key performance indicators, 874-875 
Kforce.com, 7 
Kickbacks, 235 
Kids Konserve, 479 
KidsKonserve.com, 479 
K2 Inc., 148, 149 
Known liabilities, 438-445, 460 
accounts payable. See Accounts payable 
global view of, 449 
multi-period, 444-445 
payroll. See Payroll liabilities 
sales taxes payable, 438-439, 439n 
short-term notes payable, 439-441, 452, 460 
unearned revenues, 439 
KPMG, 7, 109, 595 
Kyocera, 186 


Labor, 834 
Labor contract negotiations, 369, 379 
Labor cost flows and documents, 782-783, 793 
Labor costs 
in job order costing, 777, 778 
in process cost accounting, 816, 819 
Labor cost variances, 999—1000, 1008, 1014 


IND-14 Index 


Labor strikes, 710 
Lack of mutual agency, 508 
LAN (local area network), 286 
Land, 52, 394, 395-396 
Land improvements, 396 
Large stock dividends, 516, 517-518, 533 
LaserMonks, 359 
LaserMonks.com, 359 
Last-in, first-out (LIFO), 233, 253, 698 
cost flow assumptions in, 230, 231 
financial statement effects of, 236 
not permitted under IFRS, 240 
periodic system, 248-249 
perpetual system, 233-234, 244 
Lauren, Dylan, 315 
Law firms, 481 
Lawsuits, potential. See Litigation contingencies 
LCM. See Lower of cost or market 
Lean business model, 747 
Lean practices, 748, 749-750, 755 
Lease(s), 411, 576, 578 
global view of, 565 
lease liabilities, 576-577, 578 
capital leases, 411, 577, 577n 
operating leases, 576 
note regarding, A-16 
Leasehold(s), 411 
Leasehold improvements, 411—412 
Least-squares regression, 913 
Ledger. See General ledger 
Legal claims, potential. See Litigation 
contingencies 
Legal fees, 395 
Lenders (creditors), 5, 52 
Lessee, 411, 576 
Lessor, 411, 576 
Levitt, Susie, 49 
Lexis/Nexis, 286 
Liabilities, 14, 26 
accrued, 53 
classification of, 436-437 
contingent. See Contingent liabilities 
corporate income taxes, 459-460 
default rate on, 450 
defined, 436 
estimated. See Estimated liabilities 
global view of, 150, 438 
known (determinable). See Known liabilities 
long-term. See Long-term liabilities 
payment of, 322 
payroll liabilities. See Payroll liabilities 
short-term. See Current liabilities 
uncertainty in, 437-438 
warranty liabilities, 446, 447, 452, 460 
Liability accounts, 52-53, 53n 
LibertyTax.com, 775 
Liberty Tax Service, 775 
Licenses, 410-411 
LIFO conformity rule, 237 
The Limited, 206 
Limited Brands, Inc., 109, 150 
Limited liability companies (LLCs), 12, 482 
Limited liability of stockholders, 508 
Limited liability partnerships (LLPs), 12, 481 
Limited life of intangible asset, 409 
Limited life of partnerships, 480 
Limited partners, 481 


Limited partnerships (LPs), 12, 481 
Linear costs, 910 
Linear programming, 1052 
Line graph, 692 
Liquid assets, 321 
Liquidating cash dividend, 516 
Liquidity, 321, 343, 375, 687, 697 
Liquidity and efficiency ratios, 22, 697—700, 710 
accounts receivable turnover, 375-376, 376n, 
378, 699, 705, 710 
acid-test (quick) ratio, 196, 199, 206, 
698-699, 705, 710 
composition of current assets and, 698 
current ratio, 150, 151, 156, 437, 
697-698, 710 
days’ sales in inventory, 241, 242, 253, 
700, 705 
days’ sales uncollected, 335, 343, 699-700, 
705, 710 
inventory turnover ratio, 241, 242, 253, 
699, 705 
summary of, 705 
total asset turnover, 413, 418, 419, 605-606, 
613, 700, 702, 710 
turnover rate of assets and, 698 
type of business and, 698 
working capital, 697-698 
List price, 182 
Litigation contingencies, 12, 448, 452, A-16 
L.L. Bean, 814 
LLCs (limited liability companies), 12, 482 
LLPs (limited liability partnerships), 12, 481 
Loan activity, 958 
Local area network (LAN), 286 
Long-term assets 
change in accounting estimates, 712 
intangible assets 
cost determination and amortization, 
409-410 
types of, 410-412, 416 
internal control of, 409 
investments. See Long-term investments 
natural resources, 408 
cost determination and depletion, 408-409, 
416, 418 
plant assets used in extraction, 409 
plant assets. See Plant asset(s) 
Long-term debt, 445 
Long-term investments, 148, 149, 596 
demonstration, 607—610 
as financing activities, 634 
land as, 394 
Long-term (noncancelable) leases, 577, 577n 
Long-term liabilities, 148, 149, 437, 460, 
550-579 
bonds. See Bond(s) 
debt features, 566, 578 
debt-to-equity ratio, 566-567, 578, 579, 701, 
705, 710 
demonstration, 567—570 
global view of, 565 
lease liabilities, 576-577, 578 
capital leases, 411, 577, 577n 
operating leases, 576 
notes payable, 562-564, 579 
debt features, 566, 578 
global view of, 565 


installment notes, 562—564, 564n, 
578, B-10 
mortgage notes and bonds, 564 
present values of, 570-572 
pension liabilities, 578 
L'Oreal, 878 
Los Angeles Lakers, 54 
Losses; See also Gains 
comprehensive. See Comprehensive 
income (loss) 
on disposal of assets, 416-417, 660 
from disposal of business segments, 710 
dividing, in partnerships, 483-485, 495 
due to impairment of asset value, 412 
extraordinary, 710, 711, 712-713 
insurance losses, 252, 449 
net loss, 14 
reported in multiple-step income statement, 
193, 206 
unrealized, 599, 607 
Lotteries, 325, B-1, B-6 
Lower of cost or market (LCM), 237-238, 253 
application of LCM, 237, 238 
computing LCM, 237-238 
GAAP v. IFRS on, 240 
recording LCM, 238 
LPs (limited partnerships), 12, 481 
Lump-sum purchase, 396 


Machinery, 396, 867 
MACRS (Modified Accelerated Cost Recovery 
System), 402 
Macy’s, 95, 632 
Madoff, Bernard, 8 
Madoff Investment Securities, 8 
Major League Baseball, 410-411, 446 
Make or buy decision, 1049-1050, 1057, 1058 
Maker of check, 328 
Maker of note, 370 
Malcolm Baldrige National Quality Award 
(MBNQA), 748 
Management 
budgeting as tool of, 947, 992 
of corporation, 509-510 
hierarchical levels of, 737, 739 
variances controllable by, 1002—1003, 1009 
Management by exception, 995 
Management override, 320 
Management report on internal controls, 319 
Management’s Discussion and Analysis 
(MD&A), 26, 319, 687, A-3 
Manager(s) 
bonuses of, 990 
evaluating performance of, 865, 875 
responsibility accounting and, 876, 877 
Managerial accounting, 6-7, 730-755 
basics of, 732-736 
decision making, 735 
fraud and ethics in, 735-736, 755 
nature of, 733-735, 755 
purpose, 732-733, 755 
cost classifications, 736-739, 755 
by behavior, 736-737 
by controllability, 737 
demonstration of, 750-751 
by function, 738-739, 744 





identification of, 739 
by relevance, 738 
for service companies, 739 
by traceability, 737 
defined, 6, 732 
entrepreneurship, 731 
global view of, 749 
reporting manufacturing activities, 740-748 
balance sheet, 740-741, 755 
demonstration of, 751-753 
effects of trends in managerial accounting, 
741-748 
flow of activities and costs, 744-745 
global view of, 749 
income statement, 741-744, 755 
manufacturing statement, 738, 745-747, 
753-754, 755 
trends in, 747—748 
Managerial decisions, 230, 735, 1046-1055 
decision making, 1047 
relevant costs and, 1047 
scenarios for, 1048—1055 
additional business, 1048—1049, 
1056-1057, 1058 
demonstration of, 1056—1059 
keep or replace, 1054-1055 
make or buy, 1049-1050, 1057, 1058 
qualitative decision factors and, 1055 
sales mix selection, 1052—1053 
scrap or rework, 1050-1051, 1057, 1059 
segment elimination, 1053-1054 
sell or process, 1051-1052 
Mandatory vacation policy, 317, 319, 343 
Manual accounting systems, 57, 58, 59, 66, 274 
Manufacturers, 15 
budgeting for, 966-967 
manufacturing budget, 951, 966-967, 968 
production budget, 951, 966, 968 
Manufacturer’s balance sheet, 740-741, 755 
finished goods inventory, 741 
goods in process inventory, 741 
raw materials inventory, 740-741 
Manufacturer’s income statement, 741—744, 755 
direct labor, 742 
direct materials, 742 
factory overhead, 742-743 
performance reporting, 743-744 
prime and conversion costs, 743 
Manufacturing 
flow of activities and costs in, 744-745, 755 
materials activity, 744 
production activity, 744-745 
sales activity, 745 
job order manufacturers, 776-777, 793 
Manufacturing budget, 951, 966-967, 968 
Manufacturing capacity, 1049 
Manufacturing costs, 742-743 
Manufacturing standards, 996 
Manufacturing statement, 745-747, 755 
cost classifications in, 738 
demonstration of, 753—754 
links to financial statements, 755 
Margin of safety, 920 
Marketable securities, 596, 606-607, 634 
Market-based transfer price, 883 
Market price, 883 
Market prospects, 687 





Market prospects ratios, 22, 703-704 
dividend yield ratio, 528, 533, 704, 705 
price-earnings ratio, 527, 528, 533, 

703-704, 705 
summary of, 705 

Market rate on bonds, 555, 556 

Market value, 237 

Market value per share, 511 

Mark-to-market accounting, 599 

Markup, 789, 793 

Markup engagements, 785, 793 

Master budgets, 944-968 
activity-based budgeting, 960-961, 967, 968 
budget administration, 948—950 

budget committee, 948 
reporting, 948, 949 
timing, 949-950 
budget process, 946-948, 967 
benchmarking budgets, 946-947 
communication in, 947-948 
human behavior and, 947 
as management tool, 947 
strategic budgeting, 946 
capital expenditures budget, 956 
components of, 950-951, 952 
defined, 950 
demonstration of, 961-965 
entrepreneurship, 945 
financial budgets, 956-960 
budgeted balance sheet, 958-959, 
959n, 968 
budgeted income statement, 951, 958, 
965, 968 
cash budget, 956-958, 964 
global view of, 960 
manufacturing budget, 951, 966-967, 968 
operating budgets, 952-955, 968 
general and administrative expense budget, 
955, 964 
merchandise purchases budget, 953-954 
sales budget, 952-953 
selling expense budget, 954, 963 
production budget, 951, 966, 968 

MasterCard, 362, 366 

Matching principle, 11, 96, 364 
interest on notes payable, 441 
in recording and costing inventory, 229 
warranty liabilities, 446, 447 

Materiality, 740-741, 1013 

Materiality constraint, 12, 229, 364 

Materiality principle, 741 

Materials, 834 

Materials activity, 744 

Materials and labor standards, 996-997 

Materials consumption report, 818 

Materials cost(s), 816, 818 

Materials cost flows and documents, 

780-781, 793 

Materials cost variances, 998—999, 1008, 1014 

Materials ledger cards, 780-78 | 

Materials requisitions, 780, 781, 784, 785, 818 

Mattel, 335 

Maturity date of bond, 552, 561-562 

Maturity date of note, 370-371 

MBNA, 366 

MBNQA (Malcolm Baldrige National Quality 

Award), 748 


Index IND-I5 


McCoy, Br. Bernard, 359 
McDonald’s, 394, 410—411, 610 
McGraw-Hill, 603 
MCI, 324 
MD&A (Management’s Discussion and 
Analysis), 26, 319, 687, A-3 
Measurement, 9 
Measurement principle, 10, 99, 395, 418 
Median values, 689, 689n 
Medicare benefits, 442 
Medicare taxes, 442, 453 
Melnick, David, 731 
Members, in LLCs, 482 
Men’s Wearhouse, 439 
Merchandise, 180; See also Inventory(ies) 
computing cash paid for, 658-659 
purchases of. See Merchandising operations 
sales of. See Merchandising operations 
Merchandise inventory. See Inventory(ies) 
Merchandise inventory turnover, 241, 242, 253, 
699, 705 
Merchandise purchases budget, 951, 
953-954, 963 
Merchandiser(s), 15, 180 
adjusting entries for, 190, 191, 192, 206 
demands made of suppliers, 188 
financial statement formats for, 192-194, 206 
manufacturers different from, 740, 755 
merchandise purchases budget, 951, 953-954 
operating cycle for, 147, 181 
scope of partner activities in, 481 
temporary accounts, closing, 191, 206 
Merchandising operations, 178-206 
accounting for merchandise sales, 187—189 
global view of, 195 
journal entry demonstration, 200 
sales discounts, 183, 188, 202 
sales returns and allowances, 188-189, 
202, 280 
sales transactions, 187, 206 
summary of entries, 192 
accounting for purchases, 182-186, 206 
computing total cost, 198 
global view of, 195 
journal entry demonstration, 200 
ownership transfer, 185-186 
under periodic inventory system, 201 
purchase discounts. See Purchase 
discounts 
purchase returns and allowances, 
184-185, 201 
summary of entries for, 192 
trade discounts, 182 
transportation costs, 185-186 
completing accounting cycle for, 190-192 
adjusting entries, 190, 206 
closing entries, 191, 206 
financial statement preparation, 191 
summary of entries for, 191, 192 
demonstrations, 197—200 
financial statement formats for, 192-194 
classified balance sheet, 194 
multiple-step income statement, 
192-193, 206 
single-step income statement, 
193-194, 206 
global view of, 195 


IND-16 Index 


Merchandising operations—Cont. 
merchandising activities, 180-182, 206 
inventory systems, 181-182 
operating cycle, 181 
reporting income, 180-181 
reporting inventory, 181, 191, 206 
periodic inventory system and, 201-204 
adjusting and closing entries, 202-204, 203n 
financial statement preparation, 204 
recording merchandise transactions, 
201-202 
use of ratio analysis, 196-197 
work sheet for, 205 
Mercury Marine, 603 
Merit rating, 444 
MGM Mirage, 437 
Microwave Satellite Technologies, 364 
Middleware, 286 
Minimum cash balance, 958 
Minimum legal capital, 511 
Miscellaneous expenses (revenues), 323 
Mixed costs, 737, 909-910 
ML Macadamia Orchards LP, 481 
Modem communication, 286 
Modified Accelerated Cost Recovery System 
(MACRS), 402 
Molson Coors, 413 
Monetary unit assumption, 11 
Monsanto, 287 
Moody’s, 557, 686, 688 
Mortgage, 564 
Mortgage bonds, 564 
Mortgage contract, 564 
Mortgage notes, 564 
Motivation for investments, 596-597 
The Motley Fool, 685 
Motorola, 865 
Mott’s, 287 
Mullin, Keith, 137 
Multinationals, 610 
Multi-period liabilities, 444-445, 447 
Multiple-step income statement, 192-193, 
198-199, 206 
Multiproduct break-even point, 921-923, 927 
Municipal bonds (“munis”), 566 
Murto, Bill, 910 
Mutual agency, 480-481, 508 





National Retail Federation, 101 
National Venture Capital Association 
(NVCA), 510 
Natural business year, 95 
Natural resources, 408 

cost determination and depletion, 408—409, 

416, 418 

plant assets used in extraction, 409 
Navistar, 10 
Navy SEALs, 227 
Negotiated transfer price, 883 
Neiman Marcus, 439 
Nestlé, 749 
Net amount. See Book value 
Net assets. See Equity 
Net cash flows, 636, 662, 1037 
cumulative total of, 1038 
present value of, 1055-1056 








Net change in cash, 649 
Net cost of goods manufactured, 746 
Net income, 14, 195 
computing, 139, 142, 153 
factory overhead adjustment and, 788 
measured using accrual accounting, 658 
in multiple-step income statement, 193, 206 
in statement of cash flows, 656 
in worksheet, 139, 142 
Net loss, 14 
Net method, 341-342, 343 
Net pay, 442 
Net present value (NPV), 1041-1043, 1061 
accelerated depreciation, 1043 
decision rule for, 1041 
discount rates in, 1045, 1061 
global view of, 1055 
inflation and, 1043 
other methods compared, 1045-1046 
simplified computations, 1042, 1042n, B-10 
with uneven cash flows, 1042 
use of, 1043 
using Excel® to compute, 1042, 1060 
Net purchases, 181—182 
Net realizable value, 228, 240 
Netscape, 509 
NetSuite, 287 
Net working capital, 697—698 
New Belgium Brewing Company, 271 
NewBelgium.com, 271 
New Frontier Energy, 364 
Newman, Morgen, 813 
New Orleans Saints, 53 
New York Exchange (bond trading), 553 
New York Stock Exchange (NYSE), 703 
New York Times Company, 100 
Nike, 610, 650-651, 707, 777 
Nissan, 747, 921 
No capital deficiency, 490, 491 
“No-free-lunch” adage, 908 
Nokia, 4, 22, 69, 108, 195, 241, 288, 374, 412, 
413, 449, 450, 526, 565, 605, 649, 686, 
696, 706 
consolidated financial statements (examples), 
A-29-A-33 
statements of cash flows, A-32 
statements of changes in shareholders’ 
equity, A-33 
statements of comprehensive income, A-30 
statements of financial position, A-31 
Nominal (temporary) accounts, 142, 143, 156, 
191, 206 
Noncalendar-year companies, 67 
Noncash accounts, 638 
Noncash assets, 514, 637-638 
Noncash investing and financing, 635, 662 
Non-compete covenants, 412 
Non-controllable costs, 737 
Noncumulative preferred stock, 519-520 
Noncurrent assets, 645-646 
Noncurrent investments. See Long-term 
investments 
Noncurrent liability accounts, 647 
Nonfinancial criteria, 883, 1044, 1049 
Nonfinancial information, 732, 735, 1047 
Nonfinancial performance measures, 
874-875 








Noninfluential investments, 599-601, 605 
available-for-sale securities, 597, 600—601, 
604, 605, 613 
fair value adjustment, 599 
held-to-maturity securities, 597, 600, 601, 
604, 605, 613 
trading securities, 597, 599-600, 604, 
605, 613 
Nonlinear costs, 910 
Nonmanufacturing costs, 995 
Nonoperating activities, 193, 206 
Nonoperating items, 643-644 
Nonowner (creditor) financing, 26 
Nonparticipating preferred stock, 520 
Non-sufficient funds (NSF) check, 331-332, 333 
Non-value-added time, 750 
No-par value stock, 511, 513 
Normal balance, 55, 58—59 
Nortel, 10 
Notes payable, 52, 370 
long-term. See Long-term liabilities 
multi-period liabilities, 444-445 
required characteristics for negotiability, 439 
short-term, 439-441, 460 
to borrow from bank, 440-441, 452 
to extend credit period, 440 
Notes receivable, 51, 370-373, 378 
collection of, 333 
computing maturity and interest, 
370-371, 378 
recognizing, 371-372 
sale of, 448 
valuing and settling, 372-373, 378 
Notes to financial statements, examples of, 
A-9-A-18 
bad debt write-off, 364 
capital stock, A-15—A-16 
cash, cash equivalents and investments, A-9, 
A-10, A-13 
commitments and contingencies, A-16 
comprehensive income (loss), A-17 
derivatives, A-10, A-18 
earnings per share, A-12, A-17 
fair value measurements, A-13 
income taxes, A-11, A-15 
intangible assets, A-11, A-14 
inventories, A-10, A-14 
property, plant, and equipment, A-10, A-14 
segment disclosures, A-18 
summary of significant accounting policies, 
A-9-A-12 
supplemental information, A-17—A-18 
warranties, A-12, A-16 
NPV. See Net present value 
NSF (non-sufficient funds) check, 331-332, 333 
NVCA (National Venture Capital Association), 510 


NVCA.org, 510 
NYSE (New York Stock Exchange), 703 





Oakley, 180 

Objectives of financial accounting, 9 
Objectivity, 10 

Obsolescence, 397 
Off-balance-sheet agreements, 706 
Off-balance-sheet financing, 577n 
Office equipment, 52 


Office supplies, 52 
Off-line storage, 274 
Old Navy, 603 
1-800-FLOWERS.COM, 185 
Online processing, 286 
Operating activities, 633-634, 662 
accounting equation and, 27 
cash flows from. See Operating cash flows 
income from, 193, 206 
Operating budgets, 952-955, 968 
general and administrative expense budget, 
955, 964 
in master budget, 951 
merchandise purchases budget, 953-954 
sales budget, 952-953 
selling expense budget, 954, 963 
Operating cash flows, 20, 21, 638-644, 656 
analyzing, 650 
classes of, 657 
direct method of reporting, 657-661, 662 
illustration of, 637 
indirect method compared, 638-639 
operating activities section format, 661 
operating cash payments, 658-661 
operating cash receipts, 657—658 
summary of adjustments for, 661 
global issues in reporting, 649 
income contrasted, 644 
indirect method of reporting, 638—639, 662 
application of (adjustments), 639-644 
demonstration, 652-653 
direct method compared, 638-639 
spreadsheet used in, 654—656 
summary of adjustments, 644 
Operating cash flow to sales ratio, 651 
Operating cash payments, 658—661 
additional expenses, gains, and losses, 660-661 
for interest and income taxes, 660 
for merchandise, 658-659 
for wages and operating expenses, 659, 
659n, 660 
Operating cash receipts, 657—658 
Operating cycle, 147, 147, 181 
Operating departments, 858, 867 
Operating expenses, 743-744 
Operating leases, 576 
Operating leverage, 924, 927 
Operations, plant assets used in, 397 
Opportunity costs, 738, 739, 756, 883, 1047 
Oracle, 287 
Ordinary annuity 
future value of, B-6—B-7 
present value of, B-5—B-6 
Ordinary repairs, 404—405 
Organizational responsibility chart, 876 
Organization expenses, 509, 514 
Other comprehensive income, 604 
Other expenses and losses, 193, 206 
Other revenues and gains, 193, 206 
Out-of-pocket costs, 738, 1047 
Output devices, 275 
Output measures, in CVP analysis, 917 
Outstanding checks, 331, 332 
Outstanding deposits, 331, 332 
Outstanding stock, 511 
Overapplied overhead, 787, 788, 793 
Overfunded pension plan, 578 


Overhead, 742-743 
adjusting, in job order costing, 787-788 
factory overhead T-account, 787 
underapplied or overapplied overhead, 
788, 793 
application to production departments, 
816, 820 
components of, 778 
departmental contribution to, 871n, 871-872 
fixed, budgeted v. applied, 1003 
overapplied or underapplied, 787, 788, 793 
Overhead cost(s), 738 
cost per equivalent unit, 824 
equivalent units of production, 822 
flow of, 837 
in job order costing, 777, 778 
units finished and transferred, 825 
Overhead cost allocation, 858-863 
activity-based, 860-862, 864, 885, 886 
comparison of methods, 862, 863 
conflict over, 862, 886 
cost of executive education, 788 
distorted product costs and, 786, 793 
ethical issues, 785, 793 
quality of allocation, 860 
two-stage, 858-860, 885 
Overhead cost flows and documents, 
783-785, 793 
allocation bases, 784 
allocation rates, 784 
recording allocated overhead, 784-785 
recording overhead, 783-784 
Overhead cost variance, 1002-1004, 1014 
analyzing controllable and volume 
variances, 1003 
controllable and volume variances, 
1002-1003, 1009 
expanded overhead variances, 1010-1012 
computing overhead cost variances, 
1010-1011 
fixed overhead cost variances, 1012 
variable overhead cost variances, 
1011-1012 
fixed overhead cost variance, 1010-1012 
overhead variance reports, 1003—1004, 1009 
variable overhead cost variance, 1009, 
1010-1012 
Overhead rates 
departmental, 860 
incremental, 1050 
predetermined, 784, 860, 1001 
Overhead standards and variances, 1001—1004 
setting overhead standards, 1001—1002 
total overhead cost variance. See Overhead 
cost variance 
Overhead variance reports, 1003—1004, 1009 
Over-the-counter cash receipts, 322-323 
Overtime pay, 455, 455n 
Owner, Capital account, 14, 144, 144n 
Owner financing, 26 
Owner investments, 14, 15, 53, 59 
Owner’s equity, 53 
Owner’s equity statement. See Statement of 
owner’s equity 
Ownership rights, in corporation, 508 
Ownership transfer, 185-186, 228 
Owner withdrawals, 14, 15, 483 


Index IND-17 


Pacioli, Luca, 62 
Paid absences, 446 
Paid-in capital, 512 
Paid-in capital in excess of par value, 513, 517 
Palm, 4, 194, 686, 692 
analysis of financial statements, 697-712 
consolidated financial statements (examples), 
A-24-A-28 
balance sheets, A-26 
statements of cash flows, A-28 
statements of operations, A-25 
statements of stockholders’ equity and 
comprehensive income (loss), A-27 
Parent(s), 603 
Parking fees, 51 
Partial-year depreciation, 402, 418 
Participating preferred stock, 520n, 520 
Participatory budgeting, 947 
Partner(s), 11 
general or limited, 481 
investment of assets in partnership, 487-488 
payment of capital deficiency, 491 
purchase of partnership interest, 486-487 
scope of activities, 481 
withdrawal of, 488-489, 495 
Partner return on equity ratio, 492, 495 
Partnership(s), 11-12, 478-495 
accounting for, 483—486 
demonstration, 492-494 
dividing income or loss, 483—485, 495 
financial statements, 485-486 
organizing partnership, 483 
admission of partner, 486-488, 495 
by investment of assets, 487-488 
purchase of partnership interest, 486-487 
characteristics of, 480-481, 495 
choosing business form, 482 
closing process for. See Closing process 
death of partner, 489 
defined, 11, 480 
entrepreneurship, 479 
equity reporting, 149, 485-486 
ethical issues, 489, 495 
global view of, 492 
liquidation of. See Partnership liquidation 
not subject to income taxes, 509 
organizations with partnership characteristics, 
481-482, 495 
limited liability companies, 482 
limited partnerships, 481 
S corporations, 482 
unlimited liability partnerships, 481 
partner return on equity ratio, 492, 495 
statement of partners’ equity, 485—486 
withdrawal of partner, 495 
bonus to remaining partners, 488—489 
bonus to withdrawing partner, 488-489 
no bonus, 488 
Partnership contract, 480 
Partnership liquidation, 489-491, 495 
capital deficiency, 491 
no capital deficiency, 490, 491 
Par value, 511 
Par value method, 522 
Par value of bond, 552, 554—555 
Par value stock, 511, 512, 513 
Patents, 410, 416 


IND-I8 Index 


Payables, 14 
Payback period (PBP), 1037-1039, 1061 
computing with even cash flows, 1037—1038 
computing with uneven cash flows, 1038 
other methods compared, 1045-1046 
short, technology and, 1038 
using, 1038-1039 
Payee of check, 328 
Payee of note, 370 
Payer of check (bank), 328 
Payless, 740 
Payments 
adjustments to, 661 
in cash. See cash disbursements; Operating 
cash payments 
future payments, 103 
operating cash payments, 658-661 
partial payment of bad debts, 371-372 
Payout ratio, 528, 705n 
PayPal, 366 
Payroll, 453-458 
demonstration, 452 
employer taxes and costs, 458 
fictitious-employee fraud, 445 
outsourcing, 1049 
procedures, 460 
computing federal income taxes, 456, 458 
payroll bank account, 458 
records, 455-456, 460 
employee earnings report, 456, 457 
payroll check, 456, 457 
payroll register, 455n, 455-456 
reporting, 453—455 
FICA taxes and income taxes, 453, 454 
FUTA and SUTA taxes, 444, 453 
wages and salaries, 455 
Payroll bank account, 458 
Payroll check, 456, 457 
Payroll deductions, 442 
employee deductions, 442-443, 458, 460 
employer deductions, 443-444, 458, 460 
Payroll journal, 456 
Payroll liabilities, 441-444 
employee payroll deductions, 442-443, 460 
employee FICA taxes, 442 
employee income tax, 442-443 
recording, 443 
voluntary deductions, 443 
employer payroll deductions, 443-444, 460 
chart of, 458 
FICA tax, 443 
FUTA and SUTA, 444, 453 
recording, 444 
Payroll register, 455n, 455-456 
PBP. See Payback period 
PCAOB. See Public Company Accounting 
Oversight Board 
Peachtree® software, 286 
Pecking order, 737 
Penn Racquet, 814, 874 
PennRacquet.com/factory.html, 814 
Pension plans, 445, 446, 565, 578 
Pension recipients, 578 
PeopleSoft, 287 
Pepsi Bottling, 818 
PepsiCo, 688 
PE (price-earnings) ratio, 527, 528, 533, 
703-704, 705 





Percent changes, 689 
Percent of receivables method, 367, 369 
Percent of sales method, 366-367, 369, 378 
Performance evaluation 
cost allocation for, 864-877 
demonstration of, 879-881 
departmental accounting, 864-865 
departmental expense allocation, 865-872 
investment center performance, 873-875 
ratio analysis of, 878-879 
responsibility accounting, 875n, 875-877 
using budgeted performance, 947 
Performance reporting, 743-744 
reports summarized, 876-877 
variance analysis of, 1005, 1014-1015 
variances identified in, 997 
Period costs, 738, 743, 755 
Periodic inventory system, 182, 201-204 
adjusting and closing entries in, 
202-204, 203n 
control of purchase discounts, 342 
financial statement preparation, 204 
gross method or net method, 342 
hybrid system, 182, 186 
inventory costing under, 246-250, 253 
financial statement effects of, 250 
first-in, first-out (FIFO), 247-248 
last-in, first-out (LIFO), 248-249 
specific identification, 246-247 
weighted average, 249 
perpetual system compared, 206 
purchase discounts, 342 
recording merchandise transactions, 201-202 
special journals, 292-296 
cash disbursements journal, 284, 285, 
285n, 293, 294 
cash receipts journal, 293, 294 
demonstration, 293-296 
purchases journal, 283n, 293, 294 
sales journal, 278n, 292, 294 
Period of time, 66 
Permanent accounts, 142, 599, 601 
Perpetual inventory system, 182 
accounting information systems 
demonstration, 289—292 
special journals. See Special journals 
balance sheet preparation, 191 
closing process in, 191, 192, 199, 206 
completing accounting cycle, 190-192, 206 
demonstrations, 197—200, 242-246, 
289-292 
dominance of, 231 
financial statement formats, 192-194 
global issues, 195 
hybrid system, 182, 186 
inventory costing under, 229-237, 253 
consistency concept in, 237 
demonstration, 242—246 
financial statement effects, 236, 237, 
252-253 
first-in, first-out (FIFO), 233, 243-244 
global view of, 240-241 
illustration of, 231 
inventory cost flow assumptions, 230, 231 
last-in, first-out (LIFO), 233-234, 244 
specific identification, 231-232, 242, 245 
tax effects, 236-237, 252-253 
weighted average, 234—235, 245, 249 


job order cost accounting, 776 
periodic system compared, 206 
purchase discounts, 341-342 
technological advances and, 182, 235 
used by merchandisers. See Merchandising 
operations 
work sheet for, 205 
Personal financial specialist (PFS), 7 
Personal identification scanners, 318 
Petty cash, 326 
Petty cashbox, 325 
Petty cash custodian (cashier), 325 
Petty cash payments report, 327 
Petty cash receipt (ticket), 325 
Petty cash system, 326-328, 343 
cash over and short, 327-328 
demonstration, 337—338 
illustration of, 326-327 
increasing or decreasing fund, 327 
operation of, 326 
Pfizer, 360, 596, 814 
Pharma-BioServ, 364 
Pharming, 320 
Phishing, 320 
Physical basis allocation of joint costs, 884 
Physical count of inventory, 201, 202, 229 
Physical flow of units, 823 
Physical flow reconciliation, 823, 831, 832 
Pikoff, David, 393 
Pikoff, Stuart, 393 
Pittinsky, Matthew, 595 
Pizza Hut, 410-411 
Plan administrator, 578 
Plan assets (pension plans), 578 
Planning, 26, 27, 732-733, 746-747, 960 
Plant and equipment. See Plant asset(s) 
Plant asset(s), 99, 148, 149, 394-407, 418 
additional expenditures for, 404 
betterments, 405 
extraordinary repairs, 405 
ordinary repairs, 404—405 
capital expenditures budget and, 956 
cost determination, 395 
buildings, 396 
computing depreciation, 397 
demonstration, 414-415, 416 
depreciable costs, 398 
land, 395-396 
land improvements, 396 
lump-sum purchase, 396 
machinery and equipment, 396 
depreciation. See Depreciation 
disposal of, 405-407, 418 
demonstration, 415, 416 
by discarding, 406, 418 
exchanges, 416-417, 418 
internal control of, 409 
partial-year depreciation and, 402, 418 
by selling, 406-407, 418, 644 
exchanging, 416, 418 
with commercial substance: gain, 417 
with commercial substance: loss, 
416-417 
without commercial substance, 417 
global view of, 412 
impaired, fair market values of, 412 
loss on sale of, 644 
note regarding, A-10, A-14 


as prepaid expenses, 99-100 
reconstruction analysis of, 645-646 
salvage value of, 397, 399, 403, 407, 1043 
used in extraction of natural resources, 409 
valuation of, 399, 412 
Plant asset age, 413, 705n 
Plant asset useful life ratio, 705n 
Platt’s, 603 
P&L ratio method, 484 
P&L (profit and loss) statement. See Income 
statement 
Point in time, 66 
Point-of-sale systems, 317, 324 
“Poison pill,” 521n 
Polo Ralph Lauren, 286 
Porsche AG, 788 
Post-closing trial balance, 144-146, 156 
Posting reference (PR) column, 58, 279 
Posting transactions, 56-58, 59 
automatic, 279 
demonstration, 72 
using special journals, 279-284 
cash disbursements journal, 284 
cash receipts journal, 281-282 
direct posting of sales invoices, 280 
posting from sales journal, 279 
purchases journal, 283-284 
write-off of bad debts, 365, 366 
Practical standards, 996 
PR (posting reference) column, 58, 279 
Precision Lube, 1002 
Predetermined overhead rate, 784, 860, 1001 
Preemptive right, 510 
Preferred stock, 518-521; See also Common 
stock 


book value per preferred share, 528-529, 533 


callable, 521 
convertible, 520-521 
dividend preference of, 519-520, 520n, 532 
global view of, 526 
issuance of, 519, 533 
reasons for issuing, 521, 533 
Premium on bonds, 558 
amortizing, 558-559, 578 
effective interest amortization method, 
569-570, 573-574, 578 
issuance, 555 
present value of, 560, B-10, B-11 
straight-line method, 559, 578 
Premium on stock, 513 
Prenumbered inventory tickets, 229 
Prepaid accounts, 51-52 
Prepaid expenses, 51-52, 97-100 
adjusting entries for, 115 
depreciation, 99-100 
framework for adjustments, 96, 97, 115 
insurance, 97—98 
other expenses, 98 
supplies, 98 
adjustments for changes in, 642 
alternative accounting for, 113-114, 115 
analysis of, 659, 659n, 660 
links to financial statements, 105 
Prepayments. See Unearned revenue(s) 
Presentation issues, 68 
Present value(s), B-7 
of bonds and notes, 570-572, 578 
annuities, 571-572, B-11 


compounding periods shorter than one 
year, 572 
present value concepts, 570 
present value tables, 560, 571, B-10 
formula for, B-2 
of ordinary annuity, B-5—B-6 
present value tables, 571, B-10, B-11 
of single amount, B-1—B-3 
solving for, B-3, B-10 
Present value concepts, 560, 1040, B-10, B-11 
Present value factors, 1041, 1042, 1044 
Present value of annuity of 1 table, B-11 
Present value of 1 table, B-3, B-10 
Price-earnings (PE) ratio, 527, 528, 533, 
703-704, 705 
Price variance, 995, 998—999, 1005, 
1012, 1014 
PricewaterhouseCoopers, 7 
Prime costs, 743 
Prince, 882 
Principal of note, 370, 440, 563 
Principles-based accounting (IFRS), 22 
Principles of internal control, 317-318, 343 
adequate records, 317 
custody of assets, 318 
established responsibilities, 317 
insurance and bonding, 317 
regular independent review, 318 
separation of duties, 318 
technological controls, 318 
Prior period adjustments, 525 
Private accounting, 7 
Probable events, 448 
Process cost accounting, 776, 812-837 
demonstration of, 830-832 
entrepreneurship, 813 
equivalent units of production, 816, 821-822 
cost per equivalent unit, 824, 831, 
834-835 
differences in equivalent units, 821-822 
goods in process, 821 
process costing illustration, 823-824 
FIFO method, 833-837 
assigning and reconciling costs, 835-837 
change to weighted-average method, 
837, 838 
cost per equivalent unit, 834-835 
equivalent units of production, 833-834 
physical flow of units, 833 
global view of, 829 
hybrid costing system, 829-830 
process cost accounting system, 817-820 
process costing illustration, 822-829 
assigning and reconciling costs, 824-827 
cost of goods manufactures, 816, 827-828 
cost per equivalent unit, 824 
equivalent units of production, 823-824 
physical flow of units, 823 
process operations, 814-816 
illustration of, 815-816 
job order operations compared, 815 
organization of, 815 
Process cost accounting system, 817-820 
direct and indirect costs, 817 
factory overhead costs, 816, 819-820 
labor costs, 816, 819 
materials costs, 816, 818 
Process cost summary, 826-827, 835, 837 
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Process design, 829 
Processes (steps), 814 
Processing errors, 319 
Process operations, 814-816, 837 
illustration of, 815-816 
job order operations compared, 815, 
817, 837 
organization of, 815 
trends in, 829 
Procter & Gamble, 814 
Product cost(s), 738, 743-744, 755 
Product costing, 858-864 
activity-based cost allocation, 860-862, 864, 
885, 886 
comparison of allocation methods, 862, 863 
two-stage cost allocation, 858-860 
Production activity, 744-745, 777, 778 
Production budget, 951, 966, 968 
Production departments, 815, 816, 820 
Production report, 826-827 
Products, 863 
Profit. See Net income 
Profitability, 687, 702 
Profitability analysis, 994 
Profitability index, 1043 
Profitability ratios, 702-703, 710 
basic earnings per share, 705 
book value per common share, 528—529, 
533, 705 
book value per preferred share, 528-529, 533 
debt ratio, 69-70, 74, 701, 705, 710 
gross margin ratio, 196-197, 199, 206, 705 
profit margin, 109, 115, 605-606, 613, 702, 
705, 710 
return on assets (ROA), 22-23, 25, 26, 28 
return on common stockholders’ equity, 
703, 710 
return on total assets, 605—606, 613, 
702-703, 705, 710, 875, 886 
segment return on assets, 288—289, 296, 297 
summary of, 705 
Profit-and-loss ratio method, 484 
Profit and loss (P&L) statement. See Income 
statement 
Profit centers, 865, 871-872 
Profit margin, 878-879, 885 
Profit margin ratio, 109, 115, 605—606, 613, 
702, 705, 710 
Pro forma financial statements, 142 
Projections, 734 
Promissory note(s), 370-373, 440; See also 
Notes receivable 
Promoters, 509, 514 
Property, plant, and equipment. See Plant 
asset(s) 
Proprietorship(s), 11 
closing process for. See Closing process 
equity reporting, 148, 149 
as LLCs, 482 
not subject to income taxes, 509 
Proving ledgers, 279, 284, 296 
Provision for Bad Debts, 374 
Proxy, 509 
Public accounting, 7 
Public companies, 316, 948 
Public Company Accounting Oversight Board 
(PCAOB), 316 
Purchase costs, 236, 250 
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Purchase discounts, 183 
decisions regarding, 184, 206 
favorable, 184n, 185, 206 
internal controls, 341—342 
merchandise purchases, 183-184, 184n 
periodic inventory system, 201, 342 
perpetual inventory system, 341-342 
Purchase invoice, 339 
Purchase order, 338, 339, 340 
Purchase requisition, 325, 338, 340 
Purchase returns and allowances, 184-185, 201 
Purchases; See also Voucher system 
in cash, 15, 16, 59, 60 
on credit, 15, 16, 60 
in foreign currency, 611-612, 613 
gross method of recording, 184, 341-342 
lump-sum purchases, 396 
merchandising operations 
computing total cost, 198 
global view of, 195 
journal entry demonstration, 200 
ownership transfer, 185-186 
under periodic inventory system, 201 
purchase discounts. See Purchase 
discounts 
purchase returns and allowances, 
184-185, 201 
summary of entries for, 192 
trade discounts, 182 
transportation costs, 185-186 
net purchases, 181-182 
purchase discounts. See Purchase discounts 
Purchases account, 201 
Purchases journal, 283 
demonstrations, 290, 294 
journalizing, 283 
periodic inventory system, 283n, 293, 294 
posting, 283-284 
proving ledger, 284 


Qualitative characteristics of financial 
accounting, 9 

Qualitative decision factors, 1049, 1055 

Quality controls, 235 

Quality of receivables, 375 

Quantitative decision factors, 1049 

Quantity variance, 995, 998-999, 1005, 
1012, 1014 

Quick assets, 196 

QuickBooks® software, 286 

Quick (acid-test) ratio, 196, 199, 206, 698-699, 
705, 710 


RadioShack, 22 
Raju, Ramalinga, 8 
Rand Medical Billing, 364 
Rate variance, 998 
Ratio analysis, 527—529, 685, 688, 696-705, 712 
cash flow ratios 
cash coverage of debt, 651, 705n 
cash coverage of growth, 651, 705n 
cash flow on total assets ratio, 650-651, 662 
operating cash flow to sales, 651 
contribution margin ratio, 914, 926 
of cost allocation, 878-879 


global view of, 706 
of investment center performance, 
878-879, 885 
liquidity and efficiency ratios, 22, 
697-700, 710 
accounts receivable turnover, 375-376, 
376n, 378, 699, 705, 710 
acid-test (quick) ratio, 196, 199, 206, 
698-699, 705, 710 
composition of current assets and, 698 
current ratio, 150, 151, 156, 437, 697-698, 
705, 710 
days’ sales in inventory, 241, 242, 253, 
700, 705 
days’ sales uncollected, 335, 343, 
699-700, 705, 710 
inventory turnover ratio, 241, 242, 253, 
699, 705 
summary of, 705 
total asset turnover, 413, 418, 419, 
605-606, 613, 700, 702, 710 
turnover rate of assets and, 698 
type of business and, 698 
working capital, 697—698 
market prospects ratios, 22, 703-704 
dividend yield ratio, 528, 533, 704, 705 
price-earnings ratio, 527, 528, 533, 
703-704, 705 
summary of, 705 
partner return on equity, 492, 495 
profitability ratios, 702-703, 710 
basic earnings per share, 705 
book value per common share, 
528-529, 533, 705 
book value per preferred share, 528-529, 
533 
debt ratio, 69-70, 74, 701, 705, 710 
earnings per share, 527, 527n, 533, 711, 
A-12, A-17 
gross margin ratio, 196—197, 199, 206, 705 
profit margin, 109, 115, 605-606, 613, 
702, 705, 710 
return on assets (ROA), 22-23, 25, 26, 28 
return on common stockholders’ equity, 
703, 710 
return on total assets, 605—606, 613, 
702-703, 705, 710, 875, 886 
segment return on assets, 288-289, 
296, 297 
summary of, 705 
solvency ratios, 22, 701-702, 710 
debt ratio, 69-70, 74, 701, 705, 710 
debt-to-equity ratio, 566-567, 578, 579, 
701, 705, 710 
equity ratio, 701, 705 
summary of, 705 
times interest earned ratio, 450, 453, 460, 
701-702, 710 
summary of ratios, 704, 705 
use in business decisions. See Decision 
making 
Raw materials inventory, 740-741, 744 
Real (permanent) accounts, 142 
Realizable value, 365 
“Reasonableness” criterion, 693 
Reasonably possible contingent liabilities, 
448-449 


Receipts 
adjustments to, 661 
control of, 322-324, 343 
credit card sales, 362, 363 
by mail, 323-324 
over-the-counter, 322—323 
Receivables, 14, 358-378 
accounts receivable. See Accounts receivable 
collection of, 322 
demonstration, 376-378 
disposal of, 373-374 
global view of, 374 
notes receivable, 51, 370-373, 378 
collection of, 333 
computing maturity and interest, 
370-371, 378 
recognizing, 371-372 
sale of, as contingent liability, 448 
valuing and settling, 372-373, 378 
quality and liquidity of, 375 
ratio analysis, 375-376, 376n 
valuation of 
allowance method, 364-366, 378 
direct write-off method, 363—364, 378 
write-offs of, 710 
Receiving report, 339 
Recognition, 9 
Reconciled bank balance, 332 
Reconciled book balance, 333 
Reconstruction analysis, 645—646 
Recording transactions, 50-54 
accounts used in, 74 
allocated overhead, 784-785 
asset accounts, 51-52 
closing entries, 140, 143-144, 152 
dividends, 517—518, 533 
entrepreneurship, 49 
equity accounts, 53-54 
expense accounts, 143-144 
global issues, 68-69 
liability accounts, 52-53, 53n 
payroll liabilities, 443, 444 
under periodic inventory system, 201-202 
revenue accounts, 143, 144 
source documents, 50-51 
valuing and settling notes, 372-373 
Recordkeeping, 4, 54, 55, 55n, 317 
Record testing, 319 
Recoverable amount, 412 
Redemption value of stock, 521 
Redhook Ale, 999 
Reebok, 398 
Registered bonds, 566 
Registrar, 510 
Related-party transactions, 706 
Relative market values, 396 
Relevance 
classification by, 738, 739 
of factors in decision making, 1050-1051 
of information, 8—9 
Relevance principle, 272 
Relevant benefits, 1047 
Relevant costs, 1047, 1049, 1061 
Relevant range, 736, 910, 993 
Relevant range of operations, 917 
Reliability of information, 8-9 
Remittance advice, 329 


Remote events, 448 
Rent, 51, 98, 411, 866, 869 
Replacement cost, 240 
Report cards, budget reports as, 990 
Report form of balance sheet, 68 
Reporting 
auditor’s reports, 319, A-3, A-4 
balanced scorecard, 749, 874-875 
in budget administration, 948, 949 
depreciation, 403-404, 415 
equity reporting, 148, 149 
flexible budgets, 990-991 
under GAAP. See Generally accepted 
accounting principles 
global issues, 150, 438 
under IFRS. See International Financial 
Reporting Standards 
manufacturing activities, 740-748 
balance sheet, 740-741, 755 
demonstration of, 751-753 
effects of trends in managerial accounting, 
747-748 
flow of activities and costs, 744-745 
global view of, 749 
income statement, 741-744, 755 
manufacturing statement, 738, 745-747, 
753-754, 755 
merchandising activities, 180-181, 191, 206 
payroll reporting, 453-455; See also specific 
reports 
FICA taxes and income taxes, 453, 454 
FUTA and SUTA taxes, 444, 453 
wages and salaries, 455 
performance reporting 
for manufacturers, 743-744 
reports summarized, 876-877 
variance analysis of, 1005, 1014-1015 
variances identified in, 997 
tax reporting 
MACRS used for, 402 
payroll, 444, 453, 454 
timing of, 94-96, 115 
accounting periods, 94-95 
accrual v. cash basis, 95 
revenue and expense recognition, 96 
Reporting currency, 610 
Reporting periods. See Accounting period(s) 
Report to the Nation (ACFE, 2008), 735 
Required return (hurdle rate), 1041, 
1043, 1045 
Research and development (R&D), A-12 
Research In Motion (RIM), 4, 14, 15, 53n, 67, 
68, 238, 524 
analysis of financial statements, 687—692 
horizontal analysis, 688-691 
ratio analysis, 697-712 
trend analysis, 691-692 
vertical analysis, 693-696 
financial report (example), A-2—A-18 
auditor’s report of internal control over 
financial reporting, A-4 
balance sheets, consolidated, A-5 
management’s discussion and analysis 
(MD&A), A-3 
selected notes to financial statements, 
A-9-A-18 
statements of cash flows, consolidated, A-8 


statements of operations, consolidated, A-7 


statements of shareholders’ equity, 
consolidated, A-6 
reportable segments, 695 
Residual equity. See Equity 
Residual interest in business assets, 53 
Residual value of asset, 397 
Responsibility accounting, 875n, 875-877 


controllable v. direct costs, 875-876, 885 
responsibility accounting system, 876-877 


summary of cost allocation, 877 
Responsibility accounting budgets, 876 
Responsibility accounting performance 

report, 876 
Responsibility accounting system, 864 
Responsibility centers, 877 
Restricted retained earnings, 524—525 
Retail amount of inventory, 251 
Retailer, 180 
Retail inventory method, 251, 253 
Retained earnings, 512, 532 

appropriated, 525 

capitalizing, 516 

restricted, 524-525 

stock dividends and, 517, 518 
Retained earnings deficit, 515 
Retirement of debt 

bonds, 561-562, 578-579 

gain on, 644, 660-661 

stock, 524, 533 
Retirement of stock, 524, 533 
Retrospective application, 711—712 
Return, 26, 27 
Return and risk analysis, 26 


Return on assets (ROA), 22-23, 25, 26, 28, 


873, 879 
Return on average investment, 1039-1040 


Return on common stockholders’ equity, 703, 


705, 710 
Return on equity, 552 


Return on investment. See Return on assets 
Return on sales (profit margin) ratio, 109, 115, 


605-606, 613, 702, 705, 710 
Return on total assets ratio, 605-606, 613, 
702-703, 705, 710, 875, 886 

Revenue(s), 14, 16 
accrued. See Accrued revenues 
increase in equity and, 53 
incremental, 1051-1052 


interest revenue, 331, 333, 372, 378, 597-598 


miscellaneous, 323 
other revenues and gains, 193, 206 
unearned. See Unearned revenue(s) 
for unfinished jobs, 779, 793 
Revenue accounts, 114-115 
Revenue centers, 865 
Revenue expenditures, 404, 405, 418 
Revenue recognition, 11, 96, A-11—A-12 


Revenue recognition principle, 10-11, 61, 96 


accrued services revenue, 103 
unearned revenues and, 53, 101 
Reverse stock split, 518 
Reversing entries, 147, 154, 156 
accounting with, 154-155 
accounting without, 154 
Rex Stores, 22 
Rights infringement, 409 
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Rights of stockholders, 510 

RIM. See Research In Motion 

RIM.com, 15, 687 

Rimmel, Corey, 731 

Ripken, Cal, Jr., 446 

Risk, 26, 27, 69—70, 450 

Risk-free investments, 526 

Ritz Carlton Hotel, 748 

ROA. See Return on assets 

Robert Morris Associates, 23 

ROI (return on investment). See Return on 
assets 

Rolling budgets, 949-950 

Romo, Tony, 228 

Rounding, 68, 703 

Royal Phillips Electronics, 960 

Rules-based accounting (GAAP), 22 


Safety stock, 953 
Safety stock inventory systems, 953 
Salaries, 7, 102, 442, 455, 866 
Sale of plant assets, 406—407, 418 
Sales 
on account. See Credit sales 
cash sales, 51, 74, 282 
computing for target income, 919-920, 
923, 928 
cost of. See Cost of goods sold 
credit cards. See Credit card(s) 
degree of operating leverage and, 927 
expenses allocated on portion of total 
sales, 867 
in foreign currency, 611 
gift card sales, 101, 439 
joint relation with expenses, 693 
of merchandise, accounting for, 187—189 
global view of, 195 
journal entry demonstration, 200 
sales discounts, 183, 188, 202 
sales returns and allowances, 188—189, 
202, 280 
sales transactions, 187, 206 
summary of entries, 192 
under periodic inventory system, 202 
technological controls, 317 
unearned revenues from, 53 
Sales activity, 744, 745 
Sales budget, 951, 952-953, 963 
Sales commissions, 736, 954, 958 
Sales discount(s), 183, 188, 202 
Sales invoices, 51, 280, 339 
Sales journal, 278-280 
additional issues, 279-280 
demonstrations, 200, 290 
journalizing, 278-279, 282 
periodic inventory system, 278n, 
292, 294 
posting, 279, 280 
proving ledgers, 279 
Sales line, in CVP chart, 916 
Sales mix, 921, 1052, 1053 
Sales mix selection, 1052-1053 
Sales on account. See Credit sales 
Sales on credit. See Credit sales 
Sales policies, 322 
Sales promotions, 104, 116, 565, 579 
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Sales returns and allowances 
allowances, 189 
recording in sales journal, 280 
returns, 188—189, 202 
Sales taxes 
computing from sales receipts, 439, 439n 
payable, as known liabilities, 438-439, 439n 
recording in sales journal, 280 
Sales variances, 1005, 1014 
Sales volume, 917 
Salvage value of asset, 397, 399, 403, 407, 1043 
Sam’s, 182 
SAP, 287 
Sarbanes-Oxley Act (SOX) of 2002, 8, 12-13, 
316, 736 
accounting controls and, 69 
e-communications requirements, 273 
financial statement requirements, 106 
goals of, 706 
on inventory safeguards, 235 
requirements of, 316-317 
Satyam Computers, 8 
Savings accounts, 321 
SBA. gov, 482 
Scatter diagrams, 911-912, 918, 926-927 
Schedule (list), 279 
aging schedule, 368 
depreciation schedules, 399, 400, 401 
Schedule of accounts payable, 284, 292, 296 
Schedule of accounts receivable, 279, 292, 
296, 361 
Schedule of manufacturing activities, 745-747 
S corporations, 12, 482 
Scrap or rework decision, 1050-1051, 1057, 1059 
Sea Ray, 603 
Sears, Roebuck & Co., 362, 864 
Seasonal businesses, 953, 968 
SEC. See Securities and Exchange 
Commission 
sec. gov/investor/pubs/cyberfraud.htm, 319 
Secured bonds, 566 
Securities and Exchange Commission 
(SEC), 9 
bond registration requirements, 554n 
EDGAR database, 15, A-1 
financial statements filed with, 106 
U.S. v. non-U.S. registrants, 9 
www.SEC.gov, 403, A-1 
Security for loans, 373-374 
Security tags, 409 
Segment elimination decision, 1053-1054 
Segment return on assets ratio, 288-289, 
296, 297 
Segments. See Business segments 
Self-employed persons, 443 
Selling expense(s), 193 
Selling expense budget, 954, 963 
Selling price, 182 
Sell or process decision, 1051-1052 
Semiannual compounding, 570, 572 
Sensitivity analysis, 921 
Separate legal entity, 508 
Separation of duties, 318, 319, 321, 322, 
323-324, 332 
Sequential processing, 815 
Serial bonds, 566 
Service charges, 331 





Service companies, 147, 698 
cost concepts for, 739 
job order cost accounting for, 779, 789, 793 
manufacturing activities different from, 
740, 755 
process cost accounting for, 815 
Service departments, 858-859 
allocating costs of, 867, 868, 868n, 
870-871, 881 
two-stage cost allocation for, 859-860 
Service economy, 747 
Service life of asset. See Useful life of asset 
Services, 15 
make or buy decisions, 1050 
prepaid, 51, 62 
provided for cash, 16, 60 
provided on credit, 17, 61 
Services, capital, and stated ratio method, 
484—485 
Services revenue, 103—104 
SewWhat? Inc., 989 
Share(s). See Stock 
“Share capital,” 526 
Shareholder(s). See Stockholder(s) 
Shareholders’ equity. See Stockholders’ equity 
Sharing agreement loss (deficit), 484 
Shea, Katie, 49 
Shoplifting, 190 
Short selling, 704, 707 
Short-term investments, 596, 606-607, 634 
Short-term liabilities. See Current liabilities 
Short-term notes payable, 439-441, 460 
to borrow from bank, 440-441, 452 
to extend credit period, 440 
Short-term receivables, 699 
Shredders, 273 
Shrinkage, 190, 202-203 
Siemens AG, 1055 
Signature card, 328 
Significant influence, 597, 602—603, 612, 613 
Signing bonus, 98, 115-116 
Simple capital structure, 527n 
Single-step income statement, 193-194, 
199, 206 
Sinking fund bonds, 566 
Skechers, 70 
Skullcandy, 857 
Small Business Administration, 482 
Small stock dividends, 516, 517, 533 
Smathers and Branson, 945 
Snorg Tees, 435 
SnorgTees.com, 435 
Snowmaking costs, 955 
Social responsibility, 8 
Social Security benefits, 442 
Social Security taxes, 442, 453 
Software; See also Accounting software; specific 
programs 
CRM software, 287 
customer interaction software, 822 
as intangible asset, 412 
Sole proprietorship. See Proprietorship(s) 
Solvency, 687 
Solvency ratios, 22, 701-702, 710 
debt ratio, 69-70, 74, 701, 705, 710 
debt-to-equity ratio, 566-567, 578, 579, 701, 
705, 710 


equity ratio, 701, 705 
summary of, 705 
times interest earned ratio, 450, 453, 460, 
701-702, 710 
Source documents, 50, 74, 96, 274; See also 
individual documents 
invoices, 51, 182, 183 
in job order costing, 780 
preprinted forms, 317 
recording transactions from, 50-51 
in voucher system. See Voucher system 
Southwest Airlines, 739, 740 
SOX. See Sarbanes-Oxley Act 
S&P (Standard & Poor’s), 557, 603, 686, 
687, 688 
SP (standard price), 998 
Special journals, 275-285, 296 
basics of, 276 
cash disbursements journal, 284 
demonstrations, 290, 294 
journalizing, 284, 285 
periodic inventory system, 284, 285, 285n, 
293, 294 
posting, 284 
cash receipts journal 
demonstrations, 290, 294 
footing, crossfooting, and posting, 282 
journalizing and posting, 281-282 
periodic inventory system, 293, 294 
defined, 276 
demonstrations, 289-292 
cash disbursements journal, 290, 294 
cash receipts journal, 290, 294 
periodic inventory system, 293-296 
general journal transactions, 285 
global view of, 288 
periodic inventory system, 292-296 
cash disbursements journal, 284, 285, 
285n, 293, 294 
cash receipts journal, 293, 294 
demonstration, 293—296 
purchases journal, 283n, 293, 294 
sales journal, 278n, 292, 294 
purchases journal 
demonstrations, 290, 294 
journalizing, 283 
periodic inventory system, 283n, 293, 294 
posting, 283-284 
proving ledger, 284 
sales journal, 278-280 
additional issues, 279-280 
demonstrations, 200, 290 
journalizing, 278-279, 282 
periodic inventory system, 278n, 
292, 294 
posting, 279, 280 
proving ledgers, 279 
subsidiary ledgers, 276-277 
accounts payable ledger, 276, 277, 284, 
291, 295, 297 
accounts receivable ledger, 276-277, 291, 
295, 361 
inventory ledger, 229 
notes payable, 440 
other ledgers, 277 
posting from sales ledger, 279 
Specific accounting principles, 10 


Specific identification, 231, 252, 253 
cost flow assumptions in, 230, 231 
financial statement effects of, 236 
periodic system, 246—247 
perpetual system, 231-232, 242, 245 
Specific invoice inventory pricing. See Specific 
identification 
Speedee Oil Change and Tune-Up, 1002 
Spending variance, 1009, 1010 
Sports Illustrated, 444 
“Spread,” 554 
Spreadsheet(s); See also Work sheets 
in financial statement analysis, 689 
in preparation of statement of cash flows, 
654-656 
in preparing budgeted balance sheet, 959n 
SQ (standard quantity), 998 
Stair-step costs, 910 
Standard cost(s), 995-1004, 1014 
cost variances, 997n, 997—1000 
analysis of, 997 
computation of, 997—998 
labor cost variances, 999-1000, 1008 
materials cost variances, 998-999, 1008 
demonstration, 1006-1010 
direct labor costs, 1012-1013 
direct materials costs, 1012 
expanded overhead variances, 1010-1012 
computing overhead cost variances, 
1010-1011 
fixed overhead cost variances, 1012 
variable overhead cost variances, 
1011-1012 
global view of, 1004 
identifying, 996 
materials and labor standards, 996-997 
identifying standard costs, 996 
setting standard costs, 996, 997 
overhead standards and variances, 
1001-1004 
overhead cost variance. See Overhead cost 
variance 
setting overhead standards, 1001—1002 
sales variances, 1005 
setting, 996, 997 
Standard cost accounting system, 1012-1013 
Standard cost card, 996, 997 
Standard & Poor’s (S&P), 557, 603, 686, 
687, 688 
Standard & Poor’s (S&P) 500, 6 
Standard price (SP), 998 
Standard quantity (SQ), 998 
Staples, 191 
Starbucks, 395-396, 525, 596, 644 
Stated rate on bonds, 555 
Stated ratio method, 484 
Stated value stock, 512, 514 
State ethics codes, 9 
Statement of cash flows, 19, 20, 21, 630-662 
basics of, 632-638 
classification of, 633-634 
format, 635-636 
importance of, 632-633 
measurement of, 633 
noncash investing and financing, 
635, 662 
preparation of, 636-638 


purpose, 632 
cash flow ratios, 650-651 
cash sources and uses, 650 
consolidated, A-8, A-23, A-28, A-32 
defined, 632 
demonstration, 25, 651-654 
direct method, 654 
indirect method, 652—653 
direct method of reporting, 657-661, 662 
illustration of, 637 
indirect method compared, 638-639 
operating activities section format, 661 
operating cash payments, 658-661 
operating cash receipts, 657—658 
summary of adjustments for, 661 
financing cash flows, 20, 21, 647-649, 650, 
656, 662 
equity analysis, 648 
global view of, 648 
noncurrent liability analysis, 647 
proving cash balances, 648 
three-stage analysis, 647 
global issues, 649 
global view of, 648 
indirect method of reporting, 638—639, 662 
changes in current liabilities, 642-643 
changes in noncash current assets, 
640-642 
demonstration, 652—653 
direct method compared, 638-639 
nonoperating items, 643 
operating items not providing or using 
cash, 643 
spreadsheet used in, 654-656 
summary of adjustments, 644 
investing cash flows, 20, 21, 645-646, 650, 
656, 662 
global view of, 648 
noncurrent asset analysis, 645-646 
other asset analysis, 646 
three-stage analysis, 645 
operating cash flows, 638-644 
application of indirect method, 639-644 
global view of, 648 
indirect and direct reporting methods, 
638-639 
spreadsheet preparation of, 654—655 
summary of adjustments for indirect 
method, 644 
preparation of, 20, 21, 636—638, 662 
analyzing cash account, 636-637 
analyzing noncash credits, 637—638 
information needed, 638 
proving cash balances, 649 
spreadsheet preparation of, 654-656 
analysis of changes, 656 
indirect method, 654-655 
use in evaluating company, 649, 662 
Statement of changes in owner’s equity. See 
Statement of owner’s equity 
Statement of earnings, 456, 457 
Statement of Financial Accounting Standards 
No. 153, “Exchanges of Nonmonetary 
Assets—an amendment of APB Opinion 
No. 29,” 416 
Statement of financial position. See Balance 
sheet(s) 
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Statement of operations. See Income 
statement 
Statement of owner’s equity, 19, 20 
demonstration, 25, 73, 112, 153 
preparation of, 19, 20, 191 
from adjusted trial balance, 
106-107, 112 
using trial balance, 67—68 
from worksheet, 139-142 
Statement of partners’ equity, 485—486 
Statement of retained earnings, 525 
Statement of stockholders’ equity, 525 
equity reporting, 525, 526 
examples of, A-6, A-22, A-27, A-33 
Statements of operations, A-7, A-21, A-25 
State Unemployment Taxes (SUTA), 
444, 453 
Static budget, 991 
Statutory restriction on retained 
earnings, 524 
Step-wise cost(s), 910 
“Step-wise” cost allocation, 868 
Stock, 12 
capital stock, 12, 511-512, A-15—A-16 
common stock. See Common stock 
direct or indirect sale of, 511 
dividends on. See Dividend(s) 
interpretation of stock quotes, 512 
journal entries for transactions, 530, 531 
no-par value stock, 511, 513 
par value stock, 511, 512, 513 
preferred stock. See Preferred stock 
redemption value of, 521 
retirement of debt, 524, 533 
treasury stock. See Treasury stock 
Stock-based compensation, A-12, 
A-15—A-16 
Stock buyback, 523 
Stock certificates, 510 
Stock dividends, 516-518, 635 
accounting for, 516-518 
reasons for, 516 
value of stock and, 518, 533 
Stockholder(s), 5, 12, 508, 510-511 
annual meetings, 509 
registrar and transfer agents, 510-511 
rights of, 510, 532 
stock certificates and transfer, 510 
Stockholders’ equity, 512 
common stock, 12, 510 
book value per common share, 528-529, 
533, 705 
demonstration, 529-531 
dividends on. See Dividend(s) 
equity analysis of transactions, 648 
global view of, 526 
issuance, 511, 512-514, 533 
return on common stockholders’ equity, 
703, 705, 710 
demonstration, 529-531 
dividends, 53, 515-518, 532 
cash dividends, 515n, 515-516, 532 
declaration of, 648 
demonstration, 531-532 
global view of, 526 
stock dividends, 516-518, 532 
stock splits, 518, 533 
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Stockholders’ equity—Cont. 
preferred stock, 518-521 
book value per preferred share, 528-529, 533 
callable, 521 
convertible, 520-521 
dividend preference of, 519-520, 520n, 532 
global view of, 526 
issuance of, 519, 521, 533 
reporting 
prior period adjustments, 525 
restrictions and appropriations, 524-525 
statement of retained earnings, 524-525 
statement of stockholders’ equity, 525, A-6, 
A-22, A-27, A-33 
stock options, 525-526 
Stock options, 525-526 
Stock quotes, 512 
Stock split, 518, 533 
Store supplies, 52 
Straight-line bond amortization, 556 
demonstration, 568-569 
discount on bonds payable, 556-557, 578 
premium on bonds payable, 559, 578 
Straight-line depreciation, 99, 398-399, 418 
changes in estimates for, 403 
other methods compared, 401-402 
popularity of method, 402 
Straight-line depreciation rate, 399 
Straight-line depreciation schedule, 399 
Strategic budgeting, 946 
Strategic management, 27 
Sub-chapter C corporations, 482 
Sub-chapter S corporations, 482 
Subordinated debentures, 566 
Subscriptions, 53, 100, 444 
Subsidiaries, 603 
Subsidiary ledgers, 276-277, 296 
accounts payable ledger. See Accounts 
payable ledger 
accounts receivable ledger, 276-277, 291, 
295, 361 
inventory ledger, 229 
notes payable, 440 
other ledgers, 277 
posting from sales ledger, 279 
Sub Surface Waste Management, 364 
Subunits, 864 
Summary of significant accounting policies, 
A-9-A-12 
Summed costs, in CVP analysis, 917 
Sunk costs, 738, 1047, 1050-1051 
Sunoco, 449 
SuperValu, 180, 360 
Supplemental information, A-17—A-18 
Supplementary records, 186, 198 
Suppliers, 188 
Supplies, 52 
as prepaid expense, 98 
purchase of, 15, 16, 59, 60 
Sustainable income, 710-712 
changes in accounting principles and, 711—712 
continuing operations, 710 
discontinued segments, 710 
earnings per share, 711 
extraordinary items, 710-711 
SUTA (State Unemployment Taxes), 444, 453 
SYSCO, 180, 360 


T-accounts, 55, 56, 64, 641 
for adjusting entries, 111 
in analyzing cash flows, 657-658 
factory overhead account, 787 
Take-home pay, 442 
“Taking inventory,” 201, 202, 229 
Talbots, 439 
Target, 95, 180, 951 
Target cost, 777 
Target costing, 778 
Target income, 919-920, 923, 928 
Taxation 
Annual Federal Unemployment Tax Return 
(Form 940), 453 
corporate income tax. See Income taxes 
double taxation of corporations, 509 
Employer’s Quarterly Federal Tax Return 
(Form 941), 453, 454 
inventory costing methods and, 236-237, 
252-253 
IRS. See Internal Revenue Service 
MACRS used for tax reporting, 402 
partnerships, 480 
payroll taxes 
failure to pay, 443 
FICA, 442-444, 453, 454 
FUTA, 444, 453 
income tax, 442-443, 453, 454 
Medicare taxes, 442, 453 
Social Security taxes, 442, 453 
SUTA, 444, 453 
potential tax assessments, 449 
sales taxes 
computing from sales receipts, 439, 439n 
payable, as known liabilities, 
438-439, 439n 
recording in sales journal, 280 
tax accounting, 6-7, 459 
tax deductible interest on bonds, 552 
tax reporting, 402 
Wage and Tax Statement (Form W-2), 453 
Tax reporting, 1043 
Technology 
in accounting, 5 
automation, 829 
cyberfashion, 274 
data for planning and control, 877 
in internal control, 318, 319-320 
cash registers as, 318, 322, 324 
computerized point-of-sale systems, 317 
in inventory identification, 229 
perpetual inventory system and, 182, 235 
recordkeeping time and, 286 
virtual retinal display, 275 
Technology-based accounting systems 
automatic posting in, 279 
check processing, 328-329 
computer networks, 286-287 
computer technology, 286 
data processing, 286 
ERP software, 287 
similarities to manual systems, 57, 58, 59 
Temporary accounts, 142, 143, 156, 191, 206 
Temporary differences, 459-460 
Temporary (short-term) investments, 596, 
606-607, 634 
Term bonds, 566 


Theft, 316 
credit card number theft, 319, 320 
identity theft, 319-320, 325 
preventing collusion, 318 
360-Day year, 103 
3M, 610 
Three-stage analysis, 645, 647 
Throughput time, 748 
TIBCO Software, 564 
Ticker prices, 704 
TicketMaster, 4 
Ticket sales, 11, 53, 100 
Time deposits, 321 
Time dimension of managerial accounting, 
734-735 
Timeliness of information, 734 
Time period assumption, 11, 94, 115 
Times interest earned ratio, 701—702, 705, 710 
Times interest earned ratio, 450, 453, 460 
Time tickets, 782-783, 784, 785 
Time value of money, B—B-7 
in capital budgeting 
discounting, 1036 
methods not using, 1037—1040 
methods using, 1040-1046 
concepts, B-1, B-7 
future values. See Future value(s) 
present values. See Present value(s) 
Time Warner, 286 
Timing 
in budget administration, 949-950 
of cash disbursements, 957—958 
in reporting, 94-96, 115 
Tootsie Roll, 397, 398 
Top line items, 195 
Total asset turnover ratio, 413, 418, 419, 
605-606, 613, 700, 702, 710 
Total costs line, in CVP chart, 916 
Total quality management (TQM), 748 
Toyota Motor Corporation, 747, 748, 921 
Toys “R” Us, 241-242 
TQM (total quality management), 748 
Traceability, classification by, 737, 739 
Trade discount(s), 182 
Trade-in allowances, 416 
Trademarks, 411 
Trade names, 411 
Trade payables, 52 
Trading on the equity, 521, 552 
Trading securities, 597, 599-600, 613 
accounting summary for, 604 
global view of, 605 
selling, 599-600 
valuing and reporting, 599 
Transaction(s), impact of, 74 
Transaction analysis, 15—18, 27, 48-74 
accounting equation and, 14 
accounts payable, 16, 17-18 
accounts receivable, 17 
cash payments, 16-17 
cash purchases, 15, 16, 59, 60 
cash receipts, 17, 61 
cash revenues, 16 
cash withdrawals, 18 
credit purchases, 15, 16, 60 
demonstration, 24, 70-74 
GAAP v. IFRS on, 22 


global view of, 22, 68-69 
illustration of, 59-63 
investment by owner, 15, 59 
processing and. See Transaction processing 
recording. See Recording transactions 
summary of accounts, 24 
summary of transactions, 18—19 
trial balance. See Trial balance 
Transaction processing, 54—64 
accounting equation analysis, 63, 64 
debits and credits, 55, 55n 
double-entry accounting, 55-56 
illustration of, 59-63 
journalizing and posting, 56-59 
ledger and chart of accounts, 54 
steps in, 74 
Transfer agent, 510-511 
Transfer price, 882-883, 885 
Transfer pricing system, 867 
Transportation costs, 185-186 
Transportation-in, 186, 201-202 
Transportation-out, 186 
Transposition errors, 66n 
Treasurer, 322 
Treasury stock, 522-524, 533 
global view of, 526 
purchasing, 522-523 
reissuing, 523-524 
retiring, 524, 533 
Trek, 735 
Trend analysis, 691—693 
Trial balance, 65-69, 74 
adjusted. See Adjusted trial balance 
demonstration, 73 
periodic inventory system, 296 
perpetual inventory system, 292 
finding and correcting errors, 65—66, 66n 
post-closing, 144-146, 156 
preparation of, 65-66 
preparing financial statements from, 66—68 
balance sheet, 67, 68 
income statement, 67 
presentation issues, 68 
statement of owner’s equity, 67—68 
unadjusted, 106, 139, 140 
Triple-threat of fraud, 320 
Trump Entertainment Resorts LP, 486 
Truth-in-Lending Act, 564 
Turnover rate of assets, 698 
Two-stage cost allocation, 858—860, 885 
activity-based allocation compared, 862, 863 
illustration of, 859-860 
Tyco International, 13 
Type of business, 698 
Typo-squatting, 320 


nadjusted financial statements, 66 
nadjusted trial balance, 106, 139, 140 
navoidable expenses, 1053-1054 
ncertainties, 449 

ncertainty in liabilities, 437-438 
nclassified balance sheet, 147 
ncollectible accounts. See Bad debts 
ncollectible Accounts Expense, 365 
ncollectible items, 331-332 
ncontrollable costs, 875 
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Underapplied overhead, 787, 788, 793 
Underfunded pension plan, 578 
Underwriters, 554n 
Underwriting, 511 
Undistributed earnings, 602 
Unearned revenue(s), 52-53, 53n, 100 
adjusting entries, 100-101, 115 
alternative accounting for, 114-115 
financial statement links, 105 
as known liabilities, 439 
subscriptions, 53, 100, 444 
ticket sales, 53, 100 
Uneven cash flows 
computing payback period, 1038 
internal rate of return with, 1044, 1060 
net present value method with, 1042 
Unfavorable variance, 991 
causes of, 998-999 
fixed v. flexible budgets and, 994, 1014 
long-term, 997n 
Uniform Partnership Act, 481 
Unit contribution margin, 914 
Units-of-production depreciation, 399-402, 
409, 418 
Units-of-production depreciation schedule, 400 
Unlimited liability, 11, 12, 481 
Unrealized gain (loss), 599, 607 
Unregistered bonds, 566 
Unsecured bonds, 566 
Unsold merchandise, 189 
Unusual and infrequent items, 561 
Unusual gain or loss, 710 
Upper Deck, 228 
UPS, 286 
U.S. Marine, 603 
Useful life of asset, 394, 397, 398 
change in, 525 
computing, 413 
estimates of, 399, 403 
ethical issues, 404, 418 
IFRS requirements, 407 
patents, 410 
Utilities expense, 867, 870 





Vacation, mandatory, 317, 319, 343 
Vacation benefits, 446 
Vacation pay, 102 
Valuation 
of agricultural assets, 240 
contingent valuation, 449 
of dishonored note, 372, 378 
of inventory at LCM, 237, 253 
computing LCM, 237-238 
GAAP v. IFRS on, 240 
recording LCM, 238 
of plant assets, 399, 412 
of receivables 
allowance method, 364—366, 378 
direct write-off method, 363—364, 378 
global view of, 374 
notes receivable, 372-373, 378 
Value-added time, 750 
Value basis allocation of joint costs, 884-885 
Value chain, 748 
Value engineering, 778 
Variable budgets. See Flexible budget(s) 
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Variable cost(s), 736, 737, 909 
changes in, 918 
in cost pools, 861 
in CVP analysis, 908 
manufacturing costs, 1054 
per unit, 909, 912 
in preparation of flexible budgets, 992, 993 
Variable costing income statement, 915 
Variable expenses, 450 
Variable overhead cost variance, 1009, 
1010-1012 
Variance(s), 1014 
in budget reporting, 948, 949 
corrective actions and, 994-995 
cost variances, 997n, 997—1000, 1008 
fixed overhead cost variance, 1010-1012 
labor cost variances, 999-1000, 1008 
materials cost variances, 998-999, 1008 
total overhead cost variance. See Overhead 
cost variance 
variable overhead cost variance, 
1010-1011 
efficiency variance, 1010 
favorable variance, 991 
price variance, 995 
quantity variance, 995 
sales variances, 1005 
spending variance, 1010 
unfavorable variance, 991, 994, 1014 
Variance analysis, 995 
challenges in, 999 
demonstration, 1008 
Vendee, 339 
Vendor, 338 
Vertical analysis, 685, 688, 693-696, 712 
common-size graphics, 695—696 
common-size statements, 693-694, 695 
global view of, 706 
Vice president (VP), 876, 877 
Virtual retinal display (VRD), 275 
Visa, 366 
Visa USA, 362 
Volkswagen, 924 
Volume, 909 
Volume variance, 1002-1003, 1005, 1009 
Voluntary association, 480 
Voluntary deductions, 442, 443 
Voucher, 325, 340, 341 
Voucher(s), in job order costing, 784 
Voucher register, 340 
Voucher system, 324-325, 338-341, 343 
invoice, 339, 340 
invoice approval, 339-340 
purchase order, 338, 339, 340 
purchase requisition, 338, 340 
receiving report, 339 
voucher, 325, 340, 341 
VP (vice president), 876, 877 
VRD (virtual retinal display), 275 


W. T. Grant Co., 633 

Wage and Tax Statement (Form W-2), 453 
Wage bracket withholding table, 458 
Wages, 442, 444, 866 

Waldenbooks, 189 

Walls, Brian, 435 
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Walls, Matt, 435 
Wall Street, 703 
The Wall Street Journal, 511, 704 
Walmart, 95, 180, 206, 286-287, 324, 394, 874 
Walt Disney Company, 96 
Warranty(ies), 446 
adjusting entries for, 452 
as estimated liabilities, 446-447, 460 
notes regarding, A-12, A-16 
Waste elimination, 747 
Wasting assets, 408-409, 416, 418 
Web merchants, 362 
Web sites, for online analysis, 687 
Weighted average (WA), 234, 249, 252, 253 
cost flow assumptions in, 230, 231 
financial statement effects of, 236 
periodic system, 249 
perpetual system, 234-235, 245, 249 
Weighted-average contribution margin, 
922-923 
Weighted-average method, 824 
change from FIFO method to, 837, 838 
process costing illustration, 822-829 
assigning and reconciling costs, 824-827 
cost of goods manufactures, 816, 827-828 
cost per equivalent unit, 824 
equivalent units of production, 823-824 
physical flow of units, 823 


WeMarket4U.net/FatFoe, 325 
WeMarket4U.net/SundaeStation, 325 
Weyerhaeuser, 408 
“What-if’ questions, 919, 992 
“What-if” transactions, 142 
Whitaker, Andrew “Jack,” B-6 
Wholesaler, 180 
Wi-phishing, 320 
Wireless communication, 286 
Withdrawals. See Owner withdrawals 
Withdrawals account, 144, 144n, 191 
Withholding Allowance Certificate 
(Form W-4), 458 
Withholding allowances, 456, 458 
Withholdings, 442 
Women entrepreneurs, 49, 52, 179, 271, 315, 
479, 989 
Work centers, 815 
Working capital, 697-698 
Working paper. See Spreadsheet(s) 
Working papers, 138 
Work in process inventory, 741 
Work sheets, 138-142, 156; See also 
Spreadsheet(s) 
applications and analysis, 141, 142 
benefits of, 138 
demonstration, 151, 152 
electronic, 138 








financial statements prepared from, 141 
illustration of, 138-142 
for periodic inventory system, 204 
for perpetual inventory system, 205 
in preparing budgeted balance sheet, 959n 
Workstations, 815 
WorldCom, 8, 13, 109, 324 
Write-downs of inventories, 710 
Write-offs of receivables, 710 
www.AICPA.org, 7, 8 
www.cityslips.com, 49 
www.COSO.org, 317 
www.fraud.org, 319 
www.IRS.gov, 402, 442 
www.SEC. gov, 403, A-1 
www.SEC.gov/edgar.shtml, 15 


www.SSA.gov, 442 
www.standardpoors.com, 687 








xe.com, 11 
Xerox, 109 


Yahoo!, 411 


Zero balances, 55, 143 
Zuckerberg, Mark, 3 
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Chart of Accounts 





Following is a typical chart of accounts, which is used in several assignments. Every company has its own unique accounts and numbering system. 


Assets 
Current Assets 


101 Cash 

102 Petty cash 

103 Cash equivalents 

104 Short-term investments 
105 Fair value adjustment, 
106 Accounts receivable 
107 Allowance for doubtful accounts 
108 Legal fees receivable 

109 Interest receivable 

110 Rent receivable 

111 Notes receivable 

119 Merchandise inventory 

120 ________ inventory 

12] ___________ inventory 

124 Office supplies 

125 Store supplies 

126 ______ supplies 

128 Prepaid insurance 

129 Prepaid interest 

131 Prepaid rent 

132 Raw materials inventory 

133 Goods in process inventory, 

134 Goods in process inventory, 

135 Finished goods inventory 


securities (S-T) 





Long-Term Investments 


141 Long-term investments 
142 Fair value adjustment, 
144 Investment in 

145 Bond sinking fund 


securities (L-T) 


Plant Assets 


151 Automobiles 

152 Accumulated depreciation— Automobiles 

153 Trucks 

154 Accumulated depreciation—Trucks 

155 Boats 

156 Accumulated depreciation—Boats 

157 Professional library 

158 Accumulated depreciation—Professional 
library 

159 Law library 

160 Accumulated depreciation—Law library 

161 Furniture 

162 Accumulated depreciation—Furniture 

163 Office equipment 

164 Accumulated depreciation—Office equipment 

165 Store equipment 


CA 


166 Accumulated depreciation—Store equipment 

167 _____ equipment 

168 Accumulated depreciation— 
equipment 

169 Machinery 

170 Accumulated depreciation—Machinery 

173 Building —___ 

174 Accumulated depreciation—Building 

175 Building —____ 

176 Accumulated depreciation—Building 

179 Land improvements 

180 Accumulated depreciation—Land 
improvements 

181 Land improvements 

182 Accumulated depreciation—Land 
improvements 

183 Land 





Natural Resources 


185 Mineral deposit 
186 Accumulated depletion—Mineral deposit 


Intangible Assets 


191 Patents 

192 Leasehold 

193 Franchise 

194 Copyrights 

195 Leasehold improvements 
196 Licenses 

197 Accumulated amortization—. 


Liabilities 
Current Liabilities 


201 Accounts payable 

202 Insurance payable 

203 Interest payable 

204 Legal fees payable 

207 Office salaries payable 

208 Rent payable 

209 Salaries payable 

210 Wages payable 

211 Accrued payroll payable 

214 Estimated warranty liability 

215 Income taxes payable 

216 Common dividend payable 

217 Preferred dividend payable 

218 State unemployment taxes payable 
219 Employee federal income taxes payable 
221 Employee medical insurance payable 


222 Employee retirement program payable 
223 Employee union dues payable 

224 Federal unemployment taxes payable 
225 FICA taxes payable 

226 Estimated vacation pay liability 


Unearned Revenues 


230 Unearned consulting fees 
231 Unearned legal fees 
232 Unearned property management fees 


233 Unearned _____ fees 
234 Unearned _____ fees 
235 Unearned janitorial revenue 
236 Unearned ______ revenue 





238 Unearned rent 


Notes Payable 


240 Short-term notes payable 

241 Discount on short-term notes payable 
245 Notes payable 

251 Long-term notes payable 

252 Discount on long-term notes payable 


Long-Term Liabilities 


253 Long-term lease liability 
255 Bonds payable 

256 Discount on bonds payable 
257 Premium on bonds payable 
258 Deferred income tax liability 


Equity 


Owner’s Equity 


301 ___ SS”. Capital 
302 ____————", Withdrawals 
303 _____", Capital 
304 ___ SSCS; Withdrawals 
305 _____", Capital 
306 ____—————— Withdrawals 


Paid-In Capital 


307 Common stock, $ _______ par value 

308 Common stock, no-par value 

309 Common stock, $—— stated value 

310 Common stock dividend distributable 

311 Paid-in capital in excess of par value, 
Common stock 


312 Paid-in capital in excess of stated value, 
No-par common stock 


313 Paid-in capital from retirement of common stock 


314 Paid-in capital, Treasury stock 

315 Preferred stock 

316 Paid-in capital in excess of par value, 
Preferred stock 


Retained Earnings 


318 Retained earnings 
319 Cash dividends (or Dividends) 
320 Stock dividends 


Other Equity Accounts 


321 Treasury stock, Common 
322 Unrealized gain—Equity 
323 Unrealized loss—Equity 


Revenues 


40] _____——_— fees earned 
402 _____———S——_— fees earned 
403 ___________ services revenue 
404 services revenue 


405 Commissions earned 

406 Rent revenue (or Rent earned) 

407 Dividends revenue (or Dividend earned) 
408 Earnings from investment in 

409 Interest revenue (or Interest earned) 
410 Sinking fund earnings 

413 Sales 

414 Sales returns and allowances 

415 Sales discounts 


Cost of Sales 
Cost of Goods Sold 


502 Cost of goods sold 

505 Purchases 

506 Purchases returns and allowances 
507 Purchases discounts 

508 Transportation-in 


Manufacturing 


520 Raw materials purchases 

521 Freight-in on raw materials 

530 Factory payroll 

531 Direct labor 

540 Factory overhead 

541 Indirect materials 

542 Indirect labor 

543 Factory insurance expired 

544 Factory supervision 

545 Factory supplies used 

546 Factory utilities 

547 Miscellaneous production costs 
548 Property taxes on factory building 
549 Property taxes on factory equipment 
550 Rent on factory building 

551 Repairs, factory equipment 

552 Small tools written off 

560 Depreciation of factory equipment 
561 Depreciation of factory building 


Chart of Accounts 


Standard Cost Variance 


580 Direct material quantity variance 

581 Direct material price variance 

582 Direct labor quantity variance 

583 Direct labor price variance 

584 Factory overhead volume variance 

585 Factory overhead controllable variance 


Expenses 


Amortization, Depletion, and 
Depreciation 


601 Amortization expense— 

602 Amortization expense— 

603 Depletion expense— 

604 Depreciation expense—Boats 

605 Depreciation expense— Automobiles 

606 Depreciation expense—Building 

607 Depreciation expense—Building 

608 Depreciation expense—Land 
improvements 

609 Depreciation expense—Land 
improvements 

610 Depreciation expense—Law library 

611 Depreciation expense—Trucks 

612 Depreciation expense—. 

613 Depreciation expense— 

614 Depreciation expense—. 

615 Depreciation expense—. 


equipment 
equipment 


Employee-Related Expenses 


620 Office salaries expense 

621 Sales salaries expense 

622 Salaries expense 

623 ____ wages expense 

624 Employees’ benefits expense 
625 Payroll taxes expense 


Financial Expenses 


630 Cash over and short 
631 Discounts lost 

632 Factoring fee expense 
633 Interest expense 


Insurance Expenses 


635 Insurance expense—Delivery equipment 
636 Insurance expense—Office equipment 
637 Insurance expense—. 


Rental Expenses 


640 Rent expense 

641 Rent expense—Office space 
642 Rent expense—Selling space 
643 Press rental expense 

644 Truck rental expense 

645 ____ rental expense 


Supplies Expenses 


650 Office supplies expense 
651 Store supplies expense 
652 ________ supplies expense 
653 ______ supplies expense 


Miscellaneous Expenses 


655 Advertising expense 
656 Bad debts expense 

657 Blueprinting expense 
658 Boat expense 

659 Collection expense 

661 Concessions expense 
662 Credit card expense 

663 Delivery expense 

664 Dumping expense 

667 Equipment expense 

668 Food and drinks expense 
671 Gas and oil expense 

672 General and administrative expense 
673 Janitorial expense 

674 Legal fees expense 

676 Mileage expense 

677 Miscellaneous expenses 
678 Mower and tools expense 
679 Operating expense 

680 Organization expense 
681 Permits expense 

682 Postage expense 

683 Property taxes expense 
684 Repairs expense— 

685 Repairs expense— 

687 Selling expense 

688 Telephone expense 

689 Travel and entertainment expense 
690 Utilities expense 

691 Warranty expense 

695 Income taxes expense 


Gains and Losses 


701 Gain on retirement of bonds 
702 Gain on sale of machinery 
703 Gain on sale of investments 
704 Gain on sale of trucks 

705 Gain on —____ 

706 Foreign exchange gain or loss 
801 Loss on disposal of machinery 
802 Loss on exchange of equipment 
803 Loss on exchange of 

804 Loss on sale of notes 

805 Loss on retirement of bonds 
806 Loss on sale of investments 
807 Loss on sale of machinery 
808 Loss on —____ 

809 Unrealized gain—Income 
810 Unrealized loss—Income 

811 Impairment gain 

812 Impairment loss 


Clearing Accounts 


901 Income summary 
902 Manufacturing summary 
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MANAGERIAL ANALYSES AND REPORTS 





® Cost Types 
Variable costs: 
Fixed costs: 
Mixed costs: 


Total cost changes in proportion to volume of activity 
Total cost does not change in proportion to volume of activity 
Cost consists of both a variable and a fixed element 


@ Cost Sources 
Direct materials: Raw materials costs directly linked to finished product 
Direct labor: Employee costs directly linked to finished product 


Overhead: Costs indirectly linked to finished product 


® Costing Systems 

Job order costing: Costs assigned to each unique unit or batch of units 

Process costing: Costs assigned to similar products that are mass-produced in 
a continuous manner 


® Costing Ratios 


Contribution margin ratio = (Net sales — Variable costs)/Net sales 
Predetermined overhead rate = Estimated overhead costs/ Estimated activity base 
Break-even point in units = Total fixed costs/Contribution margin per unit 


®© Planning and Control Metrics 
Cost variance = Actual cost — Standard (budgeted) cost 
Sales (revenue) variance = Actual sales — Standard (budgeted) sales 


© Capital Budgeting 
Payback period = Time expected to recover investment cost 
Accounting rate of return = Expected annual net income/Average annual investment 
Net present value (NPV) = Present value of future cash flows — Investment cost 
NPV tule: 1. Compute net present value (NPV in $) 
2. If NPV = 0, then accept project; If NPV < 0, then reject project 
Internal rate 1. Compute internal rate of return (IRR in %) 
of return rule: 2. If IRR = hurdle rate, accept project; If IRR < hurdle rate, reject project 


® Costing Terminology 

Relevant range: Organization’s normal range of operating activity. 

Direct cost: Cost incurred for the benefit of one cost object. 

Indirect cost: Cost incurred for the benefit of more than one cost object. 

Product cost: Cost that is necessary and integral to finished products. 

Period cost: Cost identified more with a time period than with finished products. 
Overhead cost: Cost not separately or directly traceable to a cost object. 

Relevant cost: Cost that is pertinent to a decision. 

Opportunity cost: Benefit lost by choosing an action from two or more alternatives. 


Sunk cost: Cost already incurred that cannot be avoided or changed. 
Standard cost: Cost computed using standard price and standard quantity. 
Budget: Formal statement of an organization’s future plans. 


Break-even point: 
Incremental cost: 
Transfer price: 


Sales level at which an organization earns zero profit. 
Cost incurred only if the organization undertakes a certain action. 
Price on transactions between divisions within a company. 


® Standard Cost Variances 









































Materials Materials 
Total materials variance} =| price + quantity 
variance variance 
Labor Labor efficiency 
Total labor variance =| (rate) + (quantity) 
variance variance 
Overhead Fixed overhead 
Total overhead variance | = | controllable + volume 
variance variance 








Overhead controllable Actual total — Applied total overhead 


variance overhead from flexible budget 
Fixed overhead volume = Budgeted fixed — Applied fixed 
variance overhead overhead 


= Variable overhead + Variable overhead 
spending variance efficiency variance 


Variable overhead variance 
— Total overhead 
= Fixed overhead + Fixed overhead variance 


spending variance volume variance 
= [AQ X AP] — [AQ X SP] 


Fixed overhead variance 





Materials price variance 








Materials quantity variance = [AQ X SP] — [SQ X SP] 








Labor (rate) variance = [AH X AR] — [AH X SR] 














Labor efficiency (quantity) variance | = [AH X SR] — [SH X SR] 





Variable overhead spending variance = [AH X AVR] — [AH X SVR] 
= [AH X SVR] — [SH X SVR] 


= Actual fixed overhead — Budgeted fixed overhead 


Variable overhead efficiency variance 
Fixed overhead spending variance 


where AQ is actual quantity of materials; AP is actual price of materials; AH is actual hours of 

labor; AR is actual rate of wages; AVR is actual variable rate of overhead; SQ is standard quan- 
tity of materials; SP is standard price of materials; SH is standard hours of labor; SR is standard 
rate of wages; SVR is standard variable rate of overhead. 


® Sales Variances 





Sales price variance = [AS X AP] — [AS X BP] 














Sales volume variance = [AS X BP] — [BS X BP] 


where AS = actual sales units; AP = actual sales price; BP = budgeted sales price; 
BS = budgeted sales units (fixed budget) 


Manufacturing Statement 


For period Ended date 





Direct materials 
Raw materials inventory, Beginning 


Raw materials purchases.............00eeeeeeeeee 


Raw materials available for use . . 
Raw materials inventory, Ending . 
Direct materials used 


Direct.\labor:. caste .uineeit eau skeet oardaipaaa seas 


Overhead costs 

Total overhead costs 
Total manufacturing costs 
Add goods in process inventory, Begi 
Total cost of goods in process ....... 






Deduct goods in process inventory, Ending . 


Cost of goods manufactured 








Contribution Margin Income Statement 
For period Ended date 


Net sales (revenues) 
Total variable costs 

Contribution margin . 
Total fixed costs .. 
Net income 






Flexible Budget 
For period Ended date 
Flexible Budget 


Sales (revenues) 
Variable costs 
Examples: Direct materials, Direct labor, 
Other variable costs 
Total variable costs 
Contribution margin 
Fixed costs 
Examples: Depreciation, Manager 
salaries, Administrative salaries 
Total fixed costs 
Income from operations 





Variable 
Amount Fixed 
per Unit Cost 
$ # 
—# 
—# 
$ # 
$ # 
H 
$ # 


Fixed Budget Performance Report 
For period Ended date 











Flexible 
Budget 
for Unit 
Sales of 
aie 


HEH Ht Hil 








Fixed Actual 
Budget Performance Variancest 
Sales: In units s.siseserrsstosesissesns # # 
liidollars: EEEE EEEE $ # $ # $ #ForU 
Cost of sales 
Direct costs # # #ForU 
Indirect costs # # #ForU 
Selling expenses 
Examples: Commissions, ............. # # # For U 
Shipping expenses ................. # # #ForU 
General and administrative expenses 
Examples: Administrative salaries ...... # # #ForU 
Total expenses ..............0 eee eee $ # $ # $ #ForU 
Income from operations ..............- $ # $ # $ #ForU 











tF = Favorable variance; U = Unfavorable variance. 


Master Budget Sequence 





Prepare 
manufacturing, 
selling, and general 
and administrative 
expense budgets 































Consolidate 
operating and capital 
expenditures budgets 
into financial budgets: 
* Cash budget 
+ Budgeted income 

statement 
* Budgeted balance 
sheet 














Operating Budgets 


Capital Expenditures 


Budget 


Financial Budgets 





FUNDAMENTALS 


®© Accounting Equation 














Assets = Liabilities + Equity 
T 4 L T 4 i 
Debit for Credit for Debit for Credit for Debit for Credit for 
increases decreases decreases increases decreases increases 
Pi 
Owner’s Owner’s 
Capital* = Withdrawals* + Revenues = Expenses 
L T tt 4 4 tT i 4 
Dr. for Cr. for Dr. for | Cr. for Dr. for | Cr. for Dr. for | Cr. for 


decreases | increases increases | decreases decreases | increases increases | decreases 


Indicates normal balance. 
*Comparable corporate accounts are Common Stock (Paid-In Capital) and Dividends. 


@ Accounting Cycle 


1. R 2. | Lal 3. 
Analyze transactions Joumalize Post 


10. 
Reverse Accounting 


= <e 


9. a { 5 6. 
Prepare post- š | - Prepare adjusted 
closing trial balance gm eer statomo trial balance 


© Adjustments and Entries 


Type Adjusting Ent 






4. 
Prepare unadjusted 
trial balance 


5. 
Adjust 


Prepaid Expenses ........... 00.0 cc eee cece eee eee Dr. Expense Cr. Asset* 

Unearned Revenues ........... 00. c cece cece e ee eees Dr. Liability Cr. Revenue 
Accrued [Expenses: -ss3:0s6.0hesasausieecieseeageee ihe Dr. Expense Cr. Liability 
Accrued Revenues ........ 200.00 cece cece eee tenes Dr. Asset Cr. Revenue 





*For depreciation, credit Accumulated Depreciation (contra asset). 


@® 4-Step Closing Process 
1. Transfer revenue and gain account balances to Income Summary. 
2. Transfer expense and loss account balances to Income Summary. 
3. Transfer Income Summary balance to Owner’s Capital. 
4. Transfer Withdrawals balance to Owner’s Capital. 


© Accounting Concepts 








Characteristics Assumptions Principles Constraints 
Relevance Business entity Historical cost Cost-benefit 
Reliability Going concern Revenue recognition Materiality 
Comparability Monetary unit Expense recognition Industry practice 
Consistency Periodicity Full disclosure Conservatism 


© Ownership of Inventory 


Ownership Transfers 


Transportation Costs 





When Goods Passed To Paid By 
FOB Shipping Point........... Carrier Buyer 
FOB Destination............. Buyer Seller 





© Inventory Costing Methods 


e Specific Identification 
¢ First-In, First-Out (FIFO) 


e Weighted-Average 
+ Last-In, First-Out (LIFO) 


® Depreciation and Depletion 


Cost — Salvage value 


Straight-Line: X Periods expired 


Useful life in periods 


Cost — Salvage value 


Units-of-Production: X Units produced 


Useful life in units 


Declining-Balance: Rate* X Beginning-of-period book value 
*Rate is often double the straight-line rate, or 2 X (1/Useful life) 


Cost — Salvage value 


Depletion: Units extracted 


Total capacity in units 


® Interest Computation 
Interest = Principal (face) X Rate X Time 


@ Accounting for Investment Securities 


Classification* Accounti 


Short-Term Investment in Securities 


Held-to-maturity (debt) securities............ Cost (without any discount or premium 
amortization) 

Trading (debt and equity) securities........... Fair value (with fair value adjustment to 
income) 

Available-for-sale (debt and equity) securities... Fair value (with fair value adjustment to equity) 

Long-Term Investment in Securities 

Held-to-maturity (debt) securities............ Cost (with any discount or premium 
amortization) 

Available-for-sale (debt and equity) securities... Fair value (with fair value adjustment to equity) 

Equity securities with significant influence...... Equity method 

Equity securities with controlling influence... .. Equity method (with consolidation) 





*A fair value option allows companies to report HTM and AFS securities much like trading securities. 





ANALYSES 


@® Liquidity and Efficiency 


Current assets 
Current ratio = ————______ - 148 
Current liabilities p 


Working capital = Current assets — Current liabilities p. 697 


2 P Cash + Short-term investments + Current receivables 
Acid-test ratio = EETA p. 196 
Current liabilities 





R Net sales 
Accounts receivable turnover = - p. 375 
Average accounts receivable, net 





Credit risk ratio = Allowance for doubtful accounts p. 375 
Accounts receivable, net 





Cost of goods sold 
Inventory turnover = ——— p. 241 
Average inventory 


Accounts receivable, net 


Days’ sal llected = ————— x 365* . 335 
ays’ sales uncollecte Netas p 
i Ending inventory ae sii 
Days’ eag ti = x * k 
a BAS DA AVEO Cost of goods sold 7 p 
Total asset turnover = __— Netsales — _ p. 413 


Average total assets 


Plant asset useful life = „Plant 'asseticost: p. 413 


Depreciation expense 


Accumulated depreciation 
Plant asset age = ———————— p. 413 
Depreciation expense 


Cash and cash equivalents 
Days’ cash expense coverage = p. 322 
Average daily cash expenses 





*360 days is also commonly used. 


@ Solvency 


iabiliti Total equit 
Debt ratio = Toral liabilities Equity ratio = y pp. 69 & 701 
Total assets Total assets 
Debt-to-equity = Total liabilities, liabilities p. 567 
Total equity 


, . Income before interest expense and income taxes 
Times interest earned p. 450 
Interest expense 








Cash f h Cash flow from operations gsi 
wth = ý 
NE TS Cash outflow for plant assets p 





Cash flow from operations 
Cash coverage of debt ——— p. 646 
Total noncurrent liabilities 








® Profitability 








n : Net income 
Profit margin ratio = ————_ 
Net sales p. 109 
. . Net sales — Cost of goods sold 
Gross margin ratio p. 196 
Net sales 
Return on total assets = = Momem p. 22 


Average total assets 


= Profit margin ratio X Total asset turnover p. 703 
Net income — Preferred dividends 


Return on common stockholders’ equity = - p. 703 
Average common stockholders’ equity 





Stockholders’ equity applicable to common shares 
Book value per common share = =- p. 528 
Number of common shares outstanding 





. . Net income — Preferred dividends 
Basic earnings per share = - > p. 527 
Weighted-average common shares outstanding 





Cash flow from operations 
Cash flow on total assets = ——————————— p. 650 
Average total assets 


i Cash dividends declared on common stock 
Payout ratio . p. 528 
Net income 








® Market 


. . . Market value (price) per share 
Price-earnings ratio X p. 527 
Earnings per share 








o. . Annual cash dividends per share 
Dividend yield = : p. 528 
Market price per share 





Residual income = Net income — Target net income 





FINANCIAL REPORTS 





Income Statement* 


For period Ended date 


Statement of Owner’s Equity* 
For period Ended date 





Net sales (revenues) ......... 0000s cece cece cece eee eee $ 
Cost of goods sold (cost of sales) sssrsssrssssrrsssrsesars riina 
Gross margin (gross profit) 0.0.0.0... cece cece cece eee eee 
Operating expenses 
Examples: Depreciation, salaries, .............6 00 e eee eee eee $ 
wages, rent, utilities, interest, orse icsr saririk 
amortization, advertising, taxes ......... 6.000 cece eee eee eee 
Total operating expenses .......... 0... cece cece eee eee e ees 
Nonoperating gains and losses. . 
Net income (net profit or earnings) ...........0 00. c cece eee eee 


+H 


d 





HHH 


le 





A 
+ 





* A typical chart of accounts is at the end of the book and classifies all accounts by financial statement categories. 


Balance Sheet 


Date 





ASSETS 
Current assets 
Examples: Cash, Cash equivalents, Short-term investments, 










Accounts receivable, Current portion of notes ................005 $ # 
receivable, Inventory, Prepaid expenses ..............-.000005 # 

Total current assets ........ 0. ccc ccc c cece eee ce neces eecenee —- $ # 
Long-term investments 

Examples: Investment in stock, Investment in bonds, . 2 r # 

Land fOr O eraa aN ARA IEEE # 

Total long-term investments ..........60 0c eee eect e eee eens a # 
Plant assets 

Examples: Equipment, Machinery, Buildings, Land................. # 

Total plant assets, net of depreciation ...........0..0e eee eee = # 
Intangible assets 

Examples: Patent, Trademark, Copyright, License, Goodwill # 

Total intangible assets, net of amortization Za # 
Total assets $ # 

LIABILITIES AND EQUITY — 
Current liabilities 
Examples: Accounts payable, Wages payable, Salaries.............. $ # 
payable, Current notes payable, Taxes payable, ................ # 
Interest payable, Unearned revenues.............0. 00 ee eeaee # 

Total current liabilities ©2000... 0.00 c cece cece eee cece eee M $ # 
Long-term liabilities 

Examples: Notes payable, Bonds payable, Lease liability............ # 

Total long-term liabilities... 2.0.0.0... eee eee eee —= # 
Potaliliabilitiesi. «5:4. aes vata EEE hae hte pee SEE # 
Equity* 

Owner, Capital :i.ccccesgencescesesees ENAERE beens nese ees # 
Total liabilities and equity... 2.0.00... cece eee eee $ # 





* A corporation’s equity consists of: Paid-In Capital and Retained Earnings (less any treasury stock). 


Statement of Cash Flows 


For period Ended date 





Cash flows from operating activities 

[Prepared using the indirect (see below)t or direct method] 

Net cash provided (used) by operating activities.................0.0. eee ee $ # 
Cash flows from investing activities 

[List of individual investing inflows and outflows] 

Net cash provided (used) by investing activities ............. 00.0. e cece eee # 
Cash flows from financing activities 

[List of individual financing inflows and outflows] 

Net cash provided (used) by financing activities ............. 00.0. e eee eee # 
Net increase (decrease) in cash .... ee 
Cash (and equivalents) balance at beginning of period 
Cash (and equivalents) balance at end of period. ............ 0.0. c cece eee eee 








Attach separate schedule or note disclosure of “Noncash investing and financing transactions.” 





tindirect Method: Cash Flows from Operating Activities 





Cash flows from operating activities 


Motip csi. a.c5uccenGutina dtodd tmreadedinsdaeeabagadneny $ # 
Add: Decreases in noncash current assets ...........0.00eeeeeeee $ # 
Increases in current liabilities ........ # 





Expenses with no cash outflows (examples: depreciation, 





and amortization of both intangibles and bond discounts) ..... # 
Nonoperating losses (examples: losses from asset sales 
and from debt retirements) ...........0.0 0.0 cece eee eee # # 
Less: Increases in noncash current assets ............00eeeeeeeeee # 
Decreases in current liabilities # 
Revenues with no cash inflows (examples: 
amortization of bond premiums) ..............200e0eee eee # 
Nonoperating gains (examples: gains from asset sales 
and from debt retirements) ...........0.0 0000 eee ee eee eee # # 
Net cash provided (used) by operating activities ................... $ # 














Owner, Capital, beginning................. $ # 
Add: Investments by owner.............-4. $ # 

Net income # # 

# 

Less: Withdrawals by owner.............++ # 

Owner, Capital, ending................005 $ # 


* For a corporation, statement of owner’s equity becomes statement of retained earnings with these changes: “owner, 
capital” is retained earnings; “investments by owner” is deleted; and “withdrawals by owner” is dividends. 


Premium Bond Amortization (Straight-Line) Tablet 


Semiannual Period-End Unamortized Bond Premium* Bond Carrying Value** 





Bond life-start .............. $# $ # 


Bond life-end ............... 0 par 





t Bond carrying value is adjusted to par and its amortized premium to zero over the bond life (note: carrying value 
less unamortized bond premium equals par). 
* Equals total bond premium less its accumulated amortization. 
** Equals bond par value plus its unamortized bond premium. 


Discount Bond Amortization (Straight-Line) Tablet 
Bond Carrying Value** 


Semiannual Period-End Unamortized Bond Discount* 








Bond life-end............... ò par 


t Bond carrying value is adjusted to par and its amortized discount to zero over the bond life (note: unamortized 
bond discount plus carrying value equals par). 
* Equals total bond discount less its accumulated amortization. 
** Equals bond par value less its unamortized bond discount. 


Effective Interest Amortization Table for Bonds with 
Semiannual Interest Payment 
Unamortized 


Discount or Carrying 
Premium? Value" 


Discount 
or Premium 
Amortization® 


Semiannual Cash Bond 
Interest Interest Interest 
Period-End Paid’ Expense® 


Par value multiplied by the semiannual contract rate. 

Prior period’s carrying value multiplied by the semiannual market rate. 

The difference between interest paid and bond interest expense. 

Prior period’s unamortized discount or premium less the current period’s discount or premium amortization. 
Par value less unamortized discount or plus unamortized premium. 


Installment Notes Payment Table 
Payments 
Period Debit Debit Credit 
Ending Beginning Interest Notes Ending 
Date Balance Expense as Payable Cash Balance 


Bank Reconciliation 











Date 
Bank statement balance. mn $H Book balance ...........0000000 0s $H 
Add: Unrecorded deposits........ # Add: Unrecorded bank credit 
memoranda ............+. # 
Bank errors understating Book errors understating 
the balance ............. # the balance............... # 
# # 
Less: Outstanding checks ......... # Less: Unrecorded bank debit 
memoranda ... # 
Bank errors overstating Book errors overstating 


the balance. .. . 
Adjusted book balance 


# 
SH 
Balances are equal (reconciled) ___ 4 


the balance ... as 
Adjusted bank balance......... 





Sls 





> 

















SELECTED TRANSACTIONS AND RELATIONS 





® Merchandising Transactions Summary 





Merchandising Transactions 


Merchandising Entries 















@ Merchandising Cash Flows 







Beginning 
inventory 








Net cost 
of purchases 




























Purchasing merchandise for e Merchandise Inventory ................ # 
resale. Cash or Accounts Payable........... # 
Paying freight costs on e Merchandise Inventory ... # = 
purchases; FOB shipping point. CASH: is Sexeesssinteas # 2 
Purchases 4 Paying within discount period. * Accounts Payable ..... # £ 
Merchandise Inventory .............- # 
m st s.5.4 tal EETA EE # Ending 
Recording purchase returns or * Cash or Accounts Payable ............. # inventory 
allowances. Merchandise Inventory ............- # 
Selling merchandise. e Cash or Accounts Receivable .......... [| fae 
SALES E E EE E E TT # Beginning | Net cost 
* Cost of Goods Sold... . # inventory of purchases 
Merchandise Inventory .............- # 
Receiving payment within CASH parae ONAREN # a 
discount period. Sales Discounts . # is 
Sales Accounts Receivable................ # 5 
Granting sales returns or * Sales Returns and Allowances........... # = 
allowances. Cash or Accounts Receivable ........ # i | j 
e Merchandise Inventory ...... # -_ K Bose ot d =—> To Income Statement 
Cost of Goods Sold . # l 
Paying freight costs on sales; * Delivery Expense ... : He To Balance Sheet 
FOB destination. Cash: sie cance taesedaacacsine EIEE nes # 





Merchandising Events Adjusting and Closing Entries 


® Credit Terms and Amounts 

















































Adjusting due to shrinkage Cost of Goods Sold ..............0.0005 # Credit i Crecitipatiod i 
Adjusting (occurs when recorded amount Merchandise Inventory.............. # Terms Discount" period 
larger than physical inventory). 
Date of 
Closing temporary accounts SAlES sips ei ndidiene Sawa E we HEE # invoice 
with credit balances. Income Summary ..............0005 # + 
Closing temporary accounts Income Summary ............ # Time TT 
a s L JL J 
Closing with debit balances. Sales Returns and Allowances ........ # Amount Due: Invoice price Due: Invoice price 
Sales Discounts ................0005 # Due minus discount* 
Cost of Goods Sold. ..........0.00% # *Discount refers to a purchase discount for a buyer and a sales discount for a seller. 
Delivery Expense # 
“Other Expenses” . . # 
®© Bond Valuation 
® Bad Debts Estimation a 
Bod Debts Estimation Bond Sets Market Sets Bond Price Determined 
Brat rate Market ratel | Contract rate > Market rate =P Bond sells at Premium 
— 
Contract rate = Market rate Bond sells at Par 
en a pr |[eentactrate = Maret ato mp Bona sele atPar 
BE, bab :Market rate m= Bond 
Percent of Sales Percent of Receivables Aging of Receivables 
[Emphasis on Matching] [Emphasis on Realizable Value] [Emphasis on Realizable Value] ® Dividend Transactions 
Sales Rate Bad Debts Expense Accounts pae Allowance Accounts Allowance Type of Dividend 
Receivable for Doubtful Receivable y age) for Doubtful 
Accounts (by Age) Accounts Account Cash Stock 
S Affected Dividend Dividend 
© Stock Transactions Summary 
E EEEE Decrease — — 
Stock Transactions Stock Entries Dr. Cr. Common Stock.... — Increase = 
Retained Earnings . . Decrease Decrease — 
Issue par value common stock at par Cashin es arian geaduteahaeahoemaats # 
(par stock recorded at par). Common Stock # 
Issue par value common stock at premium Cash sssaciresncutiaren # 
(par stock recorded at par). Common Stock # A Rose by Any Other Name 
Paid-In Capital in ‘Excess of The same financial statement sometimes receives different titles. 
Issue Par Value, Common Stock ..... # Following are some of the more common aliases.* 
Comino Issue no-par value common stock Dash esi cater ndeaaacine nated stesa # 
Stock (no-par stock recorded at amount received). Common Stock .............045 # 
Issue stated value common stock at stated value Cash... 0.00. eee ee eee eee erence # Balance Sheet Statement of Financial Position 
(stated stock recorded at stated value). Common stock ............2008 # Seema ei Rienci Gomin 
Issue stated value common stock at premium a TEORIEE ETTET, # Income Statement Statementofiheome 
(stated stock recorded at stated value). Common stock # Operating Statement 
Paid-In Capital in Excess of Statement of Operations 
Stated Value, Common Stock . . . . # Statement of Operating Activity 
Issue par value preferred stock at par CSW rator PEEVEEN NA # ome ariel 
ar stock recorded at par). Preferred Stock ..............0 ENE eh aralio 
Issue (P par) 7 # Profit and Loss (P&L) Statement 
Preferred Issue par value preferred stock at premium E EEIEIEE LAE ETET # 
Stock (par stock recorded at par). Preferred Stock .............005 # 
Paid-In Capital in Excess of 
Par Value, Preferred Stock ..... # 
Reacquire Reacquire its own common stock Treasury Stock, Common ........... # 
Stock (treasury stock recorded at cost). CASI EEEE EET ETT # Statement of A EET e OSEI 
Reissue its treasury stock at cost CASH ccc sca ch nierien rasanne ea # Owner’s Equity Statement of Changes in Owner's Capital 
(treasury stock removed at cost). Treasury Stock, Common ....... # eae eer shareholder Egy! 
. + ement ol areholders Equi 
: Reissue its treasury stock above cost CASH sate nits De ae ent aes # Gamen ci Chaneesinisharcholdersuequity: 
Reissue (treasury stock removed at cost). Treasury Stock, Common........ # Statement of Stockholders’ Equity and 
Common Paid-In Capital, Treasury # Comprehensive Income! 
Stock Reissue its treasury stock below cost Cash .. å # Statement of Changes in Capital Accounts? 
(treasury stock removed at cost; if paid-in capital Paid-In Capital, Treasury # 
is insufficient to cover amount below cost, Treasury Stock, Common ....... # *The term Consolidated often precedes or follows these statement titles to reflect 
retained earnings is debited for remainder). Retained Earnings (if necessary) ... # the combination of different entities, such as a parent company and its subsidiaries. 





t Corporation only. 


A Rose by Any Other Name 


The same financial statement sometimes receives different titles. 
Following are some of the more common aliases.* 





Income Statement 


Statement of 
Cash Flows 


Statement of 
Owner’s Equity 


Statement of Income 

Operating Statement 

Statement of Operations 
Statement of Operating Activity 
Earnings Statement 

Statement of Earnings 

Profit and Loss (P&L) Statement 


Statement of Cash Flow 

Cash Flows Statement 

Statement of Changes in Cash Position 
Statement of Changes in Financial Position 


Statement of Changes in Owner’s Equity 
Statement of Changes in Owner’s Capital 


Statement of Shareholders’ Equity? 

Statement of Changes in Shareholders’ Equity* 

Statement of Stockholders’ Equity and 
Comprehensive Income? 

Statement of Changes in Capital Accountst 


* The term Consolidated often precedes or follows these statement titles to reflect 
the combination of different entities, such as a parent company and its subsidiaries. 


t For corporations only. 


We thank Dr. Louella Moore from Arkansas State University for suggesting this listing. 


